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VARIOUS TAX PROPOSALS

MONDAY, MARCH 24, 1980

U.S. SENATE,
SuscOMMrrrE ON TAXATION

AND DEBT MANAGEMENT GENERALLY,
COMMITFE ON FINANCE,

Washington, D.C.

The subcommittee met, pursuant to notice, at 10 a.m., in room
2221, Dirksen Senate Office Building, Hon. Harry F. Byrd, Jr.
presiding.

Present: Senators Byrd, Packwood, and Wallop.
[The press releases announce these hearings and the bills S.

110, S. 487, S. 653, S. 1435, S. 1481, S. 1825, S. 1967, S. 1984, S. 2136,
S. 2168, S. 2171, S. 2220, S. 2239 follow:]

[Prem release No. H-15, Mar. 13, 1980]

FINANcx SuncwMMrrrul ON TAXATION AND DEBT MANAGZMENT SETS HzAjuNGs ON

VArious TAX PorsAis RECOMMENDED BY THE WHrrm Housz CONFERENCE ON

SMALL BUSINESS

Senator Harry F. Byrd, Jr. (I-Va.), Chairman of the Subcommittee on Taxation
and Debt Management of the Senate Finance Committee, announced today that the

Subcommittee will hold a series of hearings centering on various tax proposals

recommended by the White House Conference on Small Business.

Senator Byrd, along with ten other Senators, is a member of the Small Business

Task Force which Majority Leader Robert Byrd had appointed. Senator Gaylord

?'!elson of Wisconsin is the Task Force Chairman.
The hearings will be held on Monday, March 24, Friday, March 28, and Tuesday,

April 1.
-The hearing on March 24 will be held in Room 2221 of the Dirksen Senate Office

Building, and will begin at 10.00 A.M.
The firt hearing on Monday, March 24, will center on the Federal estate tai and

its impact on the American family.
Senator Byrd noted that although the estimated receipts in 1980 for all estate and

gift taxes is only $5 billion and is le than will be collected from the excise taxes on

alcohol and tobacco, the estate and gift taxes have a potential devastating effect on

the family and family-owned businesses. "This" Senator Byrd continued, "is be-

cause the estate taxis often levied at the precise time that a famil has lost the

principal wage earner and is undergoing a great finacial upheaval. Re same holds

true or the family business which cannot rapidly recover from the los of key

persnnel. If these considerations are not taken into account in the judicious admin.

Istration of the estate tax, havoc may be wrecked upon the family and small family-

owned and operated businesses may De forced into liquidation."
Senator Br do aid that a number of. his colleagues share these concerns and have

introduced bills to ameliorate or avoid these problems. For example, Senator Waltop

has introduced S 1984. which among other t w li ate material

poio as reuirment for the seilvaluation of farms and businesses underthe
estate tax. 1984 would also remove the limitation on the marital deduction and

raise the annual gift tax exclusion from $3,000 to $,000 .
Senator Nelson, togther with Senators Baucut Heinz and Stewart, have intro-

duced 8. 2220, the FTmily Business Protection Act of 1980", which is desned to

aid the continuation of family businesses during the transition period following the
deathof akey family :=nie. Senator Nelson, along with Seatrs Pell, Roth,



Cranston, Packwood, Meicher Thurmond, and Jepsen have also introduced S. 1826
which would increase the unifle4 estate tax credit to $70,700, thereby increasing the

estate tax exemption to $250,000.
Senator Byrd said that although a number of other bills amending various estate

and gift tax provisions have been introduced, the scheduled hearing *il concentrate
priarily on S. 1825, S. 1984 and S 2220.

Witnesses--Senator Byrd stated that the following witnesses have been scheduled
to testify at the hearing.

HON. DONALD LUSICK, ASSISTANT SECRETARY FOR TAX POLICY, DEPARTMENT OF THE

TREASURY

A panel consisting of: James Powell, Tax Committee Chairman, National Cattle-

men's Association; and Steven Wolf of the National Family Business Council.

A panel consisting of: Frank S. Berall, Co-Charman, Estate and Gift Tax Commit-
tee American College of Probate Counsel; Dave L. Cornfield, Vice Chairman fo

Publications of the American Bar Association's Tax Sction; J. Thomas Eubank,

Last Retiring Chairman of the American Bar Association's Real Propert, Probat

and Trust Law 'Section; and, Edward C. Halbach, Jr., Chairman-elect of th Ameri-
can Bar As =iaton's Real Property, Probate and Trust Law Section.

It is expected that the panel of witnesses will appear on behalf of themselves

rather th n as representatives of their organizations. Senator Byrd further stated

that if public interest in this area of law is sufficiently great, the Subcommittee

may consider an additional morning of hearings.
Witnesses scheduled to testify must comply with the following rules:
(1) A copy of the statement must be filed by the close of business the day before

the day the witness is scheduled to testify.
(2) All witnesses must include with their written statement a summary of the

principal points included in the statement.
(3) The written statement must be typed on letter-size paper (not legal size) and at

least 100 comes must be submitted by the close of business the day before the

witness is schuled to testify.
(4) Witnesses are not to read their written statements to the Committee, but are

to confine their ten-minute oral presentations to a summary of the points included

in the statement.
(5) Not more than ten minutes will be allowed for oral presentation.
Written testimony.-The Chairman stated that the Subcommittee would be

pleased to receive written testimony from those persons or organizations who wish

to submit statements for the record. Statements submitted for inclusion in the

record should be mailed with five (5) copies by Monday, April 1, 1980, to Michael

Stern, Staff Director, Committee on Finance, Room 2227 Dirksen Senate Office

Building, Washington, D.C. 20510.
[Prem Release No. H-I, Mar. 20. 1980)

FiNANCE SUBCOMMITTnE ON TAXATION AND DEBT MANAGEMENT ANNOUNCES Wrr-

NESSES FOR Tix HEARINo ON PROPOSALS FOR THE ENCOURAGEMENT or SMALL Busi-

Nms THRouGH TAX REFoEms AND CITAL FORMATtON

Senator Harry F. Byrd, Jr. (I-Va.), Chairman of the Subcommittee on Taxation

and Debt Management of the Senate Finance Committee had previous announced
that the Subcoinmittee will hold a series of hearings focusing on te proposals

recommended by the White House Conference on Small Business. Today, Senator

Byrd announced the format and the witnesses who have been scheduled to testify at

the hearings.-
Thhearing will be held on Friday, March 28 and Tuesday, April in Room 2221

of the Dirken Senate Office Bu", and will begin at 9:00 A.M. each day.

Although the hearings will focus on a number of Senate bills recommended by the

White House Conference Senator Byrd, a member of the Senate Small Busines

Task Force, emphasized that the witnesses need not restrict their testimony to these

particular bills.
"We have invited a series of witnesses, each an expert in his field," said Senator

Byrd. "We welcome their comments on matters of importance to the small business
community, including the Senate bills, other tax proposals, and current problems in

the tax area confronting small businesses which have not been addressed in legisla-
tion."

The hearings will focus on the following bills:
S. 487-Provides a credit for investment in originial stock of small businesses.

S. 653-Provides for the non-recognition of gain on the sale of stock if the

proceeds are reinvested.



S. 1481-Provide a tax credit for investment in qualifying debentures.
S. 213-Corporate rate reduction.
S 1485 and S. 110-Depreciation reform.
S. 2171-Would eliminate the mid-year W-2 form.
S. 2168-Permits subchapter S corporation to have 100 shareholders.

.2M9-Provides favored tax treatment for certain stock options.
8. 1967-Would permit the establishment of a reserve For the net gain from

certain market making activities.
Witnees.--Senator Byrd stated that panels of experts representing the entire

spectrum of small business have been invited to test. This will include ttorne
accountants, and economists specializing in the servicing of small businesses as wel

as institutional advocates and opra sml businessmen.
Invited to testify on March 28, a- The Department of the Treasury; Mr. Milton

Stewards. Office of Advocacy. Small Business Administration; Small Business Legis-

lative Council and N 'ona Venture Capital Amociation.
Among those invited to teati on April 1, include: National Federation of Inde-

pendent Businessmen National Assocation of Small Business investment Compa-

and Wisconsin Manufacturers and Commerce Association.
Witnesses scheduled to testify must comply with the following rules:
(1) A copy of the statement must be filed by the close of business the day before

the day the witness is scheduled to testify, together with the full mailing address of

the witness.
(2) All witnesses must include with their written statement a summary of the

principal points included in the statement.
(3) The written statement must be typed on letteraize paper (not legal size) and at

least 100 copies must be submitted by the close of business the day before the
witness is scheduled to testify. .. . . . ... wudb

Written setimony.-The Chairman stated that the Subcommittee would be

pleased to receive written testimony from those persons or organizations who wish

to submit statements for the record. Statements submitted for inclusion in the

record should be mailed with five (5) copies b A ri 30, 1980. to Michael Stern,
Staff Director, Committee on Finance, Room 22 Dren Senate Office Building,

Washington, D.C. 20510.



96TH CONGRESSIST SESSION S .0 10
To amend the Internal Revenue Code of 1954 to provide accelerated and

simplified depreciation for small business.

IN THE SENATE OF THE UNITED STATES

JANUARY 23 Oegislative day, JANUARY 15), 1979

Mr. NELSON (for himself, Mr. FORD, Mr. HUDDLESTON, Mr. FELL. Mr. SASSER,

Mr. WEICKE-R, and Mr. STEWART) introduced the following bill; which was

read twice and referred to the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to provide

accelerated and simplified depreciation for small business.

1 Be it enacted by the Senate and House of Representa-

2 tives of the United States of America in Congress assembled,

3 SHORT TITLE

4 SECTION 1. This Act may be cited as the "Small Busi-

b ness Depreciation Reform Act of 1979".

6 SEC. 2. Section 167 of the Internal Revenue Code of

7 1954 (relating to depreciation) is amended by adding-at the

8 end thereof the following new subsection:



2

1 "(q) THREE-YEAR USEFUL LIFE, STRAIGHT-LINE

2 DEPRECIATION.-

3 "(a) GENERAL RULE.-In the case of a taxpayer who

4 has made an election under this subsection for the taxable

5 year, the term 'reasonable allowance' as used in subsection

6 (a) means (with respect to property which has a useful life of

7 36 months or more) an allowance based on a useful life of 36

8 months computed under the straight-line method (within the

9 meaning of subsection (b)(1)).

10 "(b) $25,000 BASIS LIMITATION.-For purposes of

11 this subsection, the basis (as determined under subsection (g))

12 of property placed in service during the taxable year shall, to

13 the extent that such basis exceeds $25,000 for the taxable

14 year, not be taken into account.

15 "(c) ELECrION.-An election under this subsection for

16 any taxable year shall be made at such time, in such manner,

17 and subject to such conditions as may be prescribed by the

18 Secretary by regulations.

19 "(d) LIMITATION.-

20 "(1) GENERAL RULE.-Subject to the exception

21 provided by subparagraph (2), the provisions of this

22 section shall not apply to property to which an election

23 under section 179 applies.

24 "(2) EXCBPTION.-The provisions of subpara-

25 graph (1) shall not apply to that portion of the basis of



3

1 property placed in service during the taxable year

2 which exceeds $25,000 for the taxable year.".

3 SEc. 3. Subsection (c) of section 46 is amended by

4 adding at the end thereof the following new paragraph:

5 "(1) APPLICABLE PERCENTAGE IN THE CASE OF

6 3-YEAR USEFUL LIFE, STRAIGHT-
L INE DEPRECI-

7 ATioN.-Notwithmanding subsection (c)(2), in the case

8 of property with respect to which an election under

9 section 167(q) applies, the useful life of any such prop-

10 erty for purposes of this subpart shall be the useful life

11 determined without regard to section 167(q).".

12 EFFECTIVE DATE

13 SEC. 4. The amendment made by sections 2 and 3 of

14 this Act shall apply in the case of property acquired after the

15 date of enactment of this Act and placed in service in taxable

16 years ending- after the date of enactment of this Act.



MRT Sissiow
IST 88MON S487

To amend the Intenal Revenue Code 1 1954 to provide L cedit for investment
in original issue stock of small businesses.

IN THE SENATE OF THE UNITED STATES

ftsUAzr 26 (egislative day, FEBRUART 22), 1979

Mr. NExLoN (for himself, Mr. SawAsr, mid M. PACKWOOD) introduced the

following bill; which was read twice and referred to the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to provide a

credit for investment in original issue stock of small businesses.

I Be it enacted by the Senate and Houe of Rcpreenta-

2 tive. of the United Statea of America in Congreus assembled,

8 eAW ON 1. SHORT TITLL

A* This Act may be cited as the "Small Business Private

5 Investment Act of 1979".

6 SC. . ALLOWANCE OF CR-D

7 (a) IN GzNBRAL.--Subpart A. of part IV of subchapter

8 A of chapter I of the Internal Revenue Code of 1954 (relat-



2

1 ing to credits -allowable) is amended by inserting immediately

2 before section 45 the followAing new section:

3 "SEC. 44D. INVESTMENT IN ORIGINAL ISSUE STOCK OF SMALL

4 BUSINESSES.

5 "(a) GENERAL RULE.-In the case of an individual

6 who 6 P. citizen or resident of the United States, there is

7 allowed, as a credit against the tax imposed by this chapter

8 for the taxable year, an amount determined under subsection

9 (b) with respect to the adjusted basis (within the meaning of

10 section 1011) of the taxpayer for incentive stock (as defined

11 in subsection (c)) acquired for money during the taxable year.

12 "(b) AMOUNT OF CREDIT.--

13 "(1) INDIVIDUALS.-In the case of individuals,

14 the amount of the credit shall, subject to paragraph (2),

15 be equal to the sum of-

16 "(A) 10 percent o' the first $10,000 of such

17 adjusted basis, plus

18 "(B) 5 percent of any other amount of such

19 adjusted basis.

20 "(2) INDIVIDUAL CREDIT NOT TO EXCEED

21 $3,000.-In the case of an individual, the credit al-

22 lowed by subsection (a) for any taxable year shall not

23 exceed $3,000 ($6,000 in the case of a married indi-

.24 vidual filing a joint return).

25 "(c) LmITAT-IONS.-



3

1 "(1) CREDIT NOT ALLOWED TO CERTAIN DB-

2 PzNDENTs.-No credit shall be allowed under subsec-

3 tion (a) to an individual with respect to whom a per-

4 sonal exemption deduction is allowable for the taxable

5 year to another taxpayer under section 151(e).

6 "(2) CnDrr NOT ALLOWED IF TAXPAYER CON-

7 TroLS CORPORATIO.-NO credit shall be allowed

8 under subsection (a) with respect to the amount of the

9 adjusted basis of the taxpayer for incentive stock in

10 any corporation if at any time during the taxable year

11 the taxpayer possessed 80 percent or more of the total

12 combined voting power of all classes of stock entitled

13 to vote.

14 "(8) APPLICATION WITH OTHER CREDITS.-The

15 credit allowed by subsection (a) shall not exceed the

16 tax imposed by this chapter for the taxable year, re-

17 duced by the sum of the credits allowable under a sec-

18 tion of this part having a lower number or letter desig-

19 nation than this section, other than the credits allow-

20 able by sections 31, 39, and 43.

21 "(4) CERTAIN TAXES NOT CONSIDERED TAXES

22 MKPOSED BY- THIS CHAPTzE.-For purposes of this

23 section, any tax imposed for the taxable year by sec-

24 tion 56 (relating to minimum tax for tax preferences),

25 section 72(m)(5)(B) (relating to 10 percent tax on pre-



4

1 mature distributions to owner-employees), section

2 402(e) (relating to tax on lump sum distributions), sec-

3 tion 408(0 (relating to additional tax on income from

4 certain retirement accounts), section 531 (relating to

5 accumulated earnings tax), section 541 (relating to per-

6 sonal holding company tax), or section 1378 (relating

7 to tax on certain capital gains of subchapter 8 corpora-

8 tions), and any additional tax imposed for the taxable

9 year by section 1351(dX1) (relating to recoveries of for -

10 eign expropriation losses), shall not be considered tax

11 imposed by this chapter for such year.

12 "(5) CREDIT NOT ALLOWED IF TAXPAYER

13 ELECTS ROLLOVER.-No credit shall be allowed with

14 respect to amounts paid for incentive stock with re-

15 spect to which the taxpayer has elected the application

16 of section 1041 (relating to sales of small business

17 stock).

18 "(d) DEFINITION OF INCENTIVE STOCK.-

19 "(1) IN oEzNRAL.-For purposes of this section,

20 the term 'incentive stock' means original issue common

21 or preferred stock registered under section 12 of the

22 Securities Exchange Act of 1934 offered in an unre-

23 stricted offer to the public-



5.

1 "(A) which is issued by a domestic corpora-

2 tion (other than an electing small business corpo-

3 ration as defined in section 1371(b))-

4 '"(i) which does not, for the taxable year

5 in which such stock is offered, have passive

6 "foves-Ment- income (as defined in section

7 1372(e)(5)(0)) in excess of the limitation set

8 forth in section 1372(eX5)(A), and

9 "(ii) the equity capital (within the

10 meaning of the last sentence of section

11 1244(c)(2)) of which does not exceed

12 $25,000,000 immediately before such offer-

13 ing, and

14 "(B) which is part of an issue of stock the

15 aggregate. sale price of which does not exceed

16 $7,500,000.

17 "(2) CONTROLLEDCOBPOB
RA IONS.-In the case

18 of a corporation which is a member of a controlled

19 group of corporations (as defined in section 1563(a)(1)),

20 the equity capital of all members of the controlled

21 group shall be treated, for purposes of paragraph (1)(A)

22 this subsection, as the equity capital of the issuing cor-

23 poration.

24 "(3) STOCK ACQUIRED MORE THAN 180 DAYS

25 AFTER ISSUANCE; STOCK ACQUIRED BY UNDER-



6

1 WiTam.-No stock shall be treated as incentive stock

2 for purposes of this section if it is first purchased more

3 than 180 days after the date on which it is issued. No

4 acquisition of stock by an underwriter in the ordinary

5 course of his trade or business as an underwriter,

6 whether or not -guaranteed, shall be treated as an ac-

7 quisition for purposes of subsection (a).

8 "(4) CERTAIN REDEMPTIONS AND REFINANCING

9 ISSUES NOT TREATED AS INCENTIVE STOCK.-An

10 issue of stock which, but for this paragraph, would be

11 treated as incentive stock under this section shall not

12 be treated as incentive stock if, within 180 days before

13 the date of issuance, the issuing corporation (or any

14 other corporation which is a member of the same con-

15 trolled group of corporations, within the meaning of

16 section 1563, as the issuing corporation) ha' acquired

17 stock (including acquisition by way of redemption) of

18 the issuing corporation or of any other member of the

19 controlled group with an aggregate purchase price in

20 excess of 10 percent of the aggregate sale price of the

21 issue of incentive stock.

22 "(e) DISPOSITION OF INCENTIVE STOCK BEFORE IT

23 Is HELD FOR MORE THAN 6 MONTHS.-

24 "(1) DISPOSITION BEFORE FILING RETURN FOR

25 TAXABLE YEAR OF ACQUISITION.-No credit is allow-



7

1 able under subsection (a) with respect to incentive

-2 stock aquired during a taxable year which is not held

3 by the taxpayer on the date established by law for

4 filing a return of tax for that taxable year.

5 "(2) OTHER PREMATURE DISPOSITIONS.-If

6 during any taxable year incentive stock is disposed of

7 by the taxpayer before the stock has been held by the

8 taxpayer for more than 6 months, then the tax under

9 this chapter for the taxable year shall be increased by

10 the amount of the credit claimed by the taxpayer for

11 any preceding taxable year with respect to the acquisi-

12 tion of such stock.

13 "(3) ExcBPTIONS.-Paragraphs (1) and (2) of

14 this subsection shall not apply in the case of the dispo-

15 sition by bequest or gift unless--

16 "(A) the bequest or gift is deductible under

17 section 170 (determined without regard to the

-.18 limitations contained in subsection (b)), 2055, or

19 2522, or

20 "(B) the recipient disposes of the stock

21 before the stock has been held for more than 6

22 months (including any periods of time during

23 which the stock was held by the original

24 purchaser).".

63-769 0 - 80 - 2



8

1 (b) CLERICAL AMENDMNT.-The table of sections for

2 such subpart is amended by inserting immediately before the

3 item relating to section 45 the following new item:

"Sec. 44D. Investment in original Issue stock of small businesses.

4 (C) CONFORMING AMENDMNTS.-Subsection (b) of

5 section 6096 of such Code (relating to designation of income

6 tax payments to Presidential Election Campaign Fund) is

7 amended by striking out "and 440" and inserting in lieu

8 thereof "440, and 441)".

9 (d) CREDIT NOT ALLOWED TO ESTATES AND

10 TRusT.-Subsection (a) of section 642 of such Code (relat-

11 ing to special rules for credits against tax for estates and

12 trusts) is amended by adding at the end thereof the following

13 new paragraph:

14 "(3) INVESTMENT IN INCENTIVE STOCK.-An

15 estate or trust shall not be allowed the credit against

16 tax for investment in incentive stock provided by sec-

17 tion 44D.". -

18 SEC. 3. EFFECTIVE DATE.

19 The amendments made by this Act shall apply with re-

20 spect to taxable years beginning after December 31, 1979,

21 and to stock acquired after the date of enactment of this Act.

22 For purposes of the preceding sentence, stock acquired before

23 January 1, 1980, shall be treated (except for purposes of

24 section 44D (c)(3) and (d) of the Internal Revenue Code of
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1 1954) a8 acquired on the first day of the- first taxable year of

2 the taxpayer beginning after December 31, 1979.
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To amend the Internal Revenue Code of 1P54 to provide for the nonrecognition of

gain of the proceeds from the aje of incentive stock if those proceeds are

reinvested in such stock, and for an increase in basis for incentive stock held

for certain period.

.IN THE SENATE OF THE UNITED STATES

MARCH 14 (legislative day, fEBRuARY 22), 1979

Mr. NELSON (for himself, Mr. BAUCUS, Mr. WEICKEB, and Mr. HUDDLESTON)

introduced the following bill; which was read twice and referred to the

Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to provide for the

nonrecognition of gain of the proceeds from the sale of

incentive stock if those proceeds are reinvested in -such

stock, and for an increase in basis for incentive stock held

for certain period.

I Be it enacted by the Senate and House of Representa-

2 tites of the United States of America in Congress a sembled,

3 That (a) part III of subchapter 0 of chapter I of the Internal

4 Revenue Code of 1954 (relating to nontaxable exchanges) is
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1 amended by adding at the end thereof the following new sec-

2 tion:

3 "SEC. 1041. SALES OF SMALL BUSINESS STOCK.

4 "(a) NONRECOONITION OF GAIN.-If small business

5 stock is sold, gain (if any) from such sale shall, at the election

6 of the taxpayer, be recognized only to the extent that the

7 taxpayer's sale price exceeds the cost of small business stock

8 purchased by the taxpayer within 18 months after the date of

9 such sale.

10 "(b) DEFINITIONS; SPECIAL, RULE.-For purposes of

11 this section-

12 "(1) SMALL BUSINESS STOCK.-The term 'small

13 business stock' means common or preferred stock

14 issued by a domestic corporation or small business in-

15 vestment company (other than an electing small busi-

16 ness corporation as defined in section 1371(b))-

17 "(A) which does not, for the taxable year in

18 which such stock is issued, have passive invest-

19 ment income (as defined in section 1372(e)(5)(0))

20 in excess of the limitation set forth in section

21 1372(e)(5)(A), and

22 "(13) the equity capital (within the meaning

23 of the last sentence of section 1244(c)(2)) of which

24 does not exceed $25,000,000.
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1 (2) CONTROLLED CORPOBATIONS.-In the cue

2 of a corporation which is a member of a controlled

3 group of corporations (as defined in section 1563(aX1)),

4 the equity capital of all members of the controlled

5 group shall be treated, for purposes of paragraph (IXA)

6 of this subsection, as the equity capital of the issuing

7 corporation.

8 "(8) STOCK ACQUIRED BY UNDERWRITB.-No

9 acquisition of stock by an underwriter in the ordinary

10 course of his trade or business as an underwriter,

11 whether or not guaranteed, shall be treated as a pur-

12 chase for purposes of subsection (a).

13 "(4) DEFINITION OF SMALL BUSINESS INVEST-

14 MENT COMPANY.-The term 'small business invest-

15 ment company' has the same-meaning as when such

16 term is used in title I of the Small Business Invest-

17 ment Company Act of 1958 (15 U.S.C 681 et seq.),

18 except that such term shall not include an electing

19 small business corporation (as defined in section

20 1871(b)).

21 "(c) LIMITATIONS.-

22 "(1) 12-MONTH HOLDING PEBIOD.-Subsection

23 -(a) shall only apply to gain attributable to sale of small

24 business stock with respect to which the taxpayer's

25 holding period is more than 12 months. -
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1 "(2) APPLICATION WITH SECTION 44D.-Subsec-

2 tion (a) shall not apply with respect to any small busi-

3 ness stock with respect to which a credit is allowed

4 under section 44D for the taxable year in which it is

5 acquired.

6 "(d) BASIS OF SMALL BUSINESS STOCK.-The basis of

7 small business stock purchased by the taxpayer during the

8 18-month period shall be reduced by the amount of gain not

9 recognized solely by reason of the application of subsection

10 (a). If more than one share of small business stock is pur-

11 chased, such reduction in basis shall be applied to each such

12 share in chronological order of purchase. The amount of the

13 reduction applicable to each share shall be determined by

14 multiplying the maximum gain not to be recognized pursuant

15 to subsection (a) by a fraction the numerator of which is the

16 cost of such share and the denominator of which is the total

17 cost of all such shares.

18 "(e) STATUTE OF LIMITATIONS.-If during a taxable

19 year a taxpayer sells small business stock at a gain, then-

20 "(1) the statutory period for the assessment of

21 any deficiency attributable to any part of such gain

22 shall not expire before the expiration of 3 years from

23 the date the Secretary is notified by the taxpayer (in

24 such manner as the Secretary may by regulations pre-

25 scribe) of-
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1 "(A) the taxpayer's cost pf purchasing small

2 business stock which the taxpayer claims results

3 in nonrecognition of any part of such gain,

4 "(B) the taxpayer's intention not to purchase

5 property within the period specified in paragraph

6 (2), or

7 "(C) a failure to make such purchase within

8 such period; and

9 "(2) such deficiency may be assessed before the

10 expiration of such 3-year period notwithstanding the

11 provisions of any other law or rule of law which would

12 otherwise prevent such assessment.".

13 (b) Section 1223 of such Code is amended by redesig-

14 eating paragraph (12) as paragraph (13) and by inserting a

15 new paragraph (12) as follows:

16 - "(12) In determining the period for which the tax-

17 payer has held small business stock the acquisition of

18 which resulted under section 1041 in the nonrecogni-

19 tion of any part of the gain realized on the sale of

20 small business stock, there shall be included the period

21 for which small business stock with respect to which

22 gain was not recognized had been held, and the period

23 such replacement small business stock was held as of

24 the date of such iale or exchange.".
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1 (c) CLERICAL AmENDE NT.-The table of sections for

2 part MI of subchapter 0 of chaper I of such Code is amended

3 by adding at the end thereof the following new item:

"Sec. 1041. Sales of small business stock.".

4 Szo. 2. The amendments made by this Act shall apply

5 with respect to stock acquired after the date of enactment of

6 this Act.



96m CONG S e435
ST SESSION 3

To amend the Internal Revenue Code of 1954 to provide a system of capital

recovery for investment in plant and equipment, and to..encoursge economic

growth and modernization through increased capital investment and expand-

ed employment opportunities.

IN THE SENATE OF THE UNITED STATES
tJui 27 (legislative day, JuNE 21), 1979

Mr. NELsON (for himself, Mr. BfNTSEN, Mr. PACKWOOD, and Mr. CHMJin)

introduced the following bill; which wu read twice and referred to the

Committee on Fnance

A BILL
-To amend the Internal Revenue Code of 1954 to provide a

system of capital recovery for investment in plant and

equipment, and to encourage economic growth and modern-

ization through increased capital investment and expanded

employment opportunities.

1 Be it enacted by the Senate and House of Representa-

2 titles of the United States of America in Congress assembled,
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1 SECTION 1. SHORT TITLE; TABLE OF CONTENTS; AMENDMENT

2 OF 1954 CODE.

3 (a) SHORT TITLE.-This At may be cited as the "Cap-

4 ital Cost Recovery Act of 1979".

5 (b) TABLE OF CONTENTS.-

Se. 1. Short title; table of contents; amendment of 1954 Code.

Sec. 2. Capital cost recovery allowance.
Sec. 3. Changes in investment tax credit.
Sec. 4. Amendments related to depreciation.
Sec. 5. Disposition of recovery property subject to recapture under section 1245.

Sec. 6. Minimum tax amendment.
See. 7. Technical amendments.
See. 8. Effective date.

6 (c) AMENDMENT OF 1954 CODE.-Except as otherwise

7 expressly provided, whenever in this Act an amendment or

8 repeal is expressed in terms of an amendment to, or repeal of,

9 a section or other provision, the reference shall be considered

10 to be made to a section or other provision of the Internal

11 Revenue Code of 1954.

12 SEC. 2. CAPITAL COST RECOVERY ALLOWANCE.

13 (a) IN GENERA.-Part VI of subchapter B of chapter

14 1 (relating to itemized deductions for individuals and corpora-

15 tions) is amended by inserting after section 167 the following

16 new section:

17 "SEC. 168. CAPITAL COST RECOVERY DEDUCTION.

18 "(a) ALLOWANCE, OF DEDUOTION.-In the case of re-

19 covery property, there shall be allowed the recovery deduc-

20 tion provided by this section.

21 "(b) AMOUNT OF DEDUCTION.-
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"(1) IN GBENRAL.-The recovery deduction for

the taxable year shall be the aggregate amount deter-

mined by applying to the capital cost of recovery prop-

erty the applicable percentage determined in accord-

ance with the following table:

"Capital Cost Recovery Table

The applicable percentage for
the class of property is:

"If the recovery year it- Clas I Class 2 Clas 8
S........I.......................................... 10 20 33

2 .............. 18 32 45
3 .................................................... 16 24 22
4 .................................................... 14 18
5 .................................................... 12 8
e ....... .................... 10
7o................ ................ 8

8 ...... ... ...................... 6

9 ............ .................... 4

10 ................................................... 2

"(2) TRANSITIONAL APPLICABLE PERCENT-

AGES.-

"(A) For transitional applicable percentages

for additions to capital account of class 1 property

before 1984, see subsection (h)(2).

"(B) For transitional applicable percentages

for additions to capital account of certain class 2

property before 1984, see subsection (h)(3).

"(c) RECOVERY PROPERTY.-For purposes of this

title-
"(1) RECOVERY PROPERTY DEFIMED.-Except as

otherwise provided in subsection (g), the term 'recov-
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ery property'-means- tangible property (other than

land)-

"(A) used in a trade or business, or

"(B) held for the production of income.

"(2) CLASSES OF-RECOVERY PROPERTY.-

"(A) CLASSIFICATION TABLE.-The classifi-

cation of recovery property shall be determined in

accordance with following table:

"Cassircation of Recovery Property

"Class 1 Clas 2 Class $

Buildings Recovery property Automobiles, taxis,

and structural not taken into and light-duty

components of account under trucks.
buildings. class 1 or class 3.

rj "() $100,000 LIMT FOR CLASS S.-In the

case of any taxpayer for any taxable year, the

capital co (or-which such year is recovery year

1) taken into account under class 8 shall not ex-

ceed $100,000.

"(C) SPECIAL RULES FOR APPLYING THE

$100,000 LIMIT.-

"For special rules relating to the $100,000 limit, see

subsection (X2).

"(d) CAPITAL COST.-

"(1) IN OENERAL.-For purposes of this section,

the term 'capital cost' means, with respect to any

property, the net addition to capital account for the
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1 taxable year (determined without regard to the section

2 1016(aX2) adjustment for such year).

3 "(2) SPECIAL RULES FOR PROPERTY NOT YET

4 PLACED IN SzBEVICB.-In the case of property which

5 has not been placed in service before the close of the

6 taxable year--

7 "(A) PAYMENT BUL.-Except as provided

8 in subparagraph (B), the addition to capital ac-

9 count shall be treated as made when payment of

10 an amount is made.

11 "(B) SELF-CONSTRUOTED PROPEBRTY.-If

12 the property is constructed (in whole or in part)

13 by the taxpayer, capital cost shall be determined

14 under paragraph (1) without regard to subpara-

15 graph (A) of this paragraph.

16 "(8) AMOUNTS MUST BE FOR PEBIOD AFTER

17 1979.-For purposes of this section; capital cost does

18 not include any amount paid or properly charged to

i9 capital account for any period before January 1, 1980.

20 "(4) SPECIAL RULES.-

21 "(A) PUBLIC -UTILITY PROPERTY ELEC-

22 TION.-For election to determine capital cost of

23 public utility property by treating advance pay-

24 ments as made when property is placed in service,

25 see subsection (iXS).
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1 (B) TRANSITIONAL RULE FOR FISCAL

2 YEAR TAXPAYEBs.-For special transitional rule

3 for determining capital cost of fiscal year taxpay-

4 ers, see subsection (i)(5).

5 "(e) TAXPAYEB MAY DEDUCT LESS THAN FULL AL-

6 LOWANCE.-

7 "(1) IN OENEBAL.-For any taxable year the tax-

8 payer may deduct all or any portion of the amount al-

9 loWable under subsection (a). The deduction for any

10 taxable year may be increased or decreased at any

11 time before the expiration of the period prescribed for

12 making a claim for refund of the tax imposed by this

13 chapter for such taxable year.

14 "(2) CARRYOVB OF UNUSED DEDUCTIONS.-

15 Any amount allowable for the taxable year by subsec-

16 tion (a) but not deducted for such taxable year shall be

17 carried forward and may be claimed as a deduction for

18 any succeeding taxable year. Any deduction so claimed

19 shall be treated as an addition to the capital cost re-

20 covery deduction allowable under subsection (a) for

21 such succeeding taxable year.

22 "(3) ALLOCATION OF DEDUCTION.-If by reason

23 of paragraph (1) the taxpayer deducts less than the

24 amount allowable for any taxable year, the amount de-

20 ducted shall be apportioned among the taxpayer's re-
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1 covery property in the same proportion as the amount

2 allowable in respect of the recovery property bears to

3 the total amount allowable in respect of recovery prop-

4 erty. A similar rule shall be applied in the case of the

5 allowance of a deduction in a succeeding taxable year

6 under paragraph (2).

7 "(4) ADJUSTMENTS TO BAiS.-For purposes of

8 section 1016(a)(2), in the cse of recovery property the

9 amount allowable under this subtitle for exhaustion,

10 wear and tear, and obsolescence shall be the amount

11 allowable by subsection (a) of this section.

12 "(f) RECOGNITION OF GAN o Loss AND ADJUST-

18 BNT TO CAPITAL COSTS ON RETIEBMBNT OR OTHRE

14 DISPOSITION.-

15 "(1) GENERAL RUmE.-Gain or loss shall be rec-

16 ognized on the disposition of recovery property, unless

17 nonrecognition is specifically required or permitted by

18 another provision of this chapter.

19 "(2) MASS ASSBT ACCOUNTS.-In lieu of recog-

20 nizing gain gr loss, a taxpayer who maintains mass

21 asset accounts of recovery property may, under regula-

22 tions prescribed by the Secretary, elect to include in

23 income all proceeds realized on the disposition of such

24 property.



1 "(9) ADJUSTMENT TO CAPITAL COST.-For pur-

2 poses of this section, if gain or loss is recognized on

8 the disposition of recovery property, the capital cost of

4 such property shall cease to be capital cost as of the

5 beginning of the taxable year in which such disposition

6 occurs.

7 "(4) DISPOSITION INCLUDES BETIRBMENT.-FOr

8 purposes of this subsection, the term 'disposition' in-

9 eludes retirement.

10 "(g) PROPERTY EXCLUDED FROM APPLICATION OF

11 SECTION.-

12 "(1) RETAIN PROPERTY EXCLUDED.-The term

13 'recovery property' does not include-

14 "(A) property placed in service by the tax-

15 payer before January 1, 1980,

16 "(B) residential rental property (within the

17 meaning of section 167()), and

18 "(0) property with respect to which the tax-

19 payer-

20 "(i) is entitled to elect amortization (in

21 lieu of depreciation), and

22 "(ii) elects such amortization.

23 "(2) CERTAIN METHODS OF DEPRECIATION.-

24 The term 'recovery property' does not include property

25 if-

63-769 0 - 80 - 3



1 "(A) the taxpayer elects to exclude such

2 property from the application of this section, and

3 "(B) for the first taxable year for which a

4 deduction would be allowable under this section

5 with respect to such property-

6 "(i) the property is properly depreciated

7 under the unitof-production method, the re-

8 tirement-replacement method, or any other

9 method of depreciation not expressed in a

10 term of years, or

11 "(ii) the property is a leasehold im-

12 provement which is properly depreciated

13 over the term of the leasehold.

14 "(3) SPECIAL BULB FOB CERTAIN PUBLIC UTIL-

15 ITY PROPERTY.-

16 "(A) IN GENXAL.-In the case of public

17 utility property (within the meaning of section

18 1670(X3XA)), such property shall be treated as re-

19 covery property only if the taxpayer uses a nor-

20 malization method of accounting.

21 "(B) USE OF NORMALIZATION METHOD DE-

22- FINBD.-For purposes of subparagraph (A), a tax-

23 payer uses a normalization method of accounting

24 with respect to any public utility property if both

25 the taxpayer's rates and its operating results on



1

2

3

4

5

6

7

8

9

10
11

12

13

14

15

16

17

18

19

20

21

22

28

24

10

its regulated books of account reflect a tax ex-

pense determined by-

"(i) a method of depreciation on the

property which is the same as, and

"(ii) a depreciation period for the prop-

erty which is no shorter than,

the method and period used to, determine its de-

preciation expense on the property for purposes

of establishing its cost of service for ratemaking

purposes.

"(C) SECRETARY TO PRESCRIBE RECULA-

TIONS.--The Secretary shall provide such regula-

tions as may be necessary or appropriate to pre-

vent the reflection (directly or indirectly) in rates

or operating results of an amount of tax expense

which is inconsistent with either the depreciation

method described in subparagraph (B)(i)-or the de-

preciation period described in subparagraph (B)Ci).

"(4) CERTAIN SALES, LEASES, AND OTHER

TRANSACTIONS IN PROPERTY PLACED IN SERVICE

BEFORE 1980.-The term 'recovery property' does not

include property acquired directly or indirectly from a

person who used such property before January 1,

1980, if-
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1 "(A) within 1 year after the property is so

2 acquired, the property is leased back to such

3 person, or

4 "(B) the person so acquiring the property

5 bears a relationship specified in section 267(b) to

6 the person using such property before January 1,-

7 1980.

8 "(h) TRANSITIONAL APPLICABLE PBRCNTAGES FOB

9 CLAsS 1 PROPERTY Am CLASS 2 PROPERTY.-

10 "(1) IN oEmRu.-The Secretary shall pre-

11 scribe tables setting forth transitional applicable

12 percentages-

13 "(.A) for additions to capital account of class

14 1 property before January 1, 1984, and

15 "(B) for additions to capital account of class

16 2 property before January 1, 1984.

17 If for any taxable year for any property there is a

18 transitional applicable percentage, such transitional

19 percentage shall be substituted for the applicable per-

20 centage set forth in subsection (b).

21 "(2) TRANSITIONAL APPLICABLE PERCENTAGES

22 FOR CLASS 1 PROPERTY.-The transitional applicable

23 percentages for class 1 property shall be determined

24 in accordance with the following assigned recovery

25 periods:
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"Transitional Recovery Periods for las 1 Property

The transitional applicable-

"For additions to percentage shall be based on

capital account a capital cost recovery period
in- of the following number of years:

1980 ..................................................................................... 
18

1981 ..................................................................................... 
16

1982 ..................................................................................... 
14

1983 .....................................................................................
12

"(3) TRANSITIONAL APPLICABLE PERCENTAGES

FOR CERTAIN CLASS 2 PROPERTY.-The transitional

applicable percentages for class 2 property shall be de-

termined in accordance with the following assigned re-

covery periods:

"Transio Recovery Periods for Certain Clas 2 Property

The transitional applicable

"For additions to percentage shall be based on

capital account a capital cost recovery period

in- of the following number of years:

9 0 ....................................... ADR lower imiL

1981 ....................................... ADR lower limit minus I year.

1982 ....................................... ADR lower limit minus 2 years.

1988 ....................................... ADR lower limit minus 3 years.

The capital cost recovery period determined under this

paragraph shall in no case be less than 5 years.

"(4) ADR LOWER LIMIT DEFINED.-For pur-

poses of paragraph (3), the ADR lower limit for any

class of property is the lower limit of the asset depreci-

ation range in effect on June 27, 1979, for such class

of property under section 167(m). For purposes of tha

preceding sentence, lower limits in excess of 9 years-

shall be treated as equal to 9 years, and any lower

6

7

8

9

10

11

12

18

14
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1 limit which is not a whole number of years shall be

2 rounded down to the next lower whole number of

3 years.

4 "(5) TABLES TO BE SIMILAR TO SUBSECTION (b)

5 TABLE.-The tables prescribed under paragraph (1) for

6 any class of property for any assigned recovery period

7 shall be based on principles similar to those used in the

8 construction of the table under subsection (b) for that

9 class of property.

10 "(i) DEFINITIONS AND SPECIAL RULEs.-For pur-

11 poses of this section-

12 "(1) RECOVERY YEAR 1, ET.-The term 'recov-

13 ery year 1' means, with respect to any capital cost, the

14 first taxable year for which a deduction with respect to

15 such cost is allowable under subsection (a). The imme-

16 diately following taxable year shall be recovery year 2,

17 and the taxable years-which follow shall be numbered

18 accordingly.

19 "(2) SPECIAL RULES FOR APPLYING THE

20 $100,000 LIMIT FOR CLASS 3 PROPERTY.-

21 "(A) IN GENERAL.-If for any taxable year

22 the capital cost (for which such year is recovery

23 year 1) of automobiles, taxis, and light-duty

24 trucks eceeds $100,000, the taxpayer shall

25 select the items to be treated as class 3 property,
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1 but only to the extent of an aggregate capital cost

2 of $100,000. Such a selection, once made, may be

3 changed only in the manner, and to the extent,

4 provided by such regulations.

5- "(B) MARRIED INDIVIDUAS.-In the case

6 of a husband or wife who files a separate return,

the limitation under subparagraph (A) and under

8 subsection (c)(2)(B) shall be $50,000 in lieu of

9 $100,000. This subparagraph shall not apply if

10 the spouse of the taxpayer has no property which

11 may be taken into account as class 3 property (for

12 which this is recovery year 1) for the taxable year

13 of such spouse which ends within or with the tax-

14 payer's taxable year.

15 "(0) CONTROLLED OROUP.-Il the case of

16 a controlled group, the $100,000 amount specified

17 -under subparagraph (A) and under subsection

18 (cfl2)(B) shall be reduced for each component

19 member of the group by apportioning $100,000

20 among the component members of such group in

21 accordance with their respective amounts of capi-

22 tal cost of -automobiles, taxis, and light-duty

23 trucks.

24 "(D) PARTNER8HIPS.-hk the case of a

25 partnership, the limitation contained in subpara-
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1 graph (A) and in subsection (cX2)(B) shall apply

2 with respect to the partnership and with respect

3 to each partner.

4 "(E) CONTROLLED oRouP.-For purposes of -

5 this paragraph, the term 'controlled group' has

6 the meaning assigned to such term by section

7 1563(a), except that the phrase 'more than 50

8 percent' shall be substituted for the phrase 'at

9 least 80 percent' each place it appears in section

10 1563(aX1).

11 "(3) PUBLIC UTILITY MAY ELECT NOT TO TAKE

12 INTO ACCOUNT ADVANCE PAYMENTS.-

13 "(A) IN OENERAL.-In the case of public

14 utility property (within the meaniffg of section

15 1670)(3)), the taxpayer may elect to treat all ad-

16 ditions to capital account for the period before

17 property is placed in service as made during the

18 taxable year in which the property is placed in

19 service.

20 "(B) EFFECT OF ELECTION.-An election

21 under subparagraph (A) shall apply to all public

22 utility property of the taxpayer for the taxable

23 year for which the election is made and all subse-

24 quent taxable years unless the Secretary consents

25 to a revocation of such election.
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1 "(4) MAKING OF ELECTIONS.-Any election (or

2 selection) under this section shall be made at such time

3 and in such manner as the Secretary may by regula-

4 tions prescribe.

5 "(5) TRANSITIONAL RULE FOR DETERMINING

6 CAPITAL COST OF FISCAL YEAR TAXPAYERS.-HIf-

7 "(A) the taxpayer's taxable year is a period

8 other than the calendar year, and

9 "(B) a transitional applicable percentage ap-

10 plies to additions to capital account in any portion

11 of the taxable year,

12 then the capital cost for such taxable year shall be sep-

13 arately computed for each portion of a calendar year

14 included within the taxable year.

15 "(j) CROSS REFERENCE.-

"For special rule with respect to certain gain derived

from disposition of property the adjusted basis of which

Is determined with regard to this section, see section

1245."

16 SEC. 3. CHANGES IN INVESTMENT TAX CREDIT.

17 (a) APPLICABLE PERCENTAGE.-Subsection (c) of sec-

18 tion 46 (relating to qualified investment) is amended by

19 adding at the end thereof the following new paragraph:

20 "(7) APPLICABLE PERCENTAGE FOR RECOVERY

21 PROPERTY.-Notwthstanding paragraph (2), the appli-

22 cable percentage for purposes of paragraph (1) shall

23 be-
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1 "(A) in the case of class 1 or class 2 recov-

2 ery property (within the meaning of section 168),

3 100 percent, or

4 "(B) in the case of class 3 recovery property

5 (within the meaning of section 168), 60 percent."

6 (b) CREDIT FOR EXPENDITURES BEFORE PROPERTY

7 Is PLACED IN SERvIcB.-Subsection (d) of section 46 is

8 amended to read as follows:

9 "(d) QUALIFBD PROGRESS EXPENDITURS.-

10 "(1) IN GENBAL.-The amount of the qualified

11 investment of any taxpayer for the taxable year (deter-

12 mined under subsection (c) without regard to this sub-

13 section) shall be increased by the aggregate of the ap-

14 plicable percentage of each qualified capital cost of the

15 taxpayer for the taxable year.

16 "(2) QUALIFIED CAPITAL OOST.-For purposes

17 of paragraph (2), the term 'qualified capital cost' means

18 the capital cost described in section 168(dX1) for the

19 taxable year with respect to any property which has

20 not been placed in service before the close of such tax-

21 able year if such property, when placed in service, can

22 reponably be expected to be recovery property which

23 is section 88 property.
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1 "(3) APPLICABLE PERCENTAE.-FOr purposes

2 of paragraph (1), the term 'applicable percentage' has

3 the meaning given to such term by subsection (c)(7).

4 ,,(4I) oNQALIF1BD PROGRESS EXPENDITURES

5 FOR PROPERTY FOR YEAR OF BECAPTURE.-n the

6 case of any property, no qualified progress expendi-

7 tures shall be taken into account under this subsection

8 for the first taxable year for which recapture is re-

9 quired under section 47(a)(3) with respect to such prop-

10 erty, or for any taxable year thereafter."

11 (c) AMENDMENT OF RECAPTURE RuLES.-

12 (1) IN GENE AL.-Subsection (a) of section 47

13 (relating to certain dispositions, etc., of section 38

14 property) is amended by redesignating paragraphs (5),

15 (6), and (7) as paragraphs (6), (7), and (8), respectively,

16 and by inserting after paragraph (4) the following new

17 paragraph:

18 "(5) SPECIAL RULES FOR RECOVERY

19 PROPERTY.-

20 "(A) GENERAL RULE.-If during any tax-

21 able year section 38 recovery property is disposed

22 of, or otherwise ceases to be section 38 property

23 with respect to the taxpayer, before the close of

24 the recapture period, then the tax under this

25 chapter for such taxable year shall be increased
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by the recapture percentage of the aggregate de-

crease in the credits allowed under section 38 for

all .prior taxable years which would have resulted

solely from reducing to zero the qualified invest-

ment taken into account- with respect to such

property.
"(B) RECAPTURE PEBRCENTAGE.-For pur-

poses of subparagraph (A), the recapture percent-

age shall be determined in accordance with the

following table:

"If the taxable year in which
the recovery property ceue
to be section 8 property is:

The taxable yea in which placed in
in service........................

The first taxable year after the year
in which placed in service ...........

Thesecondtaxableyearaftertheyear
in which placed in service ...........

The third taxable yea water the year
in which placed in service ...........

The fourth taxable year after theyear
in which placed in service ...........

The recovery percentage
for each class of
property is:

Clua l and
Clus 2 Clum 

100 percent 100 percent.

80 percent 66 percent.

60 percent 33 percent.

40 percent 0 percent.

20 percent 0 percent.

"(0) DEFINITIONS AND SPECIAL BULS.-

"(i) SECTION 38 RECOVERY PROPERTY.-

For purposes of this paragraph, the term 'section

38 recovery property' means any section 88 prop-

erty which is recovery property (within the mean-

ing of section 168).
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-1 "(ii) RECAPTURE PERIOD.-For purposes of

2 this paragraph, the term 'recapture period' means,

3 with respect to any property, the period consisting

4 of the taxable year in which such property is

5 placed in service and the 4 succeeding taxable

6 years (the 2 succeeding taxable years in the case

7 of class 3 property).

8 "(iii) CL-ASTIFICATION OF p.)PBRTY.--,-For

9 purposes of this paragraph, prQperty shall be clas-

10 sifted as provided in section 168.

11 ','(iv) PARAGRAPH (1) NOT TO APPLY.-

12 Paragraph (1) shall not apply with respect to any

13 recovery property."

14 (2) TECuNICAL AMENDMENTS.-

15 (A) Subparagraph (D) of section 47(aX3) is

16 amended-

17 () by striking out "paragraph (1), para°

18 graph (1)" and inserting in lieu thereof

19 "paragraph (1) or (5), as the case may be,

20 such paragraph", and

21 (ii) by striking out "PARAGRAPH (1)" in

22 the subparagraph heading and inserting in

23 lieu thereof "PARAGRAPH (1) OR (5)".

24 (B) Paragraph (6) of section 47(a) (as redes-

25 ignated by paragraph (1)) is amended by striking
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1 out "paragraph (1) or (3)" and inserting in lieu

2 thereof "paragraph (1), (3), or (5)".

8 (0) Subparagraph (B) of section 47(a)(7) (as

4 redesignated by paragraph (1)) is amended by

5 striking out "paragraph (5)" and inserting in lieu

6 thereof "paragraph (6)".

7 (d) AMENDMENT OF SECTION 48.-The last sentence

8 of section 48(a)(1) (defining section 38 property) is amended

9 by striking out "includes only property" and inserting in

10 lieu thereof "includes only recovery property and any other'

11 property".

12 SEC. 4. AMENDMENTS RELATED TO DEPRECIATION.

13 (a) RECOVERY DEDUOTION TEBATBD AS DEPBECI-

14 ATION.-Subsection (a) of section 167 (relating to depreci-

15 ation) is amended by adding at the end thereof the following

16 new sentence: "In the case of recovery property (within the

17 meaning of section 168), the recovery deduction allowable

18 under section 168 shall be deemed to constitute the reason-

19 able allowance provided by this section, and such property

20 shall be considered for purposes of this title as property of a

21 character subject to the allowance provided under this sec-

22 tion."

23 (b) No ADDITIONAL FIRST-YEAB DEPRECIATION FOB

24 RECOVERY PBoPERTY.-Paragraph (1) of section 179(d)

25 (defining section 179 property) is amended by striking out
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1 "and" at the end of subparagraph (B), by striking out the

2 period at the end of subparagraph (C) and inserting in lieu

3 thereof ", and", and by adding at the end thereof the follow-

4 ing new subparagraph:

5 "(D) which is not recovery property (within

6 the meaning of section 168)."

7 (C) TBEMINATION OF CLASS LJFE SYSTEM.-Subsec-

8 tion (m) of section 167 (relating to class lives) is amended by

9 adding at the end thereof the following new paragraph: -

10 "(4) TERMINAION.-This subsection shall not

11 apply with respect to property placed in service after

12 December 31, 1979."

13 SEC 5. DISPOSITION OF RECOVERY PROPERTY SUBJECT TO

14 RECAPTURE UNDER SECMiON 1245.

15 Paragraph (3) of section 1245(a) (&fining section 1245

16 property) is amended by striking out for" at the end of sub-

17 paragraph (C), by striking out the period at the end of sub-

18 paragraph (D) and inserting in- lieu thereof ", or", and by

19 adding at the end thereof the following new subparagraph:

20 "(E) recovery property (within the meaning

21 of section 164)."

22 S ,. 6.-M MUM TAXAMENDMENT.

28 Subsection (a) of section 57 (defining items of tax prefer-

24 ence) is amended by inserting after paragraph (11) the follow-

25 ing new paragraph:
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1 "(12) CAPITAL COST RECOVERY DEDUCTION.-

2 "(A) IN OBNERAL.-With respect to each

3 property which is class 1 or class 2 recovery

4 property (as determined under section 168) and

5 which is subject to a lease, the amount (if any) by

6 which the recovery deduction allowed for the tax-

7 able year is greater than the straight-line capital

8 cost recovery amount determined in accordance

9 with subparagraph (B).

10 "(B) STRAIGHT-LINE CAPITAL COST RECOV-

11 ERY AMONT.-For purposes of this paragraph,

12 the straight-line capital cost recovery amount

13 shall be the amount of the depreciation deduction

14 which would have been allowed for the taxable

15 year had the taxpayer depreciated the property,

16 beginning with the middle of the taxable year in

17 which placed in service, under the straight-line

18 method for each year of its useful life assuming-

19 "(i) a useful life of 10 years in the case

20 of class 1 recovery property, and

21 "(ii) a useful life of 5 years in the case

22 of riass 2 recovery property.

23 "(0) LIMITATION8.-

24 "() CORPORATIONS.-This paragraph

25 shall not apply to any taxpayer which is a
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corporation (other than an electing small

business corporation as defined in section

1371(b)) and a personal holding company (as

defined in section 542).

"(ii) PROPERTY MANUFACTURED OR

PRODUCED BY TAXPAYER.-This paragraph

shall not apply with respect to any property

which is manufactured or produced by the

taxpayer.

"(D) PARAGRAPHS (2) AND (3) DO NOT

APPLY TO RECOVERY PROpuTY.-Paragraphs

(2) and (3) shall not apply to recovery property

(within the meaning of section-168)."

SEC 7. TECHNICAL AMENDMENTS.

(a) EARNINGS AND PROFITS.-

(1) Subsection (k) of section 312 is amended by

redesignating paragraph (3) as paragraph (4) and by

inserting after paragraph (2) the following new

paragraph:

"(8) EXCEPTION FOR RECOVERY DEDUTION.-

If for any taxable year a recovery deduction is allow-

able under section 168 with respect to any recovery

property, then the adjustment to earnings and profits

for depreciation of such property for such year shall be

the amount so allowable (but not in excess of the

63-769 0 - 80 - 4
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1 straight-line capital cost recovery amount determined

2 under section 57(aX12)(B))."

8 (2) The paragraph heading of paragraph (2) of

4 section 812(k) is amended to read as follows:

5 "(2) EXCEPTION FOR CERTAIN METHODS OF DE-

6 PREOIATION.-".

7 (b) AMENDMENT OF SEOTION 381.-Subsection (c) of

8 section 381 is amended by adding at the end thereof the fol-

9 lowing new paragraph:

10 "(27) 'UNUSED DEDUOTIONS UNDER SECTION

11 1s.-The acquiring corporation shall take into ac-

12 count (to the extent proper to carry out the purposes of

13 this section and section 168, and under such regula-

14 tions as may be prescribed by the Secretary) the items

15 required to be taken into account for purposes of

16 section 168 in respect of the distributor or tranderor

17 corporation."

18 (c) AMENDMENT OF SETION 383.'-Section 883 (relat-

19 ing to special limitations on certain carryovers) is amended

20 by striking out "and to any net capital loss" and inserting in

21 lieu thereof "to any unused deductions under section- 168(e),

22 and to any net capital loss".

28 SEC. S. EFFECTIVE DATE.

24, The amendments made by this Act shall apply to tax-

25 able years ending after December 31, 1979.



96TH CONGRESSITSSIN S. 1481
To amend the Internal Revenue Code of 1954 to provide a credit against tax for

investment in small business participating debentures, and to provide addi-

tional tax incentives for the issuance of such debentures.

IN THE SENATE OF THE UNITED STATES

JuLY 11 (legislative day, JuNE 21), 1979

Mr. WEICKER (for himself, Mr. BAucus, Mr. HATCH, and Mr. HAYAKAWA)

introduced the following bill; which was read twice and referred to the

Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to provide a

credit against-tax for investment in small business partici-

pating debentures, and to provide additional tax incentives

for the issuance of such debentures.

1 Be it enacted by the Senate and House of Representa-

2 tides of the United States of America in Congress assembled,

3 SECTION 1. ALLOWANCE OF CREDIT FOR INVESTMENT IN

4 SMALL BUSINESS PARTICIPATING DEBENTURE.

5 (a) IN GENERAL, -Subpart A of part IV of subchapter

6 A of chapter 1 of the Internal Revenue Code of 1954 (relat-
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1 ing to credits allowable) is amended by inserting immediately

2 before section 45 the following new section:

3 "SEC. 44D. INVESTMENT IN SMALL BUSINESS PARTICIPATING

4 DEBENTURE.

5 "(a) GBNERAL RULE,-In the case of a taxpayer who

6 is a United States person there is allowed, as a credit against

7 the tax imposed by this chapter for the taxable year, an

8 amount equal to the lesser of-

9 "(1) the product of-

10 "(A) 1/2 of 1 percent of the proceeds of any

11 small business participating debenture which is

12 acquired by the taxpayer during the taxable year

13 for money from -the small business issuing such

14 debentures, multiplied by

15 "(B) the number of years ending after the

16 date of acquisition and before the maturity date of

17 the debenture, or

18 "(2) 5 percent of the proceeds of any such deben-

19 ture.

20 "(b) LIMITATIONS.-

21 "(1) MAXIMUM DOLLAR AMOUNT.-Tho credit

22 allowed by subsection (a) for any taxable year shall not

23 exceed $5,000 ($10,000 in the case of a joint return).

24 "(2) CREDIT NOT ALLOWED FOR DEBENTURES

25 ISSUED BY A RELATED PARTY.-NO credit is allow-
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1 able under subsection (a) with respect to a small busi-

2 ness participating debenture issued by a small business

3 in which the taxpayer has an interest. For purposes of

4 this subsection, a taxpayer shall be considered as

5 having an interest in the issuer of a small business par-

6 ticipating debenture if--

7 - "(A) in the case of a small business partici-

8 pating debenture issued by a corporation, the tax-

9 payer is considered, under section 318, to own-

10 "(i) 10 percent or more in value of the

11 stock, or

12 "(i) stock which represents 10 percent

13 or more of the voting rights

14 in the corporation or in a corporation which is a

15 member of the same controlled group of corpora-

16 tions (within the meaning of section 1563(a)), or

17 "() in the case of a small business partici-

18 pating debenture issued by a small business not

19 organized as a corporation, the taxpayer owns, or

20 is considered to own (under regulations prescribed

21 by the Secretary similar to the regulations pre-

22 scribed under section 318), more than 10 percent

23 of the profits or capital in the business.

24 "(3) DEBENTURES ISSUED BY PERSON HOLDING

25 TAXPAYER' 8 DEBENTURES.- f -
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1 "(A) a taxpayer acquires a small business

2 participating debenture from a small business, and

3 "(B) such small business or a person with an

4 interest in such small business acquired, before

5 the acquisition described in subparagraph (A), any

6 such debenture from the taxpayer or any small

7 business which the taxpayer has an interest in,

8 no credit is allowable under subsection (a) with respect

9 to that amount of the proceeds of the debenture ac-

10 quired by the taxpayer which is equal to the amount of

11 the proceeds of any such debenture acquired from the

12 taxpayer or the small business in which the taxpayer

13 has an interest.

14 "(4) APPLICATION WITH OTHER CREDITS.-The

15 credit allowed by subsection (a) shall not exceed the

16 tax imposed by this chapter for the taxable year, re-

17 duced by the sum of the credits allowable under a sec-

18 tion of this parthaving a lower number or letter desig-

19 nation than this section other than the credits allow-

20 able by sections 31, 39, and 43.

21 "(5) CERTAIN TAXES NOT CONSIDERED TAXES.

22 IMPOSED BY THIS CHAPTER.-FOr purposes of this

23 section, any tax imposed for the taxable year by sec-

24 tion 55 (relating to alternative minimum tax for tax-

25 payers other than- corporations), section 56 (relating to



5

I minimum tax for tax preferences), section 72(m)(5)(B)

2 (relating to 10 percent tax on premature distributions

3 to owner-employees), section 402(e) (relating to tax on

4 lump sum distributions), section 408(0 (relating to ad-

5 ditional tax on income from certain retirement ac-

6 counts), section 409(c) (relating to additional tax on re-

7 tirement bonds), section 531 (relating to accumulated

8 earnings tax), section 541 (relating to personal holding

9 company tax), or section 1378 (relating to tax on cer-

10 tain capital gains of subchapter S corporations), and

11 any additional tax imposed for the taxable year by sec-

12 tion 1351(b)(1) (relating to recoveries of foreign expro-

13 priation losses), shall not be considered tax imposed by

14 this chapter for such year.

15 "(c) CARRYOVER OF UNUSED CREDIT.-

16 "(1) ALLOWANCE OF CREDIT.-If the amount of

17 the credit determined under this section for any taxable

18 year exceeds the limitation provided by subsection (b)

19 (1) or (4) for such taxable year (hereinafter in this sub-

20 section referred to as the 'unused credit year'), such

21 excess shall be a small business participating debenture

22 credit carryover to each of the 7 taxable years follow-

23 ing the unused credit year, and shall be added to the

24 amount allowable as a credit by this section for such

25 years. The entire amount of the unused credit for an
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1 unused credit year shall be carried to the earliest of

2 the 7 taxable years to which such credit may be car-

3 ried, and then to each of the other 6 taxable years to

4 the extent that, because of the limitation contained in

5 paragraph (2), such unused credit may not be added for

6 a prior taxable year to which such unused credit may

7 be carried.

8 "(2) LIMITATION.-The amount of the unused

9 credit which may be added under paragraph (1) for any

10 preceding or succeeding taxable year shall not exceed

11 the amount by which the limitation provided by subsec-

12 tion (b) (1) or (4) for such taxable year exceeds the

13 sum of-

14 "(A) the credit allowable under this section

15 for such taxable year, and

16 "(B) the amounts which, by reason of this

17 subsection, are added to the amount allowable-for

18 such taxable year and which are attributable to

19 taxable years preceding the unused credit year.

20 "(d) PREMATURE DISPOSITION OF SMALL BusiNsS

21 PARTICIPATINO DBBHNTURB.-

22 "(1) DISPOSITION BEFORE FILING RETURN FOR

23 TAXABLE YEAR OF ACQUI8ITION.-NO credit is allow-

24 able under subsection (a) with respect to a small busi-

25 ness participating debenture acquired during the tax-
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able year which- is not held by the taxpayer on the

date established by law for filing a return of tax for

that taxable year, if, as of that date, the taxpayer has

disposed of the debenture after holding it for less than

12 months and 1 day.

"(2) OTHER PREMATURE DISPOSITIONS.-

"(A) IN OENERAL.-If during any taxable

year a small business participating debenture is

disposed of, or under paragraph (3) or (4) is treat-

ed as having been disposed of, by the taxpayer

before the maturity date of the debenture, then

the tax under this chapter for the taxable year

shall be increased by an amount which bears the

same ratio to the amount of the credit allowed to

the taxpayer for any preceding taxable year with

respect to the acquisition of such debenture as the

number'of months between the date of disposition

and the date of maturity of the debenture bears to

the number of months between the date of acqui-

sition and the date of maturity of the debenture.

"(B) CARRYOVER ADJUSTED.-In the case-

of any disposition described in paragraph (A), any

carryover under subsection (c) shall be adjusted by

reason of such disposition.
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1 "(3) BECOMING A BELATED PARTY TREATED AS

2 DISPOSITION.-For purposes of this subsection, a tax-

3 payer shell be treated as having disposed of a small

4 business participating debenture whenever the taxpayer

5 becomes a related party (within the meaning of subsec-

6 tion (b)(2)) to the issuer.

7 "(4) CERTAIN ACTIONS BY ISSUER TREATED AS

8 DISPOSITION BY TAXPAYER.-If the issuer of the

9 small boisiness participating debenture-

10 "(A) issues, during the 2-year period begin-

11 ning on the date of issuance of such debenture,

12 securities which are subject to regulation by the

13 Securities and Exchange Commission,

14 "(B) ceases, during any taxable year of the

15 issuer beginning before the date of maturity of the

16 debenture, to derive more than 50 percent of its

17 aggregate gross receipts from sources other than

18 royalties, rents, dividends, interests, annuities,

19 and sales or exchanges of stocks and securities

20 (determined under rules similar to the rules pro-

21 vided in section 1244(c)(1)(C) and (c)(2) (A) and

22 (B)), or

23 "(0) is, during any taxable year of the issuer

24 beginning before the date of maturity of the de-

25 benture, a party to a reorganization described in
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1 subparagraphs (A) through (D) of section

2 368(a)(1)

3 then, for purposes of this subsection, the taxpayer shall

4 be treated as having disposed of the small business

5 participating debenture on the last day of the taxable

6 year of the taxpayer (i) during which such securities

7 are issued or (ii) in which the taxable year of the issuer

8 described in subparagraph (B) or (C) ends. For pur-

9 poses of subparagraph (C), the Secretary may, to the

10 extent necessary, prescribe regulations (which are

11 based on principles similar to the principles which

12 apply under section 368(a)(1)) which shall apply in the

13 case of a reorganization (or similar transaction) involv-

14 ing a trade or business which is not organized as a

15 corporation.

16 "(e) DEFINITIONS AND SPECIAL RULES.-For pur-

17 poses of this section-

18 "(1) IN oENERAI,.-The term 'small business par-

19 ticipating debenture' means a written debt instrument

20 issued by a qualified small business which- -

21 "(A) is a general obligation of the qualified

22 - small business, "

28 "(B) bears a stated rate of interest not less

24 than the rate prescribed by the Secretary under

25 section 483(c)(1)(B),
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1 "(0) has a fixed maturity,

2 "(D) grants no voting or conversion rights in

3 the qualified small business to the purchaser, and

4 "(E) provides for the payment of a share of

5 the total earnings of the issuer.

6 "(2) QUALIFIED SMALL BU8INESS.-

7 "(A) IN ORNBAL.-The term - 'qualified

8 small business' means any domestic trade or busi-

9 ness (whether or not incorporated)-

10 "(i) the equity capital of which does not

11 exceed $25,000,000 immediately before the

12 small business participating debenture is

13 issued,

14 "(ii) with respect to which, at the time

15 the small business participating debenture is

16 issued, the face value of all outstanding small

17 business participating debentures issued (in-

18 eluding such debenture) does not exceed

19 $1,000,000, and

20 "(ili) which has no securities outstand-

21 ing which are subject to regulation by the

22 Securities and Exchange Commission at the

23 time of issuance of the small business partici-

24 paying debenture.
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- "(B) CONTROLLED OROUPS.-For purposes

of determining under subparagraph (A) the equity

capital and outstanding small business participat-

ing debentures of-

"(I) a member of the same controlled

group of corporations (within the meaning of

section 1563(a), except that 'more than 50

percent' shall be substituted for 'at least 80

percent' each place it appears in section

1563(a)(1)), and

"(ii) a member of a group of trades or

businesses (whether or not incorporated)

which are under common control, as deter-

mined under regulations prescribed by the

Secretary which are based on principles simi-

lar to the principles which apply under

clause (i),

the equity capital and outstanding debentures of

all members of such group shall be taken into

account.

"(0) EQUITY CAPITAL.-For purposes of

this paragraph-

"(i) COBPORATION.-II the case of a

corporation, the term 'equity capital' mean

the aggregate amount of money and other
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11 property (taken into account in an amount,

2 equal to the adjusted basis to the corporation

3 of such property for determining gain, re-

4 duced by any liabilities to which the property

61, was subject or which were assumed by the

6 corporation at such time) received by the

7 corporation for stock, as a contribution to

8 capital, and as paid in surplus, other than

9 amounts received as the proceeds of small

10 business participating debentures issued by

11 the corporation.

12 "(ii) NONCORPORATE BUsINEss.-In

13 the case of a trade or business which is not

14. organized as a corporation, equity capital

15 shall- be determined under regulations pre-

16 scribed by the Secretary which are based on

17 principles similar to the principles which

18 apply under clause (i).

19 "(8) SUBCHAPTER 8 CORPORATIONS.-In the

20 case of an electing small business corporation (as de-

21 fined in section 1871)-

22 "(A) the amount of the credit allowable

23 under subsection (a) for the taxable year shall be

24 apportioned among the persons who are share-
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1 holders of such corporation on the last day of the

2 taxable year, and-

3 "(B) the dollar limitation contained in sub-

4 section (b)(1) shall apply with respect to such cor-

5 portion and with respect to each shareholder.".

6 Q OCLEEIcAL AMBNDMBNT.-The table of sections for

7 such subpart is amended by inserting immediately before the

8 item relating to section 45 the following new item:

"Sem. 44D. Investment in smll businm prtcipati debenture.".

9 (c) CONFORMING AxMNDMENTS.-

10 (1) Subsection (b) of section 6096 of such Code

11 (relating to designation of income tax payments to

12 Presidential Election Campaign Fund) is amended by

18 striking out "and 440" and inserting in lieu thereof

14 "440, and 44)".

15 (2) Paragraph (3) of section 55(c) of such Code

16 (relating to credits against alternative minimum tax for

17 taxpayers other than corporations) is amended by

18 redesignating subparagraph (D) as (E) and inserting

19 after subparagraph (C) the following new subpara-

20 graph:

21 "(D) SMALL BUSINE8 PAETIOWATING D1-

22 BENTUBE CREDIT.-For purposes of determining

23 under section 44D(c) the amount of any small

24 business participating debenture credit carryover
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1 to any other taxable year, the amount of the limi-

2 tation under section 44D(c)(2) for the current tax-

3 able year shall be deemed to be-

4 "(i) the amount of the credit allowable

5 under section 44D for the current taxable

6 year without regard to this subparagraph,

7 reduced by

8 "(ii) the amount equal to the lesser of

9 () the amount of the credit allowable under

10 section 44D for the current taxable year

11 without regard to this subparagraph, or (I)

12- the net tax imposed-by this section for the

13 current taxable year reduced by the sum of

14 the amounts of reduction described in clause

15 (ii) of subparagraphs (A), (B), and (C).".

16 (d) TREATMENT OF OBIOINAL ISSUE DISCOUNT IN-

17 TREST.-Section 1232 of such Code (relating to bonds and

18 other evidences of indebtedness) is amended by adding at the

19 end thereof the following new subsection:

20 "(h) SMALL BUSINE88 PARTICIPATING DEBEN-

21 Ttru s.-Any small business participating debenture (as de-

22 fined in section 44D(e)) issued by a trade or business other

23 than a corporation shall be treated, for purposes of this sec-

24 tion, as if it were issued by a corporation.".
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1 SEC. 2. TREATMENT OF INCOME, GAINS, LOSSES, ETC. ON

2 SMALL BUSINESS PARTICIPATING DEBENTURES.

! 3 (a) CAPITAL GAINS TREATMENT OF BARNINO.-FPat

4 IV of subchapter P of chapter 1 of the Internal Revenue

5 Code of 1954 (relating to special rules for determining capital

6 gain and loss) is amended by adding at the end thereof the

W 7 following new section:

8 "SEC. 1256. EARNINGS DISTRIBIflIONS UNDER SMALL BUSI-

9 NESS PARTICIPATING DEBENTURES.

10 "(a) IN GENERAL.-For purposes of this subtitle, and

11 except as provided in subsection (b), amounts actually paid

12 during the taxable year to a taxpayer in respect of a small

13 business participating debenture (as defined in section

14 44D(e)) which constitute the distribution of a share of the

15 earnings of the issuer, shall be treated as long-term capital

16 gain.
1 "(b) SUBSEOTION (a) NOT To APPLY.-

18 "(1) CREDIT DISALLOWED.-

19 "(A) IN OENERAL.-If no credit is allowable

20 under section 44D(b)(2) with respect to any de-

21 benture, subsection (a) shall not apply to any dis-

22. tribution in connection with the debenture for any

23 taxable year.

24 "(B) PARTIAL DISALLOWANCE OF

4-f 25 OREDIT.-If any amount of the credit is not i9-

26 lowable under section 44D(b)(3), subsection (a)

3-7" 0 - 80 - 5
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1 shall not apply to that-portion of the amount con-

2 stituting a distribution of a share of earnings in

8 any taxable year which bears the same ratio to

4 the total amount constituting a distribution of a

5 share of earnings as the amount of the proceeds of

6 the debenture with respect to which the credit is

7 not so allowable bears to the total proceeds of the

8 debenture.

9 "(2) PREMATURE DISPOSITION.-If the taxpayer

10 is treated as having disposed of the small business par-

11 ticipating debenture under section 44D(d) (3) or (4),

12 subsection (a) shall not apply to any such distribution

13 in connection with such debenture for the taxable year

14 of the disposition and any subsequent taxable year.

15 "(3) SECTION s01 TO APPLY.-

16 "(A) IN OBENBAL.-Any amount to which

17 subsection (a) does not apply by reason of para-

18 graph (1) or (2) shall be treated by the taxpayer

.19 and the issuer in the same manner as a distribu-

20 tion of property to which section 801-applies.

21 "(B) NON-CORPORATB BUSINESS.-In the

22 case of a trade or business which is not organized

23 as a corporation, such amounts shall be treated in

24 a manner determined under regulations prescribed

25 by the Secretary which are based on principles
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1 similar to the principles which apply under sub-

2 paragraph (A).

3 "(c) SPECIAL RULES FOR PAYMENTS.-For purpose

4 of this section and section 163(e)-

5 "(1) TIME FOB PAYMET.-Payments under sub-

6 section (a) shall be deemed to have been made on the

7 last day of a taxable year if the payment is on account

8 of such taxable year and is made not later than the

9 time prescribed by law for the filing of the return for

10 such taxable year (including extensions thereof).

11 "(2) ORDER OF PAYMENTs.-Any payment in re-

12 spect of a small business participating debenture shall

13 be treated first as a payment of interest until all inter-

14 est required to be paid under the debenture for such

15 taxable year and preceding taxable years is paid and

16 then as a payment of earnings.".

17 (b) CLERICAL AMENDMENT.-The table of sections for

18 such part is amended by adding at the end thereof the follow-

19 ing new item:

"See. 1256. Earnings distributions under small business participating debentures.".

20 (c) LOSSES ON SMALL BUSINESS PARTICIPATINo DE-

21 VENTURES TREATED AS ORDINARY Loss.-Section 1244 of

22 such Code (relating to losses on small business stock) is

23. amended by adding at the end of subsection (d) the following

24 new paragraph:
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1 "(5) SMALL BUSINESS PARTICIPATINo DEBEN-

2 TURES TREATED SAME AS SECTION 1244 STOCK.-

3 "(A) IN OENERAL.-For purposes of this

4 section, any loss on a small business participating

5 debenture issued to an individual shall be treated

6 as if it were a loss on section 1244 stock issued

7 to that individual.

8 "(B) SUBPARAORAPH (A) NOT TO APPLY.-

9 "(i) CREDIT DISALLOWED.-

10 "(1) IN OENERAL-.If no credit is

11 allowable under section 44D(b)(2) with

12 respect to any debenture, subparagraph

13 (A) shall not apply to any loss in con-

14 nection with the debenture for any tax-

15 able year.

16 "(11) PARTIAL DISALLOWANCE OF

17 CREDIT.-If any amount of the credit is

18 not allowable under section 44D(b)(3),

19 subsection (a) shall not apply to that

20 portion of the loss in any taxable year

21 which bears the same ratio to the total

.22 loss as the amount of the proceeds of

23 the debenture with respect to which the

24 credit is not so allowable bears to the

25 total proceeds of the debenture.
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1 "(ii) PR MATURE DISPOSITION.-If the

2 taxpayer is treated as having disposed of the

3 small business participating debenture under

4 section 44D(d) (3) or (4), subparagraph (A)

5 shall not apply to any such loss occurring

6 during the taxable year of such disposition or

7 any subsequent taxable year.".

8 (d) INTEREST DEDUO 'IBLE AS INTEREST EX-

9 PENS.-Section 163 of such Code (relating to interest) is

10 amended by redesignating subsection (e) as (0 and by insert-

11 ing after subsection (d) the following new subsection:

12 "(e) INTZBBfT AND OTHBB AMouNTS PAID ON SMALL

18 BuSINEsS PARTICIPATIN
o DEBBNTURE.-

14 "(1) IN OENEA.-For purposes of this section

15 (other than subsection (d)), amounts paid as interest,

,16 and amounts paid as a share of earnings, on a small

17 business participating debenture (as defined in section

18 44D(e)) shall be treated as interest.

19 "(2) PARAGRAPH (1) NOT TO APPLY.- -

20 "(A) CREDIT DISALLOWED.-

21 "(i) IN ENBIAL.-If no credit is al-

22 lowable under section 44D(b)(2) with respect

23 to any debenture, subsection (a) shall not

24 apply to any amount paid as a share of earn-



20

1 ings in connection with the debenture for any

2 taxable year.

3 "(ii) PARTIAL DISALLOWANCE OF

4 CREDIT.-If any amount of the credit is not

5 allowable under section 44D(b)(3), subsection

6 (a) shall not apply to that portion of the

7 amount paid as a share of earnings in any

8 taxable year which bears the same ratio to

9 the total amount paid as a share of earnings

10 as the amount of the proceeds of the deben-

11 ture with respect to which the credit is not

12 so allowable bears to the total proceeds of

13 the debenture.

14 - "(B) PREMATURE DISPOSITION.-If the tax-

15 payer is treated as having disposed of the small

16 business participating debenture under section

17 44D(d) (3) or (4), paragraph (1) shall not apply to

18 any amount paid as a share of earnings during the

19 taxable year of such disposition or any subsequent

20 taxable year.".

21 SEC. 3. EFFECTIVE DATE.

22 (a) IN GONBRAL.-Except as provided in subsection (b),

23 the amendments made by this Act shall apply with respect to

24 taxable years beginning after December 31, 1979, and to

25 small business participating debentures acquired after the



21

1 date of enactment of this Act. For purposes of the preceding

2 sentence, small business participating debentures acquired

3 after the date of the enactment of this Act and before Janu-

4 ary 1, 1980, shall be treated (except for purposes of section

5 44D(d) of the Internal Revenue Code of 1954) as acquired on

6 the first day of the first taxable year of the taxpayer begin-

I ning after December 31, 1979.

8 (b) PROCEEDS USBED TO RBPAY LOANs.-The amend-

9 ments made by this Act shall not apply to any small business

10 participating debenture issued before or during calendar year

11 1980 if the proceeds of such debenture are used to repay any

12 loan of the issuing small business other than a loan-

13 (1) with a stated rate of .interest in excess of the

14 prevailing rate of. interest .for businesses in the area in

15 which such small business is located, and

16 (2) secured by the inventory or accounts receiv-

17 able of such small business.



lsT SEssIoN

96TH CONGRESS . 8
To amend the Internal Revenue Code of 1954 to adjust the unified credit against

estate and gift taxes to take into account the rate of inflation.

IN THE SENATE OF THE UNITED STATES

SsT'rEumBR 26 (legislative day, JUNE 21), 1979

Mr. NBLSON (for himself, Mr. PELL, Mr. ROTH, Mr. CHANSTON, and Mr.

PACKWOOD) introduced the following bill; which was read twice and referred
to the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to adjust the

unified credit against estate and gift taxes to take- into

account the rate of inflation.

1 Be it enacted by the Senate and House of Repreenta.

-2 tive8 of the United States of America in Congress assembled,

3 That this Act may be cited as the "Estate Tax.Adjustment

4 Act of 1979".

5 Sm. 2. (a) subsection(a) of section 2010 of the Internal

6 Revenue Code of 1954 (relating to unified credit against

7 estate tax) is amended by striking out -"$47,000" and insert

8 ing inlieu thereof "$70,700". - :



2

1 (b)(1) The table contained in subsection (b) of such see-

2 tion 2010 is amended-

3 (A) by striking out "38,000" in the item relating

4 to 1979 and inserting in lieu thereof "48,200";

5 (B) by striking out "42,500" in the item relating

6 to 1980 and inserting in lieu thereof "58,900"; and

7 (C) by striking out "$47,000" in the caption

8 thereof and inserting in lieu thereof "$70,700".

9 (2) The heading for such subsection (b) is amended by

10 striking out "$47,000" and inserting in lieu thereof

.11 "$70,700".

12 (c)(1) Subsection (a) of section 6018 of such Code is

13 amended by striking out "$175,000" in paragraph (1) and

14 inserting in lieu thereof "$250,000".

15 (2) Paragraph (3) of section 6018 of such Code is

16 amended-

17 (A) by striking out "$175,000" in subparagraphs

18 (0) and (D) and inserting in lieu thereof "$250,000",

19 (B) by striking out "$147,000" in subparagraph

20 (0) thereof and inserting in lieu thereof "$119,500";

21 and

22 (0) by striking out "$161,000" in subparagraph

23 (D) thereof and inserting in lieu thereof "$218,00".

241, SEo. 3. (a) Subsection (a) of section 2505 of the Internal

25 Revenue Code of 1954 (relating to unified credit against gift



1 tax) is amended by striking out "$47,000" in paragraph (1)

2 and inserting in ieuthereof "$70,700".

3 (bX1) The table contained in subsection (b) of such see-

4 tion 2505 is amended-.'

5 (A) by striking out. "38,000" and inserting in lieu

6 thereof "48,200";

7 (B) by striking out "42,500" and inserting in lieu

8' thereof "58,900"; and

9 (0) by striking out "$47,000" in the caption

10 thereof and inserting in lieu thereof "$70,700".

11 (2) The heading of such subsection (b) is amended by

12 striking out "$47,000" and inserting in lieu. thereof

1 "$70,700".

14 S~o. 4. (a) The amendments made by the first section of

15 this Act shall apply to the estates of decedents dying after

16 December 31, 1978.

17 (b) The amendments made by section 2 of this Act shall

18 apply to gifts made after December 81, 1978.
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To amend the Internal Revenue Code Of 1954 to allow a corporation which deals

in securities to establish a reserve for the net gain from certain market

making activities.

IN THE SENATE OF THE UNITED STATES

NovnMBzz 1 (egslative day, 00"oTBB 15), 1979

Mr. NIASON introduced the foUowing bill; which was read twice and referred to
the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to allow a

corporation which deals in securities to establish a reserve

for the net gain from certain market making activities,

1 Be it enacted by the Senate and Home ol Rp enta

2 tiva of the United Slates of Americ in Congrees assembled,

8 That this Act maybe cited as the "Capital Formation Incen'

4 tive Act of t979".

- .Suo;-2. (a) Part VI of subehapter B o chapter loI

6 the Internal ]RevenueC7d0.of 1954.(re0nAg:t*tospecial 4

7 auctions for corporations) Is imendodby addingat the end

8- thereof the followving ew aection-
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2

1 "SEC. 261. MARKET MAKING RESERVE.

2 -'(a) ALLOWANCB OF DEDUCTION.-In the case of a

8 corporation which is engaged in market making activities

4 during the taxable year, there shall be allowed as a deduciton

5 for such taxable year an amount equal to the amount of addi-

ins 0 to. . reserve for gains from such market making activi-

7 ties during such taxable year.

8 "(b) LIMITATIONS.-

9 "(1) AVEBAGB POSITIO.-No deduction shall be

10 allowed under subsection (a) if the amount of the addi-

11 tions to the reserve for the taxable year exceeds 80

12 percent of the fair market value of average positions

13 carried for market making activities by the taxpayer

14 during the taxable year.

15 "(2) $1,000,000 BREEBwV.-No deduction shall

16 be allowed under subsection -(a) for any taxable -year

17 - for any addition to the reserve, if, as of the close of the

18 -:taxable year (after adjustment Under subsection (c)),

19 the reserve exceeds 71,000,000.

20-,-.. "(8). TAxABLE roOeM.-The amount of the do-

21 duction allowed under subsection (a) shll not exceed

S - --- the taxable income of the taxpayer for the taxable year

28 -- (determined without regard to this section).

24. "(6) ADJUSTMBXTS TO RJImU.-

25 "(1) RzQuIz. wJTHDAWAL s "OM.

26 SBEV.-At the close of each taxable year, the tax-



B

1 payer -shall withdraw from the reserve' an amount

2 equal to the excess of--

8 "(A) the amount of the additions to the to-

4 serve for which a deduction was allowed for the

5 - 10th taxable year preceding such taxable yekr,

6 : over

7 "(B) any withdrawal from the'reserve during

8 any preceding taxable year undar: raph )

9 which'was treated as a withdrawal of any addi-

10 tons made to the reserve during such 10th pre,

11 ceding taxable year.

12 "(2) ADDiTIONAL wiTHDBAWALs.-At the close

18 of the taxable year, the taxpayer may withdraw fromn

14 the reserve. any amount in excess 'of the amount de -

15 scribed in paragraph (1)a Any such withdrawal shall be

16 treated as a withdrawal of additions to the reserve inr

17 the order in which such additions were made to the re-

18 serve, beginning with the earliest such addition.

19 "(d) DEP oNTio Aim SPzCIA RuLe.,-For pu'r-

20 poses of this section-

21 "(1) MARKET MSXI6 AOTMTIES.-The term

22 !market making activities' means the purchs6 and sale"

23 of over-the-counter equity securities by a dealer in s6-

24 curities, or any spec t permitted to'actt '  dealef-

25 who holds himself out (by entering -quotations in n-



74

4

1 inter-dealer communications system or otherwise) as

2 being willing to buy and sell over-the-counter equity

3 securities for his own account on a regular or continu-

4 ous basis.

5 "(2) GIN FRom MARKET MAKING AOTM-

6 TrB.-The term 'gain from market making activities'

7 means the net gain realized from the sale or exchange

8 of over-the-counter equity securities-

.9 "(A) of corporations which, on the last day

10 of the taxable year of the taxpayer preceding the

11 taxable year of the sale or exchange, had

12 $25,000,000 or less of equity securities in such

13 corporation outstanding, and

14 "(B) which are held by the taxpayer primar-

15 ily for sale to customers in the ordinary course of

16 %k trade or business.

17 "(8) OVER-THE-COUNTER EQUITY SEcURITIEs.-

18 The term 'over-the-counter equity securities' means

19 any equity security not traded on a registered security

20 exchange.

21 "(4) AvERAGB POSITIONS FOR MARKET MAKING

22 AOTIVITB.-The term 'average position for market

28 making activities' means the average monthly inven-

24 tory positions for over-the-counter equity securities of

25 the taxpayer for the taxable year.
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1 "(5) CON ROLLED GROUP OF- CORPOBATIONS-
"

2 For purposes of applying the limitations under subsec-

8 tion (b), all. members of the same controlled group of

4 corporations shall be treated as 6ne corporation. In any

5 such case, the deduction allowable by subsection (a) for

6 each such member shall be its proportionate shAire Of

7 net gain from market making activities taken into ae-

8 count in determining the amount of the deduction. For

9 purposes of this paragraph, the term 'controlled group

10 of corporations' has the meaning given to such term by

11 section 1568(a), except that .'more than 50 -percent'

12 shall be substituted for 'at least- 80 percent' each place

18 it appears in section i568(aX1).

14 "(6) CORPO"TB ACQUS ONS.-In the case of

15 the acquisition described in section 881(a) (1) or (2) of

16 assets of a corporation by another corporation, the ac-

17 quiring corporation shall not succeed to any serve es-

18 tablished under this section.".

19 (b) Section 81 of such Code (relating to certain increases

20 in suspense accounts) is amended-

21 (1) by striking -out "There" and inserting "(a)

22 There"; and

28 (2) by adding at the end thereof the following new

24 subsection:
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1 "' (b) WITnDRA Am FoM MAN KBT MAKING RH-

2 . wsin.--There shall be included in-gross income for the

.8 taxable year the amount of any withdrawal from any market

4 ma .reserve under action 251(c)." .

5' -(X1)-The. iabliof sections f6r part II -of subchapter B

:6 rot chater' 1 of vaoh dode i8 mendeaby iserting at the ed

7.- theieof the following new item:.

'~251. Mirket mig roozve.".

8 (2XA) The heading for. action 81 of such Code is

-0 'amended by inserting "OR REDUCTIONS IN MARKET

10 MAKING RESERVES" after "ACCOUNTS"..

11 ' (B) The item relating to section 81 in the table of sec-

12 tions for part H of subchapteir B of chapter 1 of such Code is

13 amended by inserting ."or reduction in market making re-

14 serves" after "accounts".

15- - " Sno. 8. The amendments made by section 2 of this Act

16 shall apply to taxable years beginning after December 31,

17 1979.
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To amend the Internal Revenue Code of 1954 to provide an unlimited marital

estate and gift tax deduction, to modify provisions relating to special valua-

tion of certain farm and other real property, and for other purposes.

IN THE SENATE OF THE UNITED STATES

NOVzBi 6 (legislative day, NOVEMBBB 5), 1979

Mr. WALLOP introduced the following bill; which was read twice and referred to

the Committee on Finance

A BILL
To amend, the Internal Revenue Code of 1954 to provide an

unlimited marital estate -nd gift tax deduction, to modify

provisions relating to special valuation of certain farm and

other real property, and for other purposes.

1 Be it enacted by the Senate and Houe of Representa-

2 ties of the United States of America in Congress assembled,

3 SECTION 1. SHORT TITLE.

4 This Act may be cited as the "Estate and Gift Tax

5 Amendments of 1979".

6 SEM. 2.UNUMITED MARITAL DEDUCTION.

7 (a) ESTATE TAx DEDUOTION.-

63-769 0 - 60 - 6
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2

1 (1) IN OENERAL.-Section 2056 of the Internal

2 Revenue Code of 1954 (relating to bequests, eto. to

3 surviving spouses). is amended-

4 (A) by striking out subsection (c) and red-

5 signating subsection (d) as subsection (c); and

6 (B) by striking out "subsections (b) and (c)"

7 in subsection (a) and inserting in lieu thereof

8 "subsection (b)".

9 (2) TECHNiCAL XMENDMN.-Paragraph (3) of

10 section 2067(e) of such Code (relating to definition of

11 property passing from a decedent) is amended by strik-

12 ing out "2056(d)" and inserting in lieu thereof

13 "2056(c)".

14 (b) GiwT TAx DBDUbYFION.-

15 (1) IN oFNBAL.-Subsection (a) of section 2523

16 of such Code (relating to gift to spouse) is amended to

17 read as follows:

18 "(a) ALLOWACB OF DEDUOTION.-Where a donor

19 who is a citizen or resident transfers during the calendar

20 quarter by gift an interest in property to a donee who st the

21 time of the.gift-is the donor's spouse, there shall be allowed

22 as a deduction in computing taxable gifts for- the calendar

23 quarter an amount with -respect to such interest equal to its

24 value.".



(2) TECHNICAL AMENDMENT.-Section 2523 of

such Code is amended by striking out subsection (f).

(c) EFFECTIVE DATES.-The amendments -made by

subsection (a) apply to the estates of decedents dying on or

after. the date of the enactment of this Act. The amendments

made by subsection (b) apply to gifts made on or after such

date.

1

2

3

4

5

6

7

8

9

10

11

12

13

14

16

2

2

2

2

2

3. VALUATION OF CERTAIN FARM, ETC., REAL

PROPERTY.

(a) DEFINITION OF QUALIFIED REAL PROPERTY.-

(1) IN oHNERAL.-Paragraph (1) of section

2032A(b) of the Internal Revenue Code of 1954

(relating to definition of qualified real property) is

amended-

(A) by striking out "50 percent" in subpara-

graph (A) and inserting in lieu thereof "65

percent",

(B) by inserting "and" at the end of subpara-

graph (A), and

(C) by striking out subparagraphs (B) and (C)

and redesignating subparagraph (D) as subpara-

graph (B).

(2) TECHNICAL AND CONFOBMINO AMEND-

MENTB.-

SEC.

0

2

3

54
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1 (A) Paragraph (7) of section 2032A(c) of

2 such Code (relating to cessation of qualified use)

3 is amended to read as follows:

4 "(7) CESSATION OF QUALIFIED uSE.-For pur-

5 poses of paragraph (1)(B), real property shall cease to

6 be used for the qualified use if such property ceases to

7 be used for the qualified use set forth in subparagraph

8 (A) or (B) of subsection (b)(2) under which the property

9 qualified under subsection (b).".

10 (B) Paragraph (3) of section 2032A(e) of

,11 such Code (relating to inclusion of certain real

12 property) is amended by striking out "(C)" and

13 inserting "(A)(i)".

14 (C) Paragraph (6) of section 2032A(e) of

15 such Code (relating to definition of material par-

16 ticipation) is repealed.

17 (D) Subparagraph (C) of section 2032A(hX2)

18 of such Code (relating to replacement property)-is

19 amended to read as follows:

20 "(0) Paragraph (7) of subsection (c) shall be

21 applied by not taking into account periods after

22 the involuntary conversion and before the acquisi-

23 tion of the qualified replacement property.".

24 (b) REPEAL OF $500,000 LiMITATION.-Subsection(a)

25 of section 2032A of such Code (relating to value based on
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1 use underw-ieeh property qualifies) is amended to read as

2 follows:

3 "(a) VALUE BASED' ON USE UNDER WHICH PROP-

,4 EBRTI QUALIIES.-If-

5I "(1) the decedent was (at the time of his death) a

6 citizen or resident of the United States; and

7 . (2).the executor elects the application of this sec-

8 tion and files the agreement referred to in subsection

9 (dX2),

10 then, for purposes of this chapter; the value of qualified real

11 property shall be its value for the use under which it quai-

12 fies, under subsection (b), as qualified real property.".

13 (C) PROPERTY REQUIRED To Bi HELD ONLY FOR 10

14 YEARS.-

15 (1) IN OENEAL.-Section 2032A(c) of such Code

16 (relating -to tax. treatment of dispositions and failures to

17 use for qualified use) is amended by striking out "15"

18 and inserting "10" in paragraph (1), and

19 (2) TEcHmoAL AMNDMENT.-Paragraph (3) of

20 section 2032A(c) of such Code is repealed.

21 (d) Section 2032A of such Code is amended by adding

22 at the end thereof the following new subsection:

28 "(i) SPECIAL RULES FOR EXCHANGES.- -

24 "(1) TREATMENT OF PROPERTY EXCHANOED.-



6

S1 "(A) IN OENXEAL.-If an interest in quali-

2 fled real property is exchanged-

B "(i) no tax shall be imposed by subsec-

4 tion (c) on such exchange if the interest in

5 qualified real property is exchanged solely

6 for an interest in qualified exchange property

7 in a transaction which qualifies under section

.8 1031(a), or

9 "(ii) if clause (i) does not apply, the

10 amount of the tax imposed by subsection (c)

11 on such exchange shall be the amount deter-

12 mined under subparagraph (B).

13 "(B) AMOUNT OF TAX WH RB PROPERTY

14 RECEIVED IS NOT SOLELY AN INTEREST 'IN

15 QUAJIFIBD BXCHANOE PROPEBTY.-The amount

16 determined under this subparagraph with respect

17 to any exchange is the amount of tax which (but

18 for this subsection) would have been imposed on

19 such exchange reduced by an amount which besrs

20 the same ratio to such tax as-

21 "(i) the amount of the interest in quail-

22 fled exchange property received by. the tax-

23 payer bears to
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1 "(ii) the sum of the monkey and the fair

2 market value of all property received in the

8 exchange.

4 "(2) TSBATMBNT OF QUALIFMD ExoLAGE

5 PBOPBETY.-For purposes of subsection (W)-

6 "(A) any interest in qualified exchange prop-

7 erty shall be treated in the same manner as if it

8 were a portion of the interest in qualified real

9 property which was exchanged, and

10 "(B) any tax imposed by subsection (c) on

11 the exchange hallbe treated as a tax imposed on

12 a partial disposition.

18 "(S) QUALIFIED BXCHANOB PROPBETY.-Fer

14 purposes of this subsection, the term 'qualified ex-

15 change property' means real property which is to be

16 used for the qualified use set forth in subparagraph (A)

17 or (B) of subsection (bX2) under which the resl proper-

18 ty exchanged therefor originally qualified under subsec-

19 tion (a).".

20 (e) ELECTION REQUIBEMBNT OF SPBIAL RULES F

21 INVOLUNTARY CONVBSIONS REpEALED.-S4ctiOn

22 2032A(h) of such Code (relating to special rules for involun-

28 tary conversions of quaflfied real property) is amended-
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1 ' (1) by tfriking out "and the qualified heir makes

2 an electionunder this subsection" in paragraph (XA);

3 and

4 .,,(2) by striking out paragraph (5).

5 (f) NwT SHARE RENTALS.-

- 8 . (1) IN GNEAL..-Paragraph (7) of section

7 2032A(e) of such Code (relating.to method of valuing

8 farms) is. amended by redesignating subparagraph (B)

9 as subparagraph (C) an, by inserting after subpara-

10 graph (A) the following new subparagraph:

11., "(B) VALUE BASED ON. NET SHARE RENTAL

12 IN CERTAIN CASES.-,

13 . , 4-(i) IN oENERAL.-If there is no com-

14 . parable land from which the average annual

15 gross rental may be. determined. but there is

16 . -comparable land from which the average net

.17 share rental may be 'determined, subpara-

18 . . graph (AXi) shall be applied by substituting

19 'average net share rental' for 'average gross

20. cash rental'.. -"

21 "(ii) NET SHARE -ENTAL.-For pur-

22 . poses of this paragraph; the term 'net .share

28 rentl' mesas the excess of-



9.

1 ."(1) the value of the produce re-

2 ceived by the lessor of the land on

3 which such produce is grown, over -

4 "(I1) the cash operating expenses

5 of growing such produce which, under

6 .the lease, are paid by the lessor.".

7 (2) CoNpOBMINO AMBNDMZNT.-Clause (i) of

8 section 2032A(eX7XC) of such Code (as redesignated

9 by subsection (a)) is amended by striking out "may be

10 determined" and inserting in lieu thereof "may be de-

ll termined and that there is no comparable land from

12 which the average net share rental may be deter-

13 mined".

14 (g) EFFBOTIVB DATB. --- The amendments made by this

15 section shall apply to the estates of decedents dying on or

16 after the date of the enactment of this Act.

17 SEC. 4. ANNUAL GIFT TAX EXCLUSION.

18 (a) INCRBASB IN AMOUNT.-Section 2503(b) of the In-

19 ternal Revenui Code of 1954 (relating to exclusion from

20 gifts) is amended by striking out "$3,000" and inserting in

21 lieu thereof "$6,000".

22 (b) ADJUSTMENTS FOB GTS MADE WITHIN 3 YEARS

23 oF DEATH.-Paragraph (2) of section 20350) of such Code

24 (relating to exceptions to adjustments for gifts made within 8

25 years of decedent's death) is amended by inserting after
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"donee" the second place it appears the following: ", or if

the decedent was so required with respect to gifts to any

donee, that portion of such gifts excludable by reason of sec-

tion 2503(b) (determined with regard to section 2518(a))".

(c) EFmoTIVB DATBs.-The amendment made by sub-

section (a) shall apply - to gifts made after December 31,

1979. The amendment made by subsection (b) shall apply to

the estates of decedents dying after December 81, 1976.

jt



.87

96TH CONORESS
18T SEON S0 2136

To amend the Internal Revenue Code of 1954 to reduce the rate of tax on
corporations.

IN THE SENATE OF THE UNITED STATES

DECEMBER 14 (legislative day, NOvEMBER 29), 1979

Mr. NELSON (for himself, Mr. BAUCUS, Mr. BoREN, Mr. MATSUNAOA, Mr.

STEWART, Mr. PELG, Mr. WEICKER, and Mr. DuRKIN) introduced the

following bill; which was read twice and referred to the Committee on

Finance

A BILL
To amend the Internal Revenue Code of 1954 to reduce the

rate of tax on corporations.

I Be it enacted by the Senate and House of Representa-

2 lives of the United States of America in Congress assembled,

3 That this Act may be cited as the "Small Business Tax Re-

4 duction Act of 1979".

5 Sc. 2. Subsection (b) of section 11 of the Internal Rev-

6 enue Code of t954 (relating to amount of tax on corpora:

7 tions) is amended,--
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1 (1) by striking out "17 percent" in paragraph (1)

2 and inserting in lieu thereof "15 percent";

3 (2) by striking out "$75,000;" in paragraph (3)

4 and inserting in lieu thereof "$100,000;",

5 (3) by striking out "$75,000 but does not exceed

6 $100,000" in paragraph (4) and inserting in lieu there-

7 of "$100,000 but does not exceed $150,000", and

8 (4) by striking out "$100,000," in paragraph (5)

9 and inserting in lieu thereof "$150,000,".

10 SEC. 3. The amendments made by the first section of

11 this Act shall apply with respect to taxable years beginning

12 after September 30, 1979.
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To amend the Internal Revenue Code of 1954 to permit an electing small

business corporation to have dirty-five shareholders and to issue certain

additional stock.

IN THE SENATE OF THE UNITED STATES

DzCEMBER 20 (legislative day, DzCzMsBB 15), 1979

Mr. NELSON (for himself, Mr. BAUCUS, Mr. BOUN, Mr. HUDLESTON, Mr.

MIATBA'GA, and Mr. STEWART) introduced the following bill; which was

read twice and referred to the Committee on Finance

A BILL
To amend the Internal Revenue Code of 1954 to permit an

electing small business corporation to have thirty-five share-

holders and to issue certain additional stock.

1 Be it enacted by the Senate and House of Rc enta-

2 ties of the United States of America in Congress assembled,

8 That this Act may be cited as the "Subchapter S Capital

4 Formation Act of 1979".
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1 SEC. 2. SECTION 1371 AMENDMENT.

2 Section 1371 of the Internal Revenue Code of 1954

3 (relating to small business corporation definitions) is

4 amended-

5 (1) by striking out "15 shareholders" in para-

6 graph (1) of subsection (a) and inserting in lieu thereof

7 "100 shareholders".

8 (2) by inserting "except as provided in subsection

9 (A," before "have" in paragraph (4) of subsection (a),

10 and

11 (3) by adding at the end thereof the following new

12 subsection:

13 "(f ADDITIONAL CLASS OF STOCK MAY- BE--Is-

14 SUBD.-A corporation shall not be treated, for the purpose of

15 subsection (aX4), as having more than one class of stock if

16 the second, or any other additional, class of stock is issued in

17 accordance with regulations prescribed by the Secretary

18 under which the issuance of such stock will not have any

19 effect upon the allocation of income among the shareholders

20 of the corporation.".

21 SEC.3. EFFECTIVE DATE.

22 The amendment made by section 2 of this Act shall

23 apply with respect to taxable years beginning with or

24 endar years beginning after the date of enactment of this Act.
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o S. 2171
To amend the Interl Revenue Code of 1904 to prmo* that an early W-2 must

be furnished to a termhnate emplo before January SI only upon the

receipt of a wltten reque, and fr other purposes

IN THE SENATE OF THE UNITED STATES

Ducam=U3 20 (egMislative day, Dxc1zzB. 15), 1979

Mr. Kusuot introded the oowvig bfl; which was read twice ad referred to

the Commite on Fnance

A BILL -
To amend the Internal Reyenue Code of 1954 to provide that

an early W-2 must be furnished to a terminated employee

before January 81 only upon the receipt of a written re-

quest, and for other purposes.

1 Be it enaced by the Senate and H of Reenta-

2 Lives of the United States of America in Congres assembled,

3 That subsection (a) of section 6051 of the Internal Revenue

4 Code of 1954 (relating to receipts for employees) is

5 amended-

6 (1) by striking out "on the day on which the last

7 payment of remuneration is made" and inserting in lieu
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1 thereof "within 30 days after receipt of a written re-

2 quest from the employee if earlier"; and

8 (2) by adding at the end thereof the following new

4 sentence: "In the case "of an employee whose employ-

5 ment is terminated before the close of a calendar year,

6 the er'ployer shall furnish the employee, on the day on

7 which the last payment is made, a general written no-

8 tice stating that (A) the employee may request in writ-

9 ing that such information be provided within 30 days

10 of such request i earlier than January 31, (B) an

11 amount of Federal taxes has been withheld, and (0) if

12 the employee is entitled to a refund, he must file a

13 Federal income tax return based on information which,

14 unless a request is made by the employee, will be sent

15 to the employee at his last known address before Janu-

16"'  ary 31 of the next calender year.".

17 S~o. 2. The amendments made by this Act shall take

18 effect 30 days after the date of enactment of this Act.



96TH CONGRESS 2-2D SESSION S * 2 2

To amend the Internal Revenue Code of 1954 to provide for the exclusion from

the gross estate of a decedent of a portion of the value of certain interests in

a farm or trade or business if the spouse or children of the decedent

materially pauticipas in such farm or trade or business.

IN THE SENATE OF TILE UNITED STATES

JAN-UARY 24 (legislative day, JANUARY 3), 1980

Mr. NELSON (for himself, Mr. BAUCUS, Mr. hIEINZ, an. Mr. STEWART) intro-

duced the following bill; which was read twice and refetred to the Committee

on Fin&nce

A BILL
To amend the Internal Revenue Code of 1954 to provide for the

exclusion from the gross estate of a decedent of a portion of

the value of certain interests in a farm or trade or business

if the spouse or children of the decedent materially partici-

pate in such farm or trade or business.

1 Be it enacted by the Senate and House of Representa-

2 tires of the United States of America in Congress assembled,

3 That (a) this Act may be cited as the "Family Business Pro-

-4 tection Act of 1980".

- ', e% I 7
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1 SEC. 2. Part III of subchapter A of chapter II of the

2 Internal Revenue Code of 1954 (relating to gross estates) is

3 amended by adding after section 2040 the following new

4 section:

5 "SEC. 2040A. FAMILY BUSINESS INTERESTS.

6 "(a) GENERAL RuLF..-The value included in the gross

7 estate with respect to such interest by reasons of this section

8 shall be-

9 "(1) the value of such interest, reduced by

10 "(2) the section 2040A value of such interest.

11 "(b) LIMITATIONS.-

12 "(1) 50 PERCENT MINIMUM EXCLUSION.-Ifn no

13 event shall the application of this section and section

14 2040(c) result in the inclusion of the decedent's gross

15 estate of less than 50 percent of the value of such

16 interest.

17 "(2) AGGREGATE REDUCTION.-The aggregate

18 decrease in the value of the decedent's gross estate re-

19 suiting from the application of this section and section

20 2040(c) shall not exceed $500,000.

21 "(c) DFFINITIONS AND SPECIAL RULEs.-For pur-

22 poses of this section-

23 "(1) SECTION 2040A PROPERTY DEFINED.-The

24 term 'section 2040A property' means any interest in

25 any real or tangible personal property which is devoted
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I to use as a farm or used for farming purposes (within

2 the meaning of paragraphs (4) and (5) of section

3 2032A(e)) or is used in any other trade or business and

4 is passed to the spouse or any child of the decedent (or

5 both).

6 "(2) SECTION 2040A VALUE.-The term 'section

7 2040A value' means-

8 "(A) the value of the interest (determined

9 without regard to this section), reduced by

10 "(B) 5 percent for-each taxable year in

11 which the spouse materially participated in the

12 operation of the farm or other trades or business

13 and 5 percent for each taxable year in which any

14 child of the decedent materially participated in the

15 fhrm or other trade or business.

16 For purposes of subparagraph (B) and subject to the

17 provisions of subsection (d), any individual who has

18 materi~g _7 iipated in the farm or other trade or

19 business during the taxable year in which the date of

20 death of the decedent occurs shall be treated as having

21 materially participated in such farm or trade or busi-

22 ness during the 5 succeeding taxable years.

23 "(3) MATERIAL PARTICIPATION.-The term 'ma-

24 terial participation' shall be determined in a manner

25 similar to the manner used for purposes of paragraph
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1 (1) of section 1402(a) (relating to net-earnings from

2 self-employment).

3 "(4) CHILD.-The term 'child' includes a step-

4 child and adopted child of the decedent.

5 "(d) TAX TREATMENT OF DISPOSITIONS AND FAIL-

6 URE TO USE.-

7 "(1) IMPOSITION OF ADDITIONAL TAX.-If,

6 within 5 years after the decedent's death, the spouse

9 or any child of the decedent-

10 "(A) disposes of any interest in section

11 2040A property (other than by a disposition to

12 the spouse or any child), or

13 "(B) ceases to use the section 2040A

14 property as a farm or for farming purposes or in a

15 trade or business.

Id "(2) AMOUNT OF ADDITIONAL TAX.-The

17 amount of the additional tax imposed by paragraph (1)

18 shall be an amount equal to the excess of-

19 "(A) the amount of the tax which would

20 have been imposed by section 2001 determined

21 without regard to this section, over

22 "(B) the amount determined under section

23 2001 with regard to this section.".
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1 (b) The table of sections for part Ill of subchapter A of

2 chapter II of such Code is amended by inserting after the

3 item relating to section 2040 the following new item:

"See. 2040A. Family business interests.".

4 SEc. 3. The amendments made by this Act shall apply

5 to the estate of decedents dying after December 31, 1979.
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IN TIlII SENATE OF TIlIE 1NITEI) STATES
JIA.'N+ARI 30 ihegislative da%, ,IA Ik %), 198AP

Mr. IACKWOODh Ifor himself, Mr. NviswsU, and Mr. ('CRATON) introduced the
followAing bill: %khich akas read twice and referred to the committeee on Finance

A BILL
To amend the Internal Revenue Code of 1954 with respect to

the income tax treatment of incentive stock options.

1 Be it enacted by the Senate and House of Representa-

2 lives of the United States of A mrica in Congress assembled,

3 That (a) part II of subchapter D of chapter 1 of the Internal

4 Revenue Code of 1954 (relating to certain stock options) is

5 amended by adding after section 422 the following new

6 section:
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1 "SEC. 422A. INCENTIVE STOCK OPTIONS.

2 "(a) N GENE RAL.-SeCtion 421(a) shall apply with re-

3 spect to the transfer of a share of stock to an individual pur-

4 suant to his exercise of an incentive stock option if-

5 "(1) no disposition of such share is made by him

6 within 2 years from the date of the granting of the

7 option nor within I year after the transfer of such

8 share to him, and

9 "(2) at all times during the period beginning with

10 the date of the granting of the option and ending on

11 the day 3 months before the date of such exercise,

12 such indiidual was an employee of either the corpora-

13 tion granting such option, a parent or subsidiary corpo-

14 ration of such corporation, or a corporation or a parent

15 or subsidiary corporation of such corporation issuing or

16 assuming a stock option in a transaction to which sec-

17 tion 425(a) applies.

18 "(1) INCENTIVF STOCK OPTION.-For purposes of this

19 part, the term 'incentive stock option' means an option grant-

20 ed to an individual for any reason connected with his employ-

21 ment by a corporation, if granted by the employer corpora-

22 tion or its parent or subsidiary corporation, to purchase stock

23 of any of such corporations, but only if-

24 "(1) the option is granted pursuant to a plan

25 which includes the aggregate number of shares which

26 may be issued under options, and the employees (or
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I class of employees) eligible to receive options, and

2 which is approved by the stockholders of the granting

3 corporation within 12 months bWfore or after the date

4 such plan is adopted;

5 "(2) such option is granted within 10 years from

6 the date such plan is adopted, or the date such plan is

7 approved by the stockholders, whichever is earlier;

8 "(3) such option by its terms is not exercisable

9 after the expiration of 10 years from the date such

10 option is granted;

11 "(4) the option price is not less than the fair

12 market value of the stock at the time such option is

13 granted;

14 "(5) such option by its terms is not transferable

15 by such individual otherwise than by will or the laws

16 of descent and distribution, and is exercisable, during

17 his lifetime, only by him; and

18 "(6) such individual, at the time the option is

19 granted, does not own stock possessing more than 10

20 percent of the total combined voting power of all

21 classes of stock of the employer corporation or of its

22 parent or subsidiary corporation.

23 Paragraph (6) shall not apply if at the time such option is

24 granted the option price is at least 110 percent of the fair

25 market value of the stock subject to the option and such
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1 option by its terms is not exercisable after the expiration of 5

2 years from the date such option is granted. For purposes of

3 paragraph (6), the provisions of section 425(d) shall apply in

4 determining the stock ownership of an individual.

5 "(C) SPECIAL RULES.-

6 "(1) EXERCISE OF OPTION WHEN PRICE IS LESS

7 THAN VALUE OF STOCK.-If a share of stock is trans-

8 ferred pursuant to the exercise by an individual of an

9 option which would fail to qualify as an incentive stock

10 option under subsection (b) because there was a failure

11 in an attempt, made in good faith, to meet the require-

12- ment of subsection (bX4), the requirement of subsection

13 (bW4) shall be considered to have been met.

14 "(2) VARIABLE PRICE OPTION.-

15 "(A) IN OENERAL.-For purposes of subsec-

16 tion (b)(4), the option price of a variable price

17 option shall be computed as if the option had been

18 exercised when granted.

19 "(B) I)EFINlTION.-For purposes of this

20 parilgraph, the term 'variable price option' means

21 an option under which the purchase price of the

22 stock is fixed or determinable under a formula in

23 which the only variable is the fair market value of

24 the stock at any time during a period of I year

25 which includes the time the option is exercised;
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1 except that such term does not include any such

2 option in which such formula provides for deter-

3 mining such price by reference to the fair market

4 value of the stock at any time before the option is

5 exercised if such value may be greater than the

6 average fair market value of the stock during the

7 calendar month in which the option is exercised.

8 "(3) CERTAIN DISQUALIFYINO DISPOSITIONS

9 WHERE AMOUNT REALIZED IS LESS THAN VALUE AT

10 EXERCISE.-If-

11 "(A) an individual who has acquired a share

12 of stock by the exercise of an incentive stock

13 option makes a disposition of such share within

14 the 2-year period described in subsection (aX),

15 and

16 "(B) such disposition is a sale or exchange

17 with respect to which a loss (if sustained) would

18 be recognized to such individual,

19 then the amount which is includible in the j,-oss

20 income of such individual, and the amount which is de-

21 ductible from the income of his employer corpoiation,

22 as compensation attributable to the exercise of such

23 option shall not exceed the excess (if any) of the

24 amount realized on such sale or exchange over the ad-

25 justed basis of such share.
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1 "(4) CERTAIN TRANSFEBS BY INSOLVENT INDI-

2 VIDUALS.-If an insolvent individual holds a share of

3 stock acquired pursuant to his exercise of an incentive

4 stock option, and if such share is transferred to a

5 trustee, receiver, or other similar fiduciary in any pro-

6 feeding under the Bankruptcy Act or any other similar

7 insolvency proceeding, neither such transfer, nor any

8 other transfer of such share for the benefit of his credi-

9 tors in such proceeding, shall constitute a disposition of

10 such share for purposes of subsection (aX).".

11 (bX) Section 421(a) of such Code (relating to general

12 rules in the case of stock options) is amended by inserting

13 "422A(a)," after "422(a),".

14 (2) Section 425(d) of such Code (relating to attribution

15 of stock ownership) is amended by inserting "422A(bX6),"

16 after "422(bX7),".

17 (3) Section 425(g) of such Code (relating to special

18 rules) is amended by inserting "422A(a)(2)," after

19 "422(aX2),".

20 (4) Section 425(hX3)(B) of such Code (relating to defini-

21 tion of modification) is amended by inserting "422A(bX5),"

22 after "422(bX6),".

23 (5) Section 6039 of such Code (relating to information

24 required in connection with certain options) is amended-
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1 (A) by inserting ", an incentive stock-option,"

_ 2 after "qualified stock option" in subsection (a)(1),

3 (B) by inserting "incentive stock option," after

4 "qualified stock option," in the second sentence of sub-

5 section (a), and

6 (C) by adding at the end of subsection (d) the fol-

7 lowing new paragraph:

8 "(4) The term 'incentive stock option', see section

9 422A(b).".

10 (6) The table of sections for part 1I of subchapter D of

11 chapter I of such Code is amended by inserting after the item

12 relating to section 422 the following new item:

-422A. Incentive stock options-".

13 SEc. 2. The amendments made by this Act shall apply

14 with respect to options granted after the date of enactment.
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Senator BYRD. The hour of 10 having arrived, the committee will

come to order.
Throughout the 20th century, a fundamental purpose of the

estate tax law has been to prevent massive concentration of wealth

and power in the hands of a few.
I support this objective.
Enormous wealth in the hands of a few threatens the openness

and opportunity which is the heart of the American concept of

Justie.
While the fundamental philosophy behind the estate tax remains

sound, the economic realities of the past several years necessitate a

review of the current law.
Inflation, fueled by excessive Government deficit spending, has

caused a rapid increase in the value of assets subject to the estate

tax, with no increase in real value.
Family farms and small businesses are finding it harder and

harder to continue in operation from generation to generation
because of lack of liquid capital to pay estate taxes.

Investment capital needed for future economic growth is now

scarce and becoming scarcer.
Each of these factors must be considered in structuring an estate

tax which meets the underlying policy goals of the tax without
eradicating savings and investment accumulated over a lifetime or

-incentives for private capital formation.
In 1976, Congress made major revisions in the estate tax. These

revisions, on the whole, were a step in the right direction. The

exemption from estate taxes was raised; the gift and estate taxes

were unified; the top marginal estate tax rate was reduced; a
generation-skipping tax was imposed; and special use rules for

valuing farms were developed.
The 1976 revisions did not, however, solve all of the problems

associated with the estate tax and created new problems.
The carryover basis provisions were included in 1976. Fortunate-

ly, Congress has acted to repeal these provisions which would have

been disastrous for farms, small businesses, and the average
American family.

The revisions in 1976 have also created greater technical com-

plexity in the tax law.
The wage earner sees the value of his estate, with assets such as

a home, driven up by inflation. The estate tax is becoming a tax

upon inflation. Today, the inflation rate is 18 percent. Assuming
inflation of only one-half the current rate- percent-in the

future, the estate tax could indeed be heavy.
For example, at a 9-percent inflation rate for the next 20 years, a

house worth $70,000 today would be worth $421,000 with no change
in real value. An estate tax levied upon such an asset could wreak
havoc upon many families.

Farmers are finding the special use valuation rules difficult to

use and in need of revision.
The current estate tax exemption is small when compared with

capital formation needs of small businesses.
Revision of the estate tax laws to ease the tax burden on family-

owned businesses and encourage the continuity of family owner-
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ship was a top recommendation of the delegates to the recently
completed White House Conference on Small Business.

The hearings today, centering around the estate tax law and its
effect upon families and small businesses, are the first in a series
which will examine the tax recommendations of the White House
Conference.

While a number of bills amending various estate and gift tax
revisions have been introduced in the Senate, S. 1984, introduced
y Senator Wallop and others, and S. 1825 and S. 2220, introduced

by Senator Nelson and others, have been set for consideration in
these hearings. Also, the subcommittee looks forward to hearing
general recommendations and suggestions about estate tax revi-sions which may be needed to meet the problems posed by the
estate tax for families and family businesses.

I might say at this point, the distinguished Senator from Wiscon-
sin, Mr. Gaylord Nelson, is very much interested in this entire
field. Several of the bills being considered today were introduced by
Senator Nelson. He is chairman of an ad hoc task force on small
business appointed by the Senate majority leader.

The chairman of this subcommittee happens to be a member of
that task force also. Senator Wallop is very much interested in this
matter and has introduced legislation, and his bill will be consid-
ered today.

I might say, for the record, that the Treasury Department was
invited to testify at this hearing but called Friday afternoon to say
that scheduling difficulties made it impossible for them to be pres-
ent this morning.

Before calling on the first panel, I would like to call on the
distinguished senior Senator from Oregon, Mr. Packwood, who is
the ranking Republican member of the subcommittee.

Senator Packwood?
Senator Packwood. I have no statement, Mr. Chairman.
Senator BYRD. Senator Wallop?

- Senator WALLOP. Mr. Chairman, I have a statement but I would
just as soon get on with the hearing and just insert the statement
in the record.

Senator BYRD. Very well. Without objection, your statement will
be inserted in full in the record.

[The statement of Senator Wallop follows:]

PREPARED STATEMENT OF SENATOR MALCOLM WALLOP

I want to thank the Chairman of the Taxation and Debt Management Subcommit-
tee for holding these hearings on S. 1984 and the other tax proposals recommended
by the White House Conference on Small -usniness. It is gratifying to see that
Chairman Byrd continues to take a leadership role on behalf of family-owned farms
and businesses.

Senator Byrd, I have Leen impressed by the amount of interest. created by these
hearings, indicated by the number of people who have requested to testify on the
legislation before this Subcommittee today. The constraints of time have made it
impossible for some of these groups to testify at today's hearing, but I hope that we
will have more time during future hearings to listen to more testimony on these
bills.

The bills before the Subcommittee today offer some alternatives to existing tax
provisions in an attempt to recognize the changing needs of farmers and family-
owned small businesses. I am delighted that Senator Nelson is lending this Subcom-
mittee the experience and insights he has gained as Chaliman of the Small Busi-
ness Committee. We share the same goals and concerns in this area, and I look
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forward to working with him on changes in the tax laws essential to the growth of

small business.
In the past few weeks Congress has suddenly become aware of the array of

economic problems facing the nation. We have new converts to supply side econom-
-ics and scores of born again budget balancers. As we struggle for answers to

inflation, high interest rates, and the broad fiscal aspects of our economic problems.

it is essential that Congress also pay close attention to the effects these conditions

have on family-owned farms and small businesses If we adopt new policies or fail to

examine how existing laws result in the destruction of small business, then all of

our attention to the general economy will be misguided. Inflation, high interest

rates and taxes create unique problems for small business which I look forward to

examining through these hearings.
One of the most prominent concerns in the minds of farmers, ranchers, and small

businessmen in Wyoming is the interaction between inflation and the estate tax

laws. The escalating prices of farmland make it extremely difficult for the average

farm family to meet the rising burden of estate taxes. Too often, farm families face
the difficult choice between extended periods of indebtedness and the sale of the

family farm. The immediate result is that we see increasing amounts of agricultural
land going into subdivisions or into the hand of large corporations or foreign

investors. What we have at stake is not ,ust the transfer of farm ownership from

one individual to another, but a change in the character of American agriculture.

My concern is that unless we remove the complexities and needless burdens created

by the estate tax laws, we may preside over the destruction of the family farm.
One of the most important changes called for ii this area is the unlimited marital

deduction called for in S. 1984. Providing an unlimited marital deduction recognizes

that most married couples regard themselves as a single economic unit. Upon the

death of the husband, many wives of farmers and small businessmen discover that

their work on the farm or business over the years were inconsequential in the eyes

of the I.R.S. An economic unit that was shared over a lifetime is suddently recog-

nized for estate tax purposes as being "his" and estate taxes must be paidon the

estate.
I simply cannot accept this premise. When I speak of the contributions made by

farm and ranch wives, I am not making a historical reference to their contribution

in setting this country. There is a need to change this provision in the estate tax

laws so that they reflect the role played by wives as equal partners in running a

farm or small business today. The contributions of a wife as bookkeeper, business

manager, financial consultant, as well as homemaker are essential to the acculum-

lation of assets and merits recognition in the estate tax laws. Such a change in the

estate tax laws would not only ease the estate tax burden on family-owned farms

and small businesses, it would remove an outdated inequity in the laws as well.

Senator BYRD. The panel which the committee will now hear will
be a panel of four: Mr. Frank S. Berall, cochairman, Estate and

Gift Tax Committee, American College of Probate Counsel; Mr.
Dave L. Cornfeld, vice chairman for publications of the American

Bar Association's Tax Section; Mr. J. Thomas Eubank, last-retiring

chairman of the American Bar Association's Real Property, Pro-

bate and Trust Section; Mr. Edward C. Halbach, Jr., chairman-elect
of the American Bar Association-Real Property Probate and Trust

Section.
Mr. Eubank, suppose we call on you first.

STATEMENT OF J. THOMAS EUBANK, LAST RETIRING CHAIR-

MAN, REAL PROPERTY, PROBATE AND TRUST LAW SECTION,

AMERICAN BAR ASSOCIATION -

Mr. EUBANK. Thank you, Senator Byrd.
Because of jobs that I have and have had in various bar associ-

ations, I have tried to stay in touch with lawyers from coast to
coast in this country-about the problems that their clients, who are

- the taxpayers of this country, are having in connection with the

practical aspects of estate and gift taxation and related income

taxation.
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A central theme that I have heard, when I talked to these
lawyers recently, is the increasing difficulty that the taxpayers are
having in paying the estate tax, not only with regard to farms and
other family businesses, but with regard to virtually all estates.

Another central theme I have heard involves the complexity of
the laws and the difficulties that the taxpayers are facing in com-
plying with those laws, in spite of full good faith efforts to do so.

With those thoughUinjmind.J would like to emphasize this
morning the subject ofFates, the estate and gift tax rates.

First, I would like to approach the subject with inflation in mind.
Now, I am sure that every Member of Congress is acutely aware of
the income -tax increases that result automatically from inflation
in combination with progressive rates. It may be that some Mem-
bers of Congress have not focused on the estate tax rates in this
regard, for exactly the same thing is happening there.

In order to get into the subject, I have started with an estate of
$250,000 at the beginning of 1977, a date I selected because that
was-when the current rate first went into effect.

Then I assumnfed-a i0-jercent inflation rate per year for the next
so many years, say out to 7 years, the beginning of 1984, and I
assumed that there were no real changes- in values of the proper-
ties, only changes commensurate with the inflation rate.

That means that 7 years afterwards-that is, at the beginning of
1984-a $250,000 estate will be a $500,000 estate, and it will mean
that there has been a tax increase on that estate from $23,800 in
1977 all the way up to $108,800 in 1984.

Senator BYRD. Excuse me. May I ask you this question to get it
clear?

Are you saying that because of inflation, the value of the estate
will double in 7 years?

- Mr. EUBANK. Yes. At a 10-percent annual rate for 7 years, the
net result, if the values move right along with inflation, is a
doubling in value of the properties; and we will also be assuming a
50-percent decline in the value of the dollar during the same
period, that being the mathematical result.

Now, that dramatic increase from $23,800 to $108,800 should be
adjusted, however, bemuse the taxes payable in 1984 would be
payable with 50 cent dollars. Therefore, in order to use constant
dollars, I have, in appendix A to my statement, cut in half the
taxes.

For example, I cut that $108,800 tax figure down to $54,400. In
other words, in constant dollars, inflation coupled-with progressive
rates would have increased the tax on that relatively modest estate
from $23,800 to $54,400. That, of couP, is an alarming increase
that I doubt that Congress had in mind when enacting the current
rates.

In appendix A to my prepared statement, I have shown calcula-
tions for estates of other sizes all the, way up to $2.5-million.

An interesting pattern develops. With constant 1977 dollars, the
tax increase for a $2.5 million estate is 28 percent; and this per-
centage increase drops as the estate size is lowered until it reaches
22 percent for estates in the $1.25 million and $1.5 million range.
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But, as you drop lower in estate size, the increase starts going up
dramatically. In the case of an 1977 estate of $500,000, the increase
is 37 percent in constant dollars.

In the case of a $250,000 estate, which is in the lower range of
taxable estates, the percentage increase is an alarming 129 percent.
In other words, the tax on that $250,000 estate will have increased

under these assumptions from 10 percent in 1977 to 22 percent of
the estate in 1984.

I think that appendix A, with the information there set forth,
leads to a number of important conclusions.

First, this combination of inflation and progressive rates calls for
adjustments downward throughout the schedule.

Second, it calls for a substantial increase in the unified credit,

which is the device that now exempts estates from taxation below
$175,000.

Third, I -note that the need for adjustment in the rates is the

greatest in the case of estates at the lower end, especially in the

case of estates between $175,000 and $500,000.
Fourth, I note that inflation is having the effect of once again

taxing the smaller estates that Congress exempted and intended to

exempt in 1976 from the estate tax process.
Under these assumptions, in just a few years from now, an estate

of $88,000 in 1977 will have doubled in size and will have entered
the taxable category.
iNext I would like to approach rates with special use valuations

in mind. You recall that in 1976, Congress passed a new section on

special use valuations for farms and other family businesses based
primarily on real estate. How is this section working?

Overall, it is working spasmodically and with great unevenness.There are severe administrative difficulties, one of which involves

the crop-sharing problem.
The law, as written, provides clearly that the discount in value

occurs for farms in those areas where a cash rental is the prevail-
ing custom; but in those areas where the prevailing custom is a

rental based on crop-sharing, the intended reduction in value is not
-happening.in the case of those farms having a determinable cash value

rental, the discounts are, I understand, as much as 70 percent
below fair market value. In the case of those farms in other areas

7 where the custom is based on crop-sharing, the indication is that

under the five-factor formula, that they have to use there, the rate
reduction is either zero or perhaps as much as 20 percent.

T rare also the family businesses that come within section

2032A and that must use the five-factor formula; they are getting a

relatively modest decrease in value compared to the other situa-
tions.

The result is that there is a substantial unevenness under the
special use value section. Many of the considerations that led Con-
gress in 1976 to enact special use valuation, it seems to me, are
applicable to many other estates. There are the family businesses

I not based on real estate. Many of the considerations that led to the
enactment of section 2032A apply today to those estates.

Also there are the estates that may be the great overlooked
estates, the ones consisting primarily of marketable securities.

63-769 0-SO0-S8 -1 .
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Why should an estate with a farm or other family business be
preferred in the tax laws over an estate with neither but with
marketable securities in the business corporations of this Nation?

The importance of holdings in these securities must not be over-
looked if we are to have a private sector economy adequate for the
needs and growth of this country.

Yes, farms and other family businesses have special problems
and special needs that do not exist fully in the case of an estate
with marketable securities; but the estates with marketable securi-
ties have a lot of those problems and many of the rationales behind
section 2032A would lead also to similar considerations and reliefs
in other estates-even including estates consisting primarily of
marketable securities.

For example, it is desirable to encourage the continued owner-
ship of marketable securities in the private sector, just as it is
desirable to encourage the continued ownership of the family farm.

Taxing these marketable securities transfers a portion to the
public sector, where that portion is spent and dispersed in a
manner which does not result in a return of all of that portion to
private sector capital. This reduction in private sector capital can
be made up only by productive increases in private sector capital
or by infusions of after-tax income into private sector capital; and
that, of course, is not occurring nearly as much as this Nation
needs today.

There is a widely recognized shortage of private sector capital
which has led to a decline of our Nation's productivity.

There is tremendous pressure to increase the special use value
concept. These pressures signal to me that the estate taxes are too
high, not only for these people, but for other taxpayers as well. It is
for that reason that I get into the subject of rate atjustments.

Finally, and very briefly, I want to echo Senator Byrd s words a
minute ago about the fundamental purpose of the estate tax. In my

judgment, the fundamental purpose is to tax the very wealthy very
, to limit undue concentrations of wealth and power in a

few, to break up those concentrations and to enhance equality of
opportunity.

With those thoughts in mind I now ask whether it makes any
sense to tax an estate of $500,000? Is that the size estate that we
are trying to break up?

What about a $1 million estate or even a $2 million estate? Are
these concentrations of wealth really significant?

Are they ones that we want to break up? Are not these holdings
the very backbone of the pnvate sector economy that we wish to
preserve because they are large enough to inclpide significant in-
vestment capital needed in the private sector economy but not
large enough to create undue social problems?

With these thoughts in mind, I have set forth in my prepared
remarks some basic proposals. I have suggested that the unified
credit be increased substantially.

Inflation alone would cause an increase to an exemption equiva-
lent of $850,000; but I believe that when the fundamental purposes
areconsidered, the unified credit ought to be set so that estates of
$500,000 and under would be exempted entirely from the compli-
cated estate tax process.
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As to rates, I have suggested that above $500,000 they start
somewhat lower than they are right now, that they start some-
where around 25 percent and that they increase very moderately to

a substantial amount-say $2.5 million-where they would have

reached approximately 35 percent.
Further, I would suggest that after $9.5 million, the rates start

increasing very sharply until they get to the top amount and the

top rate, which are, as you know, now $5 million and 70 percent.

Once the new rates have been fixed and are in mind and once

the unified credit has been reduced, then I would suggest that a
very close look be given to the special problems of farmers and
other family business owners to see how much their problems have

been solved by a general rate reduction and a general unified
credit increase.

In a preliminary effort to do that, I have included appendix B

that makes a stab in that direction. It shows that these rate reduc-

tions would produce very substantial relief but probably not as

much as may be needed.
Once the new rate system and the new credit are fixed, then we

ought to look at the special problems and consider not only the
special use valuation section, but all of the other sections that

constitute a part of the overall relief for farmers and other family

business owners.
To tick them off, those would include: the estate tax deferral as a

matter of right sections; the stock redemption for death tax section;

the interest rate on deferred tax sections; and others.
Section 2032A, the special use valuation section, is in need of

revision and rethinking, if for no other reason, in order to smooth
it out and to make its effect more even.

As a part of this proposal, I am suggesting that sections 6166 and

6166A be merged. You will recall those are the sections dealing
with estate tax deferral as a matter of right.

One has a pay-out provision that is easier for taxpayers, but

qualification is very difficult under that section. The other has a
relatively easy qualification provision, but a more difficult pay-out

provision.
My suggestion is that consideration be given to merging those

two sections, incorporating the more liberal features of each into

the merged section. Hand in glove with the deferral is the stock

redemption section for death taxes. That is section 303.
This section got a lot of attention in 1976. The net result was

that the 35-percent qualifying test got moved up to a 50-percent
test. It was first moved up to a 65-percent test by the House, but
the conference committee moved it back to a 50-percent test.

At the same time, they left the 35-percent test in effect for one of

the estate tax deferral sections. I never have been able to under-
stand that; and as part of my propsa today, I am asking Congress
to consider going back to the pre-976 version of section 30, except
that the test ought to be 35 percent of the adjusted gross estate,
rather than 35 percent of the gross estate.

I would like to suggest also that the subcommittee and the
Congress reconsider the subject of interest rates on deferred taxes,
especially in light of recent developments. We all know that special

provisions were made in very limited situations for a 4-percent rate



112

where the estate tax was deferred under section 6166. That 4-
percent rate is in effect for amounts up to a little over $300,000 in
deferred tax.

Congress, when it fixed this, had in mind that the next jump
would be up to the then-current rate of 7 percent. That rate now,
of course, is 12 percent and that is an enormous jump that many
businesses cannot make.

Thank you very much, Senator.
Senator ByRD. Thank you, Mr. Eubank.
Mr. Berall?

STATEMENT OF FRANK S. BERALL, COCHAIRMAN, ESTATE AND
GIFT TAX COMMITTEE, AMERICAN COLLEGE OF PROBATE
COUNSEL
Mr. BWALi Thank you, Senator Byrd. I am Frank Berall from

Hartford, Conn.
There are three administrative matters that I would like to take

up, with your permission, before beginning my testimony.
First of a1, I want to stress that I am here in my individual

capacity as a private attorney and my views do not necessarily
rep resent those of any group with which I am associated.

Second, I noticed in preparing my testimony last night that there
were several typographical errors-mag card mistakes-on some ofthe pages. 1 would like to replace these pages before this testimony
is printed, if that is possible, this week.

Senator BinD. Yes.
Mr. BKRAU. Third, if time permits, my remarks do run a little

longer than the allowable 20 minutes. Ido not want to cut into
anybody else's time, but if it is possible to run a little over, I would
like permission to do so.

Senator ByRD. I think we can do that.
Mr. BmtAm Thank you, Senator.
I want to begin by stressing what Mr. Eubank has alread point-

ed out and what you have pointed out, Senator Byrd, that t basic
policy of Congress in enacting the estate and gift tax laws is to
prevent the concentration of large amounts of wealth and power.
Actually, in the opinion of most of us who have studied the history
of the estate and gift tax laws has been really incidental and
relatively unimportant to these and the new generation-skipping
transfer taxes.

Just as a matter of figures, the Federal estate and gift taxes and
the generation-skipping taxes are estimated to produce approx-
mately $5 billion in current fiscal years and it is my understanding
that the entire Federal tax take is estimated at $616 billion. This
means that the transfer taxes are really 0.81 percent of total
Federal revenues.

S I think the conclusion to be drawn from the relative insignifi-
cance of the estate and gift taxes to revenue production is that the
changes that I believe are necessary, which are generAlly in accord-
ance with the changes believed to be necessary by my other col-
1I on this panel, although they may lose some revenue, will
so improve the system by making it a less onerous one with respect
to the family farm, the small business, capital formation, the need
for the surviving spouse to be fully protected with income during
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his or her life, et cetera, that these changes are worth giving up a

very small fraction of the total Federal revenues in order to

achieve them.
Furthermore, what I am also going to suggest is that the kind of

restructuring needed in the Federal estate and gift taxes would be

"in the direction of making it easier to comply with the laws, both

on the part of the Internal Revenue Service and their ability to

administer these laws, and on the part of the taxpayer; namely, the

estate and its personal representatives. This means, gentlemen,-

that simplification of the tax laws should be one goal of tax policy.

With that overall view of my philosophy of what we should do in

>., restructuring these laws, I want to echo Tom Eubank in his stress-

ing the importance of major rate reduction in the lower -brackets.

We are talking about estate taxes on estates under $2.5 million, an

increase in the unified credit, which I think is well in order in the

light of inflation, plus something which lack of time prevented Mr.

Eubank from mentioning, and that is the need to make an infla-

tion adjustment to the $3,000 gift tax exclusion.
Let me briefly mention some history on that point. The gift tax

exclusion originally was $5,000 when the first permanent gift tax

was enacted in 1932. It was reduced to $3,000 in 1942 and it

remains at $3,000.
Gentlemen, I respectfully suggest that the Congress consider in-

creasing the gift tax exclusion to as much as $10,000, to adjust it

for the inflation since 1942.
The main thrust of my testimony this morning is going to be in

the area of the marital deduction, with particular attention to the

proposals made by Senator Wallop with respect- to the unlimited

marital deduction, the expansion of the marital deduction on a
; quantitative basis which Senator Wallop has in his bill, and an

additional concept which must accompany any quantitative expan-

sion of the marital deduction, which I call the qualitative expan-

sion of the marital deduction.
Let me lay a foundation for my recommendations by describing

briefly the history of the marital deduction and its status today.

First of all, aslthink all of you gentlemen are aware, there are

two kinds of legal systems with respect to property in the United

States today. One of them is the common law system derived from

the law of England. This exists in most States. The other is the

community property system which exists in eight States in the

Southwest and the West as well as the Commonwealth of Puerto

Rico.
It was the conflicting tax results between these two systems of

law which, in 1948, induced the Congress to pass the marital deduc-

tion and attempt to equalize the treatment of Federal estate and

gift taxes with respect to property passing from decedents in com-

munity property States with that from decedents in common law

States.
Senator Bvro. What year was that?
Mr. BzRALt. It was in the Revenue Act of 1948, which also

brought in the joint return fading system for income tax purposes.

Under community property concepts, half of the property ac-

- quirpd during a marriage--other than by gift or inheritance-is

L attributed to each spouse. An attempt was made in the 1948 Reve-
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nue Act to have a 50-50 split of other property. But it was not
entirely successful because in a common law State if the spouse
with the lesser amount of property died first, the marital deduction
granted for up to 50 percent of the adjusted gross estate-which
was the original marital deduction in the 1948 Revenue Act-
would be obviously of very little use. Thus, the wrong order of
death defeats the attempt to equalize the tax through the marital
deduction, unless there had been substantial transfers during life.

The Revenue Act of 1948 provided for this as well and it allowed
a marital deduction for transfers by gift. Half of the gifts between
spouses were allowed as a marital deduction.

Then, in 1976, there was a major restructuring of the- marital
deduction concept. Briefly, this gave the estate tax marital deduc-
tion to the greater of one-half of the adjusted gross estate or
$250,000. In addition, it provided for a gift tax marital deduction
for the first $100,000 of gifts and 50 percent of all interspousal gifts
over $200,000.

The problem with the marital deduction as it currently exists, is
that the surviving spouse, in order to receive a qualifying marital
deduction interest which would result in the reduced estate tax at
the death of the first spouse to die, must receive an interest equiva-
lent to absolute ownership. In other words, the interest must be
taxable in his or her estate at his or her subsequent death.

That in itself makes sense, and I would not propose that it be
changed. What I am going to suggest is that we try to simplify the
whole concept of the marital deduction and eliminate a monstrous
rule, known as the terminable interest rule, which, in essence, says
that for a surviving spouse to have the equiValent of absolute
ownership, he or she must have an interest which does not termi-
nate either before or at death and then pass to somebody else.

I do not want to go into the complexity of this terminable inter-
est rule. I just want to say that, over the years since this was added
in 1948 there has been a tremendous amount of litigation over it.
Knowledgeable attorneys are able to draw marital deduction provi-
sions without running afoul of the terminable interest rule, but
many lawyers in general practice who occasionally do some estate
p lanning violate this rule, which is administered very technically
by the Internal Revenue Service and is really unnecessary to pro-
tect the revenue or implement the policy of the marital deduction.

The other defects, as I see them, in the present marital deduction
are that gifts are made between spouses who are frequently un-
aware that they must be reported for gift tax purposes. There is a
requirement in the law that all transfers in excess of $3,000 must
be reported on a gift tax return. It is against human nature to
expect husbands and wives to comply.

Those of us who practice law privately are constantly advising
our clients that they have to file back gift tax returns to straighten
out the mess of transfers, either outright or into joint ownership
which have been made over the years.

So the gift tax law creates noncompliance problems because it
runs counter to the concept that most married people have that the
property acquired by them during their marriage is "our property."
Perhaps a great many people in this country, even those living in
the common law States, have what is really a community property
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concept of marital property. But the Congress cannot change the

property laws in the common law Statx-., nor do I think that it

should ch,'nge them, even if it could. What it can do is conform the

taxation of property passing-between spouses to generally accepted
practices in the country so that noncompliance can be reduced and

the tax laws simplified. There is a normal tendency on the part of

most married couples, at least in a first marriage, to want to give

everything to each other. As attorneys we have to resist this for
tax reasons.

Even if the proposals which I am suggesting are adopted by the

- - Congress,-in many large estates it will still be necessary to lean

against this tendency, for practical reasons, so as not to give every-

thing to a first spouse and have little left over should something go

wrong with the marriage or for the children. But I have some

suggestions that will deal with that.
Another problem with the existing laws with respect to the

marital deduction is that they do not allow for the very common
situation of the second and subsequent marriage where there al-

ready are children by the first marriage. The client who wants to

dispose of his property in a will or trust which he is executing in
contemplation of a second marriage is concerned because he really

wants to protect the children of his first marriage while, at the

same time, making sure that his second wife has sufficient proper-
A ty to take care of her for her entire life.

- What he really would like to do in many instances is to give his

second wife a life interest in the property, let her have all the

income for life, but let the remainder pass to the children of his

first marriage at her death. But this type of interest does not
qualify for the marital deduction.

I propose that the law be changed to permit the marital deduc-
tion with the revenue lost recovered at the death of the surviving

- spouse. After all, even under present law, the marital deduction is
basically a tax postponement device. Therefore, if the property is

not taxed at the death of the first spouse, it should be taxed at the

death of the second one.
- Finally, there are a number of technical complexities with re-

spect to the terminable interest rules and the rules that require
tracing of property, particularly in joint tenancies, which I think

can be eliminated with a resulting simplification of the administra-
tion of the tax laws and without any great loss of revenue.

In summary, the problems of the existing rules are of great

complexity, low public awareness of how they operate, widespread
misinformation, widespread noncompliance, diculty in adminis-
tration and enforcement, probably relatively low revenue produc-
tion and inequities between people who live in the community
property and common law States. The past measures take to cor-

rect these have not really worked out well.
What is the solution? Conform the laws to what most people

believe it to be. What a large majority of people do is arrange their
ownership of marital property in the way that suits the particular

purpose of their marriage, while acting as though there were no
Federal gift taxes. My point is that there no longer should be any
gift tax return filing r-quirements for gifts between spouses.
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How do you deal with this? You provide that any transfer be-
tween spouses while they are alive will be ignored for gift and
estate tax purposes. This means that you should permit tax-free
gifts between spouses in either direction. Then you do not have to
worry about recordkee You can get rid of a lot of joint proper-
ty problems, perhaps aof them between spouses, and then you go
one step further. You give a tax-free unlimited marital deduction
against the Federal estate tax so that you have both tax-free inter-spousal gifts and tax-free death-time transfers to the surviving
spouse. But if you do that, then in the interest of preventing rather
unfortunate results in estate planning and administration, forcing

§ property on spouses to the exclusion of children as well as doubling
up estates at a second death, in my opinion you must couple the
unlimited marital deduction with a marital deduction for any
transfer which provides the donee spouse with current beneficial
enjoyment, even though the remainder is not disposable byr the

7: donee spouse. This is what I mean by the qualitatve expanon of
the marital deduction. But this also means that all property receiv-
ing the marital deduction in the first estate must be taxed at the
death of the surviving spouse as if it were part of the latter's
estate.

This does not mean that there will be additional tax on the
estate of the surviving spouse. What should occur where there is a
life estate in trust for the surviving spouse is that the latter should
be allowed to elect whether to qualify the life estate for the marital
deduction, so that there will be no tax at the death of the first

uspoue. Then the tax should be on the marital trust corpus at the
dath of the second spouse.

By putting the corpus of this marital deduction trust, on which
there has been no tax previously paid, on top of the estate of the
second spouse, the progressive rate scale will tax it at the top of
the rate range applicable to the estate of the second spouse to die,
doing it in such a way that it does not require any payment of the

-tax on the marital trust out of the estate of the second spouse. In
other words, the tax is on the trust itself, but at the top rate
applicable to the surviving spouse's estate.

I think that you have to provide for flexibility in estate planning.
This means that the surviving spouse should be allowed to elect
whether a trust in which she does not have the equivalent of
absolute ownership will qualify for the marital deduction.

In other words, if the will or trust of the first spouse to die calls
for setting up a life estate in trust for the entire property to pass to
the surviving spouse with the remainder to the children, then the
instrument can permit the spouse to elect to have the trust or any
part of it qualify for the marital deduction. This election should be
made after the death of the first spouse to die. To the extent that
any trust qualifies for the marital deduction, it must then be taxed
at the death of the second spouse.

It is true that this might lead to a little complexity because of
the election but, gentlemen, if we adopt the proposals that this
panel is making and Mr. Eubank just made, of having a $00,000
exemption equivalent to the unified credit, then we are talking
about estates of less than 1 percent of the population. This
percent can afford to have the complexity, in the interest of giving
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flexibility. These estates can afford to retain the attorneys to do
" hijob so that they _canhave a sounietae plera truewinb

The result of liaW the terminable interest rule will be

Increased flexibility in both premortem and postmortem planning.

There willbe no needfor peple to choose, if they are nseco)nd
marriages, between the tax..nefit of the marital deduction and its

tential result of disinheriting their children by ap nor marriage

b-ause the second spouse has a general power which she can then
e by pointing the marital trust to a second husband, You

:exercise by appitn thYao.....,u-. t. aia

will not have to force people to choose between losing the marital

deduction or endangering their children's inheritance. Under the

-proposal, their children from their first marriage can be protected

completely and a marital deduction share still be given to the

.second spouse. The second spouse can either accept or reject the

--tax postponement of the marital deduction, while retaining the

interest itself for her life. In my written statement, there is consid-

erable more details as to how this can be arranged.

What I would like to cover briefly, are two other important

points with respect to different aspects of the estate tax law.

The first has to do with the fact that unification of the estate

and gift tax laws is not complete. There are several sections in the

Internal Revenue Code which are holdovers from the dual transfer

tax system which existed prior to 1977. While my written testimo-

ny gives technical details about all of these sections, all I want to

- cover in my oral testimony is the so-called 3-year rule.
The 3-year rule provides that if a gift is made within 3 years of

death and if that gift is either a future interest, a present interest

in excess of $3,000, any transfer with respect to a life insurance

ll or the gift tax paid on one of these transfers, the gift is going
sed up into the estate of the person dying with 3 years of

making it.
This rule replaced the old 3-year contemplation of death rule, but

it is automatic. It creates a number of problems, apart from the

fact that it is really unnecessary in aurified tax system, eept for

those gifts that consist of a tax pa on the gift made within 3

years of tax. Those are gifts which should still be included in the

gross estate under the 3-year rule as should transfers made with

respect to life insurance policies. But the rest of the 3-year rule

should be eliminated. Let me give you a bizzare example that is

causing trouble planningn.
The rule basically is a notch rule. In other words, a client -can

give.a giftof $3,0 every year of his life and he can die and the

giftgif they only amounted to $3,000 per year in the last 3 years

ef rethis death not only need not be reported-and I am ta. g

about present interest gifts-on gift tax returns, but these gifts

need not be grossed up back into the estate.
So let's suppose that on January 1 of the year in which he later

dies he gives a $3,000 check to his adult son and then later on buys

Shim a tie for Christmas. He has given more than $3,000. As a

result, that entire transfer, which may amount to $3,005, is going

to be entirely includible in his gross estate. That is what the law

It'is ridiculous. We tell our clients to hold their transfers down

to $2,900 so they have a little flexibility in case they inadvertently
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pay a subway fare or a dinner check or something like that. But it
should not be the case at all. The rule is archaic and creates other
complexities in planning and administration. Therefore, my recom-
mendation is that except for the amount *aid in gift taxes on a
lifetime transfer within 3 years prior to eath and on transfers
with respect to life insurance, the 3-year rule be abolished.

The final recommendation that I have has to do with the or-
phans' deduction. Conceptually perhaps this made some sense, but
as it was added by the -1976 Tax Reform Act, it has caused a
monstrous mess. It is a complex deduction equal to $5,000 a year
for the number of 3eas,an orpaned child is under 21. What do you
get it for?

You get it for an interest in property that is includable in the
decedent's estate that passes or has passed from the decedent to
the child either outright or in a form that if the property were
going to a spouse, would qualify for the marital deduction. So you
must include this in the child's gross estate. It must be includable
if it is to qualify.

It is not available if the child has a surviving parent. Both
paents have to be dead. And that makes sense. It is not available
if there has been a divorce and a parent is still alive. It is not
available if the child has been orphaned and the surviving parent
has a surviving spouse. That does not make very much sense at all
because the surviving spouse is just a step-parent then, unless
there was an adoption.

It is available if there has been an adoption except, gentlemen, if
the adoption was intended solely to obtain the benefit of the or-
phans' deduction. I think that is ridiculous. How carn you ever
prove in court that an adoption was intended in order to obtain the
orphans' deduction? It is a laugh.

Interests qualifying for the orphans' deduction include outright
transfers and the equivalent, plus some very complicated transfers
in trust.

The problem practitioners have with the orphans' deduction is
that only a very small minority of estates are going to qualify for
it. Since no one ever knows in advance which estate is going to
qualify, you have got to put orphans' deduction provisions into
every instrument you draw, or at least explain the situation to the
client. If you do not do it, you would be acting unethically and not
in the client's best interest, but by doing it you create additional
work, it costs the client more, et cetera. If you do not do it there
may be additional tax should the client die, and an orphans' deduc-
tion be available.

Gentlemen, I think that the ambiguities and uncertainties that
are inherent in the concept of obtaining the orphans' deduction are
so-great that unless you can simplify the orphans' deduction so
that it can be obtained when you have any kind of a disposition
passing to an orphan-and that could be defined reasonably as at
present, except with this adoption nonsense and not having an
orphan if there is a survi"vi. spouse in the second marriage. If you
cannot simplify this so that it is in line with what people normally
want to put into the instruments, you should get-rd of it entirely.

I appreciate the time that you have given me, and I think that, if
some of the changes that we have all suggested in our papers,
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o particularly the mnjr changes that are beinq stresed orally, are

" .opted, you Will make great progress in the direction of simplifica-

tio of the systemand eliminate a lot of the brakes that currentIV

et on capital formation hurting the family farm and small busi-

,,nesses.
Thank you very much.
Senator BYRD. Thank you, Mr. Berall.
Mr. Cornfeld?

STATEMENT OF DAVE L. CORNFELD, VICE CHAIRMAN FOR

PUBLICATIONS, AMERICAN BAR ASSOCIATION'S TAX SECTION

Mr. CORNFLD. Thank you, Senator.
My name is Dave L. (?rnfeld. I am also a private practitioner. I

am from the Midwest, St. Louis, Mo.
1, t o, want to stress that I am testifying in my individual capac-

-.-ity and that the views expressed are solely m .wn. They should
z'_-'not be construed as representing the views ofthe American Bar

Association or any other organization of which I happen to be a

member.
I want to second the views of the preceding members of the panel

with respect to the need for simplification of the laws as a way of
cutting down onrk and legal expense for the

American taxpayer.
The laws should be made in such a manner that as many taxpay-

ers as possible can handle their intrafamiial economics in a way

that they would without regard to any tax law.

As Mr. Berall indicated, husband and wife should be able to

transfer funds back and forth and the tax collector should not be

interfering with the family handling of finances.

There are a number ofsuggefitions that I would like to discuss

that would simplify the present gift and estate taxes and would be

I consistent with the way people handle their finances in real life.
First, under the gift tax laws, at the present time, there are

many technical gifts that are made which are not reported by

taxpayers. These are gifts which are made for consumption by the

donee.
The typical situation where a taxpayer is furnishing the support

-of an indigent relative, an aged parent-here there is no legal

oblation to do so, but there may well be a moral obligation.

The laws of the various States differ. In some States, a taxpayer

will have an obligation to support an aged parent. In most States,

he does not, but we should not discriminate against the individual

who finds a moral obligation to support a parent or some other

-relative.
The income tax laws give him a personal exemption for doing

that.
At the other end of the spectrum, the gift tax laws say that he

should be filing a gift tax return if the amount of that support is

more than $3,000.
t;" - We also have a situation of support of children, sending them to

college. At the present time, tuition at a private college will far

exceed the available annual exclusions and yet, in most States,

after age 18 now, there is no legal obligation to send that child to

J college.
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Thus, we have -a situation where theoretically a gift tax return
should be filed. My own opinion is that, in moot ase gift, tax
returns are not being filed, but we should make the law consistent
with the way people operate.

There is a proposal in my prepared statement that was made by
the American Law Institute back in 1968 which would treat all
such expenditures for support and maintenance of individuals for
the use of any person living in the household, any minor child,
whether or not living in the household, and the current education-
al, medical or dental cost of any person not a taxable jift.

In addition to that, I would recommend the exclusion of gifts of
the use of tangible property. If I let somebody live in my house
rent-free, it should not constitute a taxable gift. Also, there should
be an exclusion for a gift of tangible- personal property which is
going to lose a substantial part of its value by the end of 1 year,
with certain limitations-it might be $3,000 or $4,000. If I make a
gift to a relative of a television set and also I make a cash gift in
the amount of the annual exclusion, I should not have to file agift
tax return. As Mr. Berall indicated, there are many people today
who mal- - gifts of exactly $3,000 and then also make some kind of
a birthday gift as well. Technically they should be filing gift tax
returns, and if they die within 3 years the entire amount will be
back into their estates.

At the present time, most of these taxpayers are blissfully un-
aware that they are required to file a return. I would also second
the need for an increase in the annual exclusion, but even that
increase in the annual exclusion will not solve the problem of the
gift for consumption.

There is another problem with the gift tax return requirements
in that, in order for a husband and wife to treat their gifts as split
gifts under the present law, it is necessary that they file a return.
At the present time, there are many, many taxpayers who when
asked about prior gifts, say that they give $6,000 every year, but do
not have to report it because they can split it with their wives.
That is not technically correct.

They must file a return for splitting and that can come back to
plague them later on, because once the spouse has died it is too
late to file the split return. You cannot-file a delinquent return at
that time. And at death, the excess over $3,000 will be brought
back into their estates if this were to be uncovered.

I would suggest that no return be required in any case where the
total gifts of the husband and wife do not exceed the amount that
they could give away under the split gift requirement.

At the present time, many of them are not filing anyway. If they
did file, it is just one unnecessary operation. They have to go pay to
have a gift tax return prepared and at the end of the line there is
no tax. This is an area where you could simplify life for the
taxpayer.

I would also suggest that the husband and wife should be permit-
ted to split gifts when they do file a gift tax return on any basis
that they wish, regardless of the 50-50 requirement. There are
situations where one of the spouses may have made gifts in excess
of those made by the other. Under our progressive rate st-ricture,
or where one may have already used up the unified credit and the
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0ther not, they should be permitted to split the gifts so that they

-can equalize their tax liability, not just equalize the amount of the

current gifts.
I want to second Mr. Beralls recommendation as to the unlimit

.e marital deduction. I believe that this would help immeasurably
Sin simplifying our tax structure and it would also eliminate what Is

t inequity in the law which hinders interspouSal giftsaurin ifetime. Any time, under our present law, because of a

quirk, you make a gift to a spouse of more than $100,000 plus the
u exclusions, there will be a greater increase in the surviving

,spouses gross estate for estate tax Purposes than will be removed

from the donor spouse's estate. As a result, there will be an in-
-crease in the overall tax for the fmily where you have a gift of

over $100,000. There is an example given in my prepared statement

2! that shows that a gift of $200,000 out of a $1 million estate, instead

of $100,000, would cause an additional tax of some $47,000 in the

overall family estate taxes.
This is what happens as a result of a unification of the gift and

estate tax laws and, as Professor Casner stated in the ALI project,

-any time that you have a unified system it will be necessary to

- have unlimited marital deductions to avoid inequities.
The unlimited deduction would also eliminate the problems in-

volved in joint property. Prior to 1976 in all cases you ad a double

tax, whenever someone made a gift by buying property and placing

it in joint names. There was a gift tax when that was done and the

whole amount of the property was included for estate tax purposes.

The 1976 act has changed that in part insofar as spouses are

concerned. Now if there is a gift as a result of the joint property,
only one-half of it is treated as a gift and one-half is included in

the estate for estate tax purposes.
However, that is not true for joint owners other than spouses

and in many cases, particularly after one of the spouses has died,

the survivor places property in joint names with their children,

perhaps in the mistaken belief that they are somehow simpliyin
the administration of that property. In many of those cases, the

is an understanding that all ofthe come will be retained by the

th pareparent will control the property. Technically,nt and t._at the paen

if that were documented, there would be no gift. fortunately,

-unless they go to a lawyer, there is rarely a documentation of that

understanding and on the face of it, there appears to have been a

taxable gift which will show up when the estate tax return is filed
and the taxpayer subjected to penalties and interest for not having

filed a gift tax return.
My recommendation is that, in all instances involving joint prop-

erty, there should be no gift unless the parties elect to have a gift
at that time.

We should have the same treatment for spouses as for joint

tenancies between persons who are not married.
At the present time, placing real property in joint names does

... r l in a giftunless the parties file a gift tax return and

make an election. That rule does not apply to personal property.

There is no reason to have a distinction Vteween real property and

personal property in this regard. People are going to go ahead and

take title to property jointly without any advice and owlee of
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the gift tax laws and we should simplify those laws for the Ameri-
can taxpayer.

I would like to go back and cover one other administrative prob-
lem, which is both a gift tax problem and an estate tax prbem.
and which is particularly significant with respect to gifts of inter-
ests in farms and closely held businesses and which at least for the
knowledgeable today may be discouraging such gifts, which should
be actually encouraged.

At the present time, if you make a taxable gift andpay no gift
tax because of the unified credit, the statute of limitations never
starts to run with respect to the valuation of that gift. As a result,

_ if you make a gift in a later year, the Internal Revenue Service can
come back and say that the gift that you reported 10 years ago was
valued too low nd-fcr the purpose of determining what your
bracket is on the second gift, can reevaluate your first gift.

Now that we have unified the gift tax and the estate tax, we
have the same problem when the estate tax return is filed because
then the Internal Revenue Service can come back and say the total
of your adjusted taxable gifts was much more than you had report-
ed on your gift tax returns and the burden of proof in that situa-
tion, as in most tax matters, is on the taxpayer. The executor is
going to have a terrible job, since the donor is no longer around. It
may be 20 years after the date of the gift of the closely held stock
or interest in a farm and you have to go back and try to evaluate
that gift.

The problem can be solved if, as was the case prior to 1976, the
taxpayer would be given the right to elect to waive part of the
unified credit so that a tax is paid with respect to that gift. The tax
may be small but it will signal to the Internal Revenue Service,
come in and audit this return if you want to, and check on the
value because we want certainty. If you are going to fight us on the
value, let's fight it out now whenwe have the facts available. Now,
I would suggest that if you permit the taxpayer to waive a part of
the unified credit that the waiver be made irrevocable so that IRS
has some tax to fight about. But I think that it is an important
administrative isize.

I want to briefly mention the question of disclaimers. The Tax
Reform Act of 1976 put in a provision which actually restricted the
use of disclaimers in the case where somebody might not want to
receive some property from the estate and would turn it down.

The right to disclaim is important- in post-mortem planning,
particularly in cases of farms and closely held businesses. The rules
should be made uniform. I want to refer to the article by Thomas
Wiley of Phoenix, Ariz., which is a part of the prepared statement
of Mr. Eubank which spells out the problems in this area better
than I could if I had all day. I have also enclosed as an appendix to
M statement a recommendation by the American Bar Association
wich covers the situation and I believe that it is an area that

r some study.
I may have a few more minutes, I would just like to mention

another area of complication which is the new generation-skipping
tax that has been put in by the Revenue Tax Reform Act of 1976.
This, too, is an area of great complication.
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-We have no regulations as yet so we do not even know the full
extent of the complexity that we will run into in attempting to

draw wills for our clients, to let them take care of the members of
their family, the natural objects of their bounty.

I have three specific recommendations, one relating to the effec-

tive date, because this has created a great deal of complexity in

requiring us to amend wills by codicil to be certain that we do not

do anything that will trigger the new tax for any decedent who

dies before January 1, 1982. Now, I would think that that could be

simplified and my recommendation would be that the law not

apply to anyone who dies before January 1982 regardless of when

they wrote the will and regardless of what kind of an amendment
they made to their wills.

At the present time, deleting a specific bequest of $500 to some

friend with whom you have fallen out can cause the whole will to

be tainted and this is the kind of mistake, I think, that may well

have been made by lawyers who were not familiar with the new

law.
Senator BYRD. Excuse me. You mean to say that a person could

not have put a codicil on a will?
Mr. CORNF ED. If you write a codicil to your will today, and if by

so doing you add $1 to a residuary trust which would otherwise be

a generation-skipping trust, and if you die before January 1, 1982,

that trust will be fully tainted, not just the $1 that has been added

to that trust.
Senator. WALLOP. By withdrawing the codicil or modifying .it?

Mr. CORNFLD. If you modify the will in any respect, which

would add anything, $1 to that trust. The law at the same time

says if you have a grandfathered, irrevocable trust that was in

existence and if you make ari addition to it today, only the pro rata

part is tainted.
But in the case of a will, if I have slipped up and I have drawn

the codicil wrong, I will have made that whole will subject to the
new tax. I also think that there should be provisons which would

permit members of the family to act as trustees without tainting a

trust, where the trustee does not have any opportunity to benefit

personally from thzat trust. At the present time, that is only per-

mnitted in very limited restrictive forms. It does not, for example,
permit me to have my son act as trustee for a trust where my wite

will be the life beneficiary and, at her death, the property will go

to my grandchildren. While that trust may qualify for the grand-

child exclusion but it will be a generation-akipping trust because I

have used my son as a trustee,. even though he could never get

anything for himself.
Finally, the $250,000 exclusion provision needs changing because

it now requires, at least bv the committee reports, the vesting of

the interest in the grandchild so that it will be subject to estate tax

in the grandchild's estate in order to qualify for the $250,000

exclusion. That creates a number of problems and I would think

that if the interests of the grandchild is valued by ordinary valua-

tion methods so that it would meet the $250,000 amount it ought to

qualify.
Actually, in most instances there will be the equivalent of an

estate tax on whatever goes to the grandchild in trust because of
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the generatidn-skipping tax on that" amount if the grandchild dies
and the property goes -to the next generation.

I have, in my prepared statement, and I will not take the time
now, an instance that I have in actual practice where an elderly

couple consulted me and they could not do what hey really wantedtodo.
They had an estate of less than $150,000 but that could have

been made subject to a tax of $88,000 if they set up the trust in the
way that they wanted to for the primary benefit of a retarded
granddaughter but where they did not want the granddaughter's
estate to get the property but rather wanted it to go to their other
grandchildren at the death of that granddaughter.

I thank you for the opportunity to be here.
Senator Bnw. Thank you, Mr. Cornfeld.
Mr. Halbach?

STATEMENT OF EDWARD C. HALBACH, JR., CHAIRMAN-ELECT,
REAL PROPERTY, PROBATE AND TRUST LAW SECTION,
AMERICAN BAR ASSOCIATION
Mr. HAmAcm. Thank you, Senator Byrd.
Iam, I guess, on last here to show that there is some break in

the uniformity of our views. It could be fairly said that, at least
traditionally, I speak more with the mentality of a tax collector
than of one representing private clients.

I want to emphasize that I do speak on my own behalf. I am a
law professor at the University of California. I do not speak for
that institution. I am chairman-elect of the real property, probate
and trust section, as was pointed out, but I do not speak for that
section or the American Bar Association (which has no position on
the matters now before you).

Like the other panelists, I speak on my own behalf.
I believe in a strong estate tax; probably I am more disinclined

than others on this panel to see that tax deemphasized.
On the other hand, I share many of the concerns that they have

expressed, and this relates not only to the kinds of concerns that
Mr. Eubank in particular addressed in talking about the relation-
ship between this tax and the capital base in this country. Forma-
tion of capital and the preservation of the capital base, I think, are
significant problems today.

ose are complex questions. I am not altogether clear that the
most desirable place to give relief is through the estate and gift tax
system. Selectively, certain kinds of income tax relief might be as

Pi. advantageous with respect to capital formation.
I was saddened to note last night that Arthur Okun had died,

whom I am sure many of you know and who-has contributed in
many ways to tax policy in this country. He has recently made
some provocative and interesting proposals relating these capital
and productivity issues-to the problem of inflation and, in part, he
suggests consideration of certain kinds of income tax incentives
that relate to holding down wage increases and using that addition-
al money for capital formation.

The point I really want to make is that this is a very complex
subject, but these issues are related intimately to the estate and
gift taxes.
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There is one area in which I am very much in harmony with the
other members of the panel on, and our views are strikingly har-
monious here: The specifics of the estate and gift tax laws are

o unnecessarily complex.
Sometimes it is impossible to avoid complexity in a tax system

'that must cope with the risk of skillful avoidance by taxpayers. But
I am thoroughly convinced that many of the complexities in the
Code are unnecessary-in this body of law, very much unnecessary.

I would like to emphasize that probably throughout the tax field,
but especially in the transfer taxes, sumplicit is directly and inti-
mately related to equity.

If you have a tax system that is hazardous even for experts who-
are mortal, you impose the obvious risks and the failures in their
-work, even minor ones, can produce enormous differences in the
tax treatment of taxpayers who, from a policy viewpoint, ought to
be viewed as similarly situated. This is the type of result that
follows when you draw fine distinctions between cases that are,
from a tax policy viewpoint, substantially identical. Our tax law, in
this area, is just overrun with those kinds of distinctions.

S Fine distinctions relate intimately to the question of equity. if
-one taxpayer can avoid the tax impact imposed on another because
his or her lawyer is a little more crafty, or the lawyer is fortunate
enough to function in a mistake-free manner that day,.you get
great disparities of treatment between this taxpayer and other who
ought to be treated similiarly but whose lawyers were not so

sildor lucky.
Another result of that kind of fine distinction is intrusiveness

and economic distortions, plus high cost to the taxpayers. The
emphasis on high priced, sophisticated counsel in our tax system is
sufficient already without increasing it.

I must say that I look back with amusement on the comments of
Assistant Secretary of the Treasury Cohen when he called the 1969
Tax Reform Act the Lawyers' and Accountants' Relief Act. I
wonder if he realizes how little relief it gave to the accountants
and lawyers who needed it the most, those who are struggling to
maintain the level of competency adequate to deal with the prob-
lems they see in their practices.

A lawyer is a sitting duck for a malpractice suit, If that compe-
tency is maintained, for subjecting his clients to inequities and

"excesive payment of taxes....

It really has, I believe, gotten to the point where this is one of
the more serious kinds or 11ltion around-the pollution of our
Internal Revenue Code. Well-intentioned legislation, well-inten-
tioned regulations have accumulated and added up over the years
to the point where nobody really can breathe very easily in that
environment. Some of this is attributable to a loss of perspective on
the part of policymakers, particularly those concerned with devel-

J opment of regulations.
I listened with the kind of amusement-at least I would chuckle

02f if it were not so painful-when Dave Cornfeld was talking about
the codicil and new chapter 13. I was on a small panel that was
giving a crash program for lawyers immediately after the 1976 act.
Someone in the audience asked if it were possible that the ,k
of a codicil which was revoked before the decedent died woula

641.7. 0 - s0 - 9-
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constitute a change in the generation-skipping transfers under the
will, thus possibly forfeiting the grandfather protection under chap-
ter 13. Obviously, we felt that it should not be and would not be
but one member of the panel said humorously that we nevertheless
recommend revocation by burning. We thought that was a joke!
The proposed regulations that came out a year ago under those
grandfather provisions stated that a revoked codicil would lose you
your grandfather protection. Honestly, they did, and we had
thought that possibility was funny not serious.

The grandchild exclusion in the generation-skipping tax is an-
other matter of the same kind. The problems, some of which Dave
Cornfield alluded to, some of which were mentioned in Tom Eu-
bank's statement and in mine, are problems that will arise out of
the regulation making process.

We know certain things that are going to be contained in some of
those regulations which, if there is not a change of position within
the Treasury, are going to create some distinctions that simply
invite inequity of treatment.

I say this although I, probably more than anybody else in this
room, am a believer in chapter 13. I believe, painful though it is,
that it was a needed and important change in our transfer taxes. I
do not believe in the freedom that we have had in the past to use
generation-skipping trusts to escape taxes. I have not relished
having to teach students in my classes and lawyers in CLE pro-
grams how to exploit the weaknesses in the tax law, including
using the traditional generation skipping opportunities, so I
thought those changes were needed.

I am a supporter of it, but I too am alienated and offended by
some of the things that are being proposed by those responsible for
administration and rulemaking under this legislation.

I did not believe, personally, that the statute should have includ-
ed the quarter of a million dollar grandchild exclusion. But it is in

7' the statute, and it is shocking for the regulations to, in effect,
undermine it and to draw the lines between where it is available
and where it is not on the basis of unnecessary distinctions that
require sophisticated and error free counsel. A lawyer whose intel-
lect was not distorted by careful study and knowledge of the tax
laws would make mistakes that would cause his client to be treated
very differently from the clients that are fortunate to hire these

- three people [indicating the other panelists]. If they do-not show
their mortality by making a minor slip, their clients will get away
with all kinds of things that my clients could not. That is why I
teach-to get into the ivory tower where I am not such a hazard to
my clients. That type of thing in the tax laws is a tremendous
shame, and we are seeing more and more of it where it is not
really necessary.

Little of what this panel is recommending here today has reve-
nue at stake. Most of our suggestions address defects that are not
justified by any concern over revenue, although that is not true of
everything. In my observations I shall try to be careful to point out
where I believe there are revenue considerations involved. Let me
begin with some of those, because they pose some troublesome
problems.
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Special use valuation, and some issues in tax deferral, adMitted

involve difficult problems to be dealt with for farmers ands
7 buA ne owners, but I agree very much with the comments Mr.
,Eubank made earlier that, we should try to deal with thee prob-
lems in a generalized way that is not selective, that does not favor
o1e group and, discriminate against another. We need to use more

imihnagination than we have used in trying to deal with the spec
problems, to the extent that they are special, of farmers and small
business owners.

Serious issues-arise whenever as you grant a subsidy through tax

_ Iws--and I do not mean by that term necessarily to be hostile to
all subsidies. Frankly, however, special use valuation and certain

Deferred tax payment privileges at low rates of interest constitute a
:'significant subsidy. One could very well make the argument that,

by placing this subsidy in the estate tax laws rather than some-
9 where else, we create two general types of problems for ourselves.

One, subsidize only to those people who have inherited opportu-
nities and interests in farms and closely held businesses. If my son

.and daughter inherit the family farm from me, you give relief to
them in their efforts to retain it, so that they are not be as

distressed as they otherwise would be by liquidity problems in
meeting tax obligations. But the problem is equally acute, and in
-many respects more serious, for the young person who wants to go

! into farming but whose father or mother did not have a farm to
leave to him.

If we really believe in the family farm and the closely held
-business, we need to do something to make subsidies more gener-

- al-or else we should have second thoughts about the subsidy. That
does not necessarily mean that what we have been doing in this
area is wrong, but I am concerned about the scope of it. I am
concerned about the unevenness of it.

Second, if we do have special privileges for certain qualifying
taxpayers, the inevitable result is to include highly complex rules
V for qualification. Those rules operate unevenly even within the
target group, the group to be benefited. They may deny eligibility
to people who ought to be viewed as similarly situated to some
others who do qualify. Unfortunately, unless we are careful and
imaginative about the way that we do this, the very eligibility
standards will create an incentive for people not to take care of
their own liquidity problems. If I have an estate in which my
closely held interests or my farm may fall just under the eligibility

- requirements, I am induced to give away my insurance and my
liquid assets in order to qualify. Lam thereby encouraged to .aggra-

vate the very liquidity problem we are trying to alleviate. Again, I
want to enphasize that this is not necessarl y decisive Of whether

Iwe should ave these special privileges, although I do have some

5 skepticism myself, but it has a heat deal t do wit how they are
ed if we go forward with them and if we expand them.

are reasons why I think that general rate relief and in-
creasing th e of the exemption, if there is to be tax relief in this
area, is more desirable.

There is another area that several members of this panel have
discussed where I find myself a little bit more on the negative side.
That has to do with the gift tax annual exclusion.
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I very strongly believe that we should not increase the annual
exclusion. I recognize the problems that have been talked about,
but I do not believe the annual exclusion is now the way to give
tax relief. I do not see why such relief should be available only to
those who make transfers during life and not at death.

I, myself, have five children. If, in a few years, I am fortunate to
get an average of 2 grandchildren per child, and have 10 grandchil-
dren, and if my children are conventional enough to get married to
have those grandchildren, I would have 20 prospective donees in
the family-5 children, 5 in-laws and 10 grandchildren. My wife
and I, because we can give $6,000 to each of them, can give away
about $120,000 a year-if we could afford that. That is quite a bit
of tax depletion without even having to file a tax return, since I
am in a community property State. Elsewhere a married person
would merely have had to file tax returns to split the gifts with a
spouse.

Certainly we could adjust the gift tax annual exclusion upward.
But what it would mean is that one in my situation, if I were
extremely wealthy and if my children are grown, could give away
about a quarter of a million dollars tax-free each year if you double
the exclusion; if you raise it to $10,000 1 could give away something
in the vicinity of $400,000 tax-free each year.

I think that is a mistake. If we can afford that kind of relief, we
would be better off to give it in the estate tax-and make it availa-
ble also to those who financially or psychologically do not feel able
to undertake large giving programs. Again, it is selective in a way
that tends to be counterproductive. It increases complexity, too. It
is easier for me to give away significant amounts if I have market-
able securities to fund a large gift program than if I have a closely-
held business. Or, if I go through some complex, costly rearranging
of my affairs, maybe incorporate my farm, then it may become
easy for me to join in that gift program.

That kind 6f-selective relief, I believe, is a serious mistake. I am
concerned about the problem that Mr. Cornfeld addressed earlier-
when he talked about exceptions )or what in the American Law
Institute studies were referred to as gifts for consumption, includ-
ing for education. I do think we should make it explicit that those
things are not gifts. Nobody reports them now. Nobody attempts to
enforce the gift tax law with respect to them. They are de facto
exceptions-unless you happen to have a lawyer who is both
knowledgeable and scrupulous. Such a lawyer may encourage you
to report such gifts. Tht is a bad way to have tax laws applied and
enforced. And the needed changes can be made without excessive
complexity.

Let me move to some of the other areas on which the members of
this panel apparently agree. I believe the material deductions
should be increased, preferably to a 100-percent marital deduction.
I think total exemption of inter-spousal transfers is long overdue.

The Treasury itself, the last time that it gave careful study to
the estate and tax laws and made its report i% 1969, made that
recommendation. The Treasury concluded it could afford to open
up the marital deduction in that fashion. / ,

There are tax costs involved in that, of course, and I would like
to address those in a minute. But there is no place where an
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investment in the tax system could be more -advantageous than
through the marital deduction. The costs are far less than-one
might assume, and that investment can broadly simplify the
system and make it more equitable, as no other realistic change in

Y' _the law could do. It changes the whole background against which
other problems are viewed, even on the problems of jointly held
property that have been mentioned here and the question of how to
-deal with employee death benefits. Largely these troublesome
issues would be mooted. Thus, a whole array of problems changes
-character as soon as you open up the marital deduction. Many of
the complexities that we now have just simply disappear.

With respect to the simplicity/complexity question, let me em-
phasize something. When I say simplicity, I am not talking about
ease in reading and understanding the terms of a statute; we could

- learn to understand carryover basis-to understand what is in that
statute. By complexity I mean that the better you know the stat-
ute, the harder it is to live with. That characterizes carryover
basis; that characterizes other- objectionable features of the present
tax law.

The main objections to the present 50 percent marital deduction
-'are threefold.

f: One, there is a serious danger of double taxation in a single
generation when an estate is not properly planned, because proper-
ty left outright to a spouse in excess of the marital deduction will
be taxed to the first decedent s estate, and-that same property is
then subjected to another tax when the spouse dies, and the
spouse's top brackets.

We do have a credit for property previously taxed, but it declines
20 percent every 2 years and expires after 10; and the average
woman in this country who outlives her husband does so by a little
over 10 years and the total credit is lost.

That double taxation is serious.
Second, the order of deaths has been referred to. In discussing

Z carryover basis, Treasury spokesmen spent a lot of time talking
about the a hypothetical situation in which a truck killed some-
body and did not kill somebody else, noting the inequities that

1 resulted under the traditional new-basi-at,-death rule because one
person lived too long and sold his property before getting a new
basis. He thus pays capital gain tax. But the one who died before
selling his property could not take i with him but could take it far
enough to get it a new basis. His family could then sell without a
capital gain.

Tom Eubank and I once had a conversation in which Tom sug-
gested that we should follow that truck around the corner to see it
run over another person-the spouse of a wealthy person with
substantial separate property. That wealthy person was counting
on the marital deduction to produce estate equalization-to split
the estate. The way the marital deduction works, however, if the
less wealthy spouse dies before the wealthier one, that opportunity
is lost. There is another inequity that didn't seem to trouble the

Y Treasury's carryover basis advocates, even though it is easily reme-
died.
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If the property were community property, that equal division of
estates is already accomplished. This is a great and more impor-
tantly, unnecessary inequity between comparable taxpayers.

Certainly if the taxpayer tries to deal with that by making gifts
to his spouse during their lifetimes and to split the estate in time,
or-if he just does the kinds of things that the other panelists have
been talking about innocently-putting property in joint tenancy
or in community property form-his is making a taxable gift.

That is the third objection to the limited marital deducation. It is
a natural thing for people to place all or most of their property in
joint tenancies these days. It ha pens regularly. With real estate
brokers, it is automatic. -Stock brokers tell us out on the West
Coast that eastern transfer agents do not understand community
property, so they have securities issued in joint tenancy form. It is
the standard advice given down at the beauty parlor, and now that
men go there too, we are all in trouble. It is just a "natural thing"
for people to do. This should not be a taxable gift between spouses.
It should not have that kind of result, and the limited relief at-
tempted in IRC section 2515 often makes matters worse.

There is a flaw in the gift tax marital deduction, one that creates
a problem that you cannot deal with unless you allow a 100-percent
interspousal exemption, at least in the gift tax.

That flaw follows from the fact that the gift tax marital deduc-
tion is 50 percent of the amount actually given. The estate tax
marital deduction is 100 percent of the amount given, up to an
aggregate of half the adjusted gross estate. That makes a tremen-
dous difference. If I split my estate with my wife at death, no tax
problem; it is tax free, in effect. That is proper and permissible
estate splitting. If I do the splitting during my life, however, half of
what I have given to her is a taxable gift.

The problem can only be resolved, I think, either by a 100
percent marital deduction-or by an alternative that makes gifts
during life subject to a complete, 100 percent deduction, possibly
with some kind of a section 2035 transfer-in-contemplation-of-death
rule to deal with transfers on the deathbed. -

Now, on a different aspect of the marital deduction, the termina-
ble interest rule has been talked about earlier. I only want to
emphasize that the terminable interest rule is a horror and that it
is an unnecessary horror. Again, the 1969 studies by the Treasury
itself say we do not need to keep that feature of the law. This is, I
think, merely a matter that has not been changed'as a result of
sheer inertia.

Obviously our congressional committees have very important
things to do beyond dealing with the details of these laws, but
these are the kinds of things that ought to be developed in the
Treasury and put before you. It can be done. It was been worked
out before, and revenue is not at all at stake; there is no need to
worry about tax loss.

The 100 percent marital deduction does involve some tax loss,
most of it merely in the form of revenue postponement. What is a
permanent tax loss is the elimination of double taxation, where the
Government should not be collecting the second tax anyway. The
rest of it is temporary. It puts off the tax from the first spouse's
death until the second.
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if you would like me to elaborate I can, but the one thing I
d, -nwould like to emphasize is that tax deferral in the estate tax is not

ean interest-ee loan, as it is in income tax. It isvery different.
K If you defer the tax on an estate tax, you enlarge the ax base.

This compensates the government fully and adequately for the
deferral and, given the graduated tax rates that we have, unless

your estate is extraordinarily large and has reached the top brack-
et, the Government will be more than made whole after that
deferral.

Finally, let me just say that, with respect to joint tenancy and

Stnan cyin entirety, the serious problems of complexity and inequi-
ty in those areas can be eliminated. This can be done even if you
do not give a 100-percent exemption for interspusal transfers, by

broadening, as David Cornfeld suggested, some of the provisions
exempting certain inter vivos transfers. Even more important, this
area can be simplified by treating joint tenancies the same as we
now treat tenancies in common.

That too was recommended by the Treasury in 1969. There is no
need whatever for the present treatment of joint tenancies, which

3 is a very complex statute, now we have unified the taxes. That

statute-section 2040-was; designed before the taxes were unified.
It made some sense then. It makes no sense any longer.

In 1976, we modified the joint tenancy rules a little bit to reflect
this. In 1978, we tried further to change those rules. All we have

done is to have increased the length of section 2040 and made it
more complex. In short, it is needless and pointless; it is easy to
correct; and revenue is not in issue.

Next, the orphans' exclusion and the whole subject of disclaimers
have been made complex in ways for which there is no revenue or
policy justification.

There is no reason why the orphans' deduction ha to be subject
to the present qualification rules. Literally, the joint committee
staff in 1976 tried to allow the so-called family trust toquafy.
Literally, they rewrote the statute extensively in 1978 avowedly to
authorize the family trust to qualfy. It does not. It still does not.
They cannot do it, apparently. They have already spent more
money trying-and they have not even got to the regulations yet-
than could possibly be at stake in that area in the next century.
'They are "protecting" against a problem that does not exist.

Disclaimers-I can only urge ou to take a look at my written
statement with reference to disclaimers. I proposed a simple solu-
tion to the worst of what was done with the disclaimer rule in
1976. I do not know anybody outside of the current Treasury De-
partment staff that thinks that the changes in the disclaimer rule,
especially the one provision that makes it hard to qualify your
diaimer, is soun . People within the Treasury-we have not
heard the basis for their view. They did not state why, when it was
included in the proposals that came out of the Ways and Means
Committee in 1976. It was not even disclosed to Congressmen read-

Sing the report that they were making that.ind of sweeping
change. It was virtually smuggled in, and it is a tremendous
change.

The net effect of the provision I urge be deleted from 2518, if I
can freely characterize, is that it requires you on your deathbed to
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see your lawyer before you see your doctor. It is a shame. A person
who makes a timely disclaimer should be treated as if the provision
disclaimed was never put into the will. It is as simple as that,
England has lived fine with a much broader disclaimer rule even
than what I am proposing.
Virtually all of the things this panel is suggesting about cleaning

up the details of the estate and gift tax law have little or no
revenue at stake. Most of them were suggested earlier by the-
Treasury itself.

Those are the points I would like to conclude with. Thank you
very much.

Senator BYRD. Thank you very much, Mr. Halbach. I want to
thank all four of you.

I think it has been a very interesting discussion. It is certainly a
complicated area.

I have a few questions, then I want to yield to the Senator from
Wyoming. First, I want to say that Senator Nelsori will be here
quite soon. He is very much intersted in this matter.

He had a longstanding commitment in Wiscqnsin last evening.
He is getting the first plane back, and he will be here shortly.

Let me ask you this. I am speaking now of Senator Wallop's
proosal-to permit an unlimited marital deduction. Now, Mr. Hal-
bach,I understood, your explanation reasonably well.

All four of you Have advocated that, have you not?
Mr. EUBANK..Yes, I think all four have.
Mr. HALBACH. Orally or in our statements, yes.
Senator Byw. I have been under the impression that a 50 per-

cent marital deductionzwould be adequate. Capsule, if you will, why
you think that 50 percent is not adequate and why it should go to
unlimited? I know you did it a moment ago. If you could just do it
very-briefly.
Mr. HALBACH. Let me do it in terms 0of traditional interspousal

- behavior.
If I place most of the property that I own in joint tenancy with

my wife, I have made a taxable gift now. To the extent that it is
land, we can disregard that gift, at least temporarily, under section
2515, which creates some problems that in smaller States are worse
than the problems itself. In any event, depending the circum-
stances-on the types of properties involved and, to the extent it is

4 land, on whether I make an election-either all of this joint tenan-
cy property will be included in my -estate for tax purposes or half of
it will with the other half treated as a gift for tax purposes. Thus, I
am accountable for the full value of the properties one way or
another for tax purposes, with the marital deduction probably cov-

;i ering for half their value.
Yet, on my death, the whole of these properties go to my wife, to

be included in full eventually in her estate.
The net result is that the whole value is taxed in her estate after

half was taxed in my estate. She gets an inadequate credit or no
credit at all, depending on how long she outlives me. It is the
doubling up of the tax on what might be called half-interest in that
property that creates the problem.

There are times when there can be a doubling up of the tax on
100 percent of the property involved.
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Z_ Summarily, we cannot solve the problems in the gift tax without

t least a 100-prcent gift tax marital deduction. We cannot solve

,he problem of inequity and harshness that can result from the

V"wron" order of deaths of the spouses without the freedom of

ane that a 100-percent gift tax marital deduction would allow,

-unless you can find some workable way by which you can give a

c100-percent deduction on .gits, up to total of the value of half my

estate, thus allowing estate spliing dur ie. That we have

never figured out how to do, as it is not feasible to track gifts and

to value my whole net estate each year of my life as I report my

gifts on each return.
Thus, we have never been able to give a gift-tax marital deduc-

tion that is actually the equal of the estate tax marital deduction-

7_ which, I emphasize, is 100 percent up to 50 percent of the total

'> ,separate wealth. We have never been able to do that; with the 100

percent marital deduction, either throughout or at least in the gift

I-tax, you would have no problem.
Also, if you think about section 2039, involving employee death

* benefits, most of those death benefit payments go to the surviving

-spouse. Part or all of those benefits may be the result of activities

in which she supported or aided her spouse to earn and accumulate

over their lifetime together.
In those situations we have great complexity in the statute, and

considerable inequity of treatment, especially if the pension or

other right remaining at the first death is not a qualified benefit.

You would not need to draw that difficult, harsh but politically

now "sacred" distinction between qualified and unqualified benefits

if you had 100-percent interspousal exemption-at least as long as

the death benefit went to the spouse,
The point is, the complete exemption of interspousal transfers

offers great simplification and equity. Those two major values are

at stake, and yet the revenue loss is negligible-mostly temporary.

e You see, you already allow a 50-percent marital deduction, Senator

Byrd; you have already given spouses the privilege of equalizing

their estates. That is the main function of the marital deduction,

and that produces already the main tax saving and thus the main

revenue loss.
By allowing a larger marital deduction, is it going to be wise for

a person with a large estate, to give more and thereby to push the

spouse's estate into much higher brackets?

After taking the presently allowed point of equalization, what-

i ever I leave in my taxable estate I save taxes by having it taxed at-

lower brackets than the level at which by further giving I could

add to my wife's estate at my wife's marginal brackets. In other

words, to avoid what we call estate stacking, I will not consciously

take advantage of the incentive that you offer me if I am wealthy.

If someone makes a mistake, however, and leaves the surviving

.spouse too much, at least the change we prose would alleviate

the harsh double-tax penalty of present law. You will have simpli-

fled planning and lessened the penalty for error, and for doing

what obviously comes naturally with joint tenancy. You also would

solve the problems of inter vivos gifts.
Basically, the main revenue loss has already been sustained; it

occurred long ago when Congress gave us the 50-percent marital
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deduction, and then further when you gave us the quarter-million
minimum figure in 1976. Martial gifts larger than already covered
by that minimum or the 50-percent rule are going to be the result
only of mistakes or failures to minimize taxes. They won't be to
avoid taxes. You see, we are not going to consciously plan for that
result. It would give the government more revenue if we did. Some
now do this by error and by planning that is not optimal from a
tax standpoint.

All we want to do by these proposals is to see that, when the
government gets more revenue this way-when we do overquali-
fy-that the taxpayer is not aggravated; what we seek is merely to
take away the double tax. That is the main thing.

Senator BYRD. Your view is*, that an unlimited marital deduction
does not appreciably affect the revenue to the government in the
long run?

Mr. HALBACH. Yes. In the short run, however, it does.
Senator BYRD. As I understand it, let's take an estate of, say,

$500,000. 'The marital deduction would be $250,000 and the estate
tax would be in the first instance on the $250,000 remainder.

Then later on, when this other spouse dies, then there would be
a tax on that $250,000 plus whatever the spouse picked up from the
death of the other spouse.

_ Is that right?
Mr. HALBACH. Well, if we assume that we start with a half-

million estate and I give my wife half of it. Let's say I die and I
give my wife half of it. That would- bring our estate each to the
level of $250,000. I have equalized the estates, because my wife has
$250,000 too. But what we have to do now, in order for my wife not
to pay another tax on the properties on which I have already been
taxed, is that I must refrain from giving that property to her in
any form that will be included in her estate. If I give it to her in a
fashion that will be included in her estate, then the property will
be taxed a second time on her death.

Senator BYRD. If it is not included in her estate, it is not subject
to the marital deduction then?

Mr. HALBACH. That is right, but even if it will be in her estate
the marital deduction does not cover this; any excess over half the
estate in your example. Under the present law, there is no marital
deduction if I give her anything over that $250,000. But if I should
make a mistake and do so anyway, as in the case of joint tenancy
property that passes to her by right of survivorship, or if my will is
outdated-I drew my will when it was wise to leave everything to
her; now, with inflation, the values have gone up.

Remember the $250,000 figure, when you enacted the 1976 act,
was a substantial amount. Today it is a nice home. Pretty soon it is
going to be a garage.

We are getting to the point where, in order to pass to my wife a
reasonable amount, or even in an estate for which I do not think
taxation is serious and so I do not plan for it, I subject to tax in my
estate property that will then go into my wife's estate and be taxed
again.

What we are asking for is, for the people who do not plan so as
to avoid that risk, that you take the double tax off.
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In- fact, Mr. Berall and some other proposals, would go further.
.They would say that if my wife has all our properties in her estate

'When she dies, you should allow an election that would, in essence,
i'ermit her to have half taxed in her estate and retroactvely trow
half back into my estate.

I am not sure that I would urge that we go that far due to the
,-complexities involved for taxpayer and government alike, but at

Least I would urge you to take the double tax burden off spouses
Q Who defectively plan their estates.

That is what we are really talking about, the person who makes
;a perfectly understandable, innocent mistake now gets hit with an

ustiflable double tax.
You see, we wisely lessened the use of the trust as a generation

skipping device in 1976, but your law still requires me to use a
trust to avoid double taxation in my generation. It is a peculiar
Jrony. The trust was formerly used to keep the Government from
gtt ng its tax bite each generation. Now, we still have to use it to

ke~ep the Government from getting a second bite, in a single gen-
,eration, where tax policy does not and should not seek to take that

second bite.
You let me use the trust to avoid the double tax. Of course, you

fdo not say it is against public policy to do so, but with no social
economic or tax policy justification, you penalize the person who

' does not use the trust so as to keep that property out of the
:-:survivor's estate.

- That is basically what I am driving at.

Senator BRnD. I am not sure I understand that. I will have to

' meditate on that. I am not sure I totally understand it.
Mr. Coiwrzw. An example may clarify your $500,000 estate.
SIf the estate is properly planned so $250,000 goes t the surivi

spouse and the balance is left in a trust where she gets only the
income for life--or perhaps gets nothing and then it goes to the

t children so that it will not be included as a p art of her estate- W
-end up with two taxable $250,000 estates. This a _ames no appre-
ciation, that everything stays constant.

The tax, at 1981 rates, would be slightly under $24,000 on each
estate or a total of $48,000.

Now, if we follow this unlimited marital and you actually use the
f ,lin-ite. marital and you pass the whole $500,000 to the survivin

t -spouse, we would have no tax at the first death. But at the second
-death, there would be a $500,000 estate on which the tax would be
$108,000.

So that you can see that the difference is about $60,000 more tax
to the Government. If somebody took full advantage of the marital,
even if somebody under that rule would have left $175,000 so it

.would not be taxable, we would reduce that extra $60,000 by
- $47,000. There would still be $13,000 more overall tax to the Gov-

erinent on both deaths as a result of the unlimited marital, even
_in an estate as small as $500,000, so that the Government loses
$24,000 on the first death but picks up that $24,000 plus an addi-

etional $13,000 on the second death, I think that would more than
K"Offset any interest charge on that deferral.

If the arithmetic is followed, and the Senator will study this,
there is an inescapable conclusion that there really should be no
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loss to the Government other than in the situation under today's
law where somebody is just ill-advised and makes a mistake.

Mr. HALBACH. If the individual makes a mistake today, and even
with an unlimited marital deduction, pushing the property all into
one estate. But what happens now, and what we would seek to
avoid by a full marital deduction, is that you also pay tax on the
first death, and that really aggravates the problem. With an unlim-
ited marital deduction, at least you get rid of the tax on the first
estate. Most people would not take advantage of it, but if they did
by mistake, the penalty would not be as extraordinary as it is
under the present law.

Mr. BFRALL. Three other points which should be mentioned here,
in summarizing the points that Mr. Halbach and Mr. Cornfeld Just
made, are that, first of all, an unlimited marital deduction, like
any marital deduction, is not a real deduction but a postponement
of the tax. The Government will pick up this tax in the same
generation, at the death of the surviving spouse.

Second-and aain, I am talking about the quantitative expan-
sion of the marital deduction-the unlimited marital deduction will
go a long way to bringing the tax system into line with what most
people seem to want, particularly people who have moderate-sized
estates. They want to leave everything to the spouse. If we let them
do that with an unlimited marital deduction, we may be postpon-
ing tax but stacking the surviver's estate into higher brackets. But
at least we are conforming the tax laws as to what most of our
clients in the lower brackets seem to want.

The third point I want to make has to do with the qualitative
marital deduction. Perhaps I feel more strongly than other mem-
bers of this panel, that it must accompany the unlimited quantita-
tive expansion. That is not going to cause the Government ony
great loss in revenue, although you are still postponing the marital
deduction, but what you are permitting is that the person who has
subsequent marriages-and today, we-find that maybe one out of
two marriages end in divorce rather than death and people do
remarry-these Reople should be able to protect the children of
their first mare while obtaining a marital deduction. There
should be some flexibility here in estate planning to allow elections
after death, if they want the unlimited marital and want the
marital to apply to just a life estate.

These can al be put into the tax law without causing major
revenue losses and without causing great complexity but they will
allow more flexibility for people.

Senator BYRD. The great reason, as I see it, for a change in the
present estate tax law is what you mentioned about a home.

Now, the price of a house has gotten so great now, and it is going
up all the time because of inflation. In the example I developed, at
a 9 percent inflation rate, a $70,000 house today would be valued at
$421,000 20 years from now. Twenty years is not very long, really.

And if a person died owning a home, and $100,000 in other
assets, that is $521,000 on which the widow would have to pay a
tax.

And I would assume that most families would have to sell the
house in order to be able to pay the tax, and if you sell the house,
you have a capital gains tax on it.

F - __
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If you sell it 2 or 3 years later, something like that.
Mr. EuBANK. I think you have hit the nail on the had, Senator.

---It is that kind of problem that led you to focus on rate reductions
and a substantial increase in the unified credit.

lz Already people are hitting those situations. That house has not

?appreciated that much yet, but we can see it happening. We can
Ssee it is right around the corner, and it takes time to get new bills

-through, and the time to start is now.
i Senator BYRD. Well, one other question about Senator Wallop's

bill. He propoed to increase the annual gift tax exclusion from

k Mr. Halbach opposes that, as I gather. The other three of you
approve it, except you would take it up to $10,000?

Mr. BERALL. I would advise that, Senator, m light of inflation,
but I would also stress that Mr. Cornfeld and Mr. Halbach pointed

out that the transfer for consumption problem should be taken out
IFof the ambit of the gift tax laws.

And college tuition at high cost colleges of about $9,000 a year
should not be a transfer that requires a gift tax return to be filed,
ora gift tax paid.

Senator BY"D. Are you saying if a parent today sends his 18-year-

,--old or 19-year-old daughter or son to Harvard, Yale, what have
you, at $9,000 tuition, then the parent owes a gift tax on paying
that tuition?

Mr. EUBANK. Apparently that is the law in many States. Under
!Vthe Federal laws that is so because that child is now an adult in
" most States and under the laws of most States, the parent owes no

legal obligation to support an adult child.
So if the parent pays those expenses or gives the money to the
child for those expenses, apparently that is a gift.

.7 Senator BYRD. That does not seem very reasonable to me.
Mr. CORNPEW. Or to us.
-Mr. HABACH. I am concerned about the same problem. My point

of disagreement is that I believe we can and should deal with this

problem by expressly exempting transfers for education and con-
- gumption. That would also take care of supporting an elderly
parent and all kinds of other situations.

The reason I hesitate to see an enlarged annual exclusion is that

it then becomes so broadly usable even beyond the purpose you are
discussing, to the point where it is a means of transference of
wealth, not of support, not for need, but really transferring large
amounts of wealth tax free.

If you want to give relief there, I would rather see you exclude
such transfers than to see you put in an enlarged exemption for

gifts generally, the latter requires me to go after that special
privilege during my lifetime but doesn't allow the tax break to

- those who can't or don't give wealth away until later. That is my
main concern. .
I have no hesitation at all in saying that we needto some-

Sthing to liberalize the opportunity to give money for consumption.,
education, support, and that sort of thing. It is only the significant
enlargement of the transferee's estate through tax-free channels
that I was concerned about.
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The goal of the annual exclusion was to keep the Internal Reve-
nue Service out from under the Christmas tree. I think $3,000, now
enlarged by gift-splitting is adequate for the purpose-even on d
wedding you have two donees, not one. If you are having a wed-
ding, you have a son and daughter-in-law, or a daughter and son-in-
-law; that means $12,000 my wife and I could give the couple

C without even blinking an eye.
Now, if I were to plan carefully, even if I want to give them a

$20,000 automobile, I can give them half at Christmastime and half
after the first of the year.

There are a lot of possibilities to accomplish reasonable objec-
tives without opening this thing up too widely. That is what I
sought to avoid by emphasizing an exception for consumption and

K education rather than a direct enlargement of the annual exclu-
sion.

Senator BYRD. The $3,000, as I recall it, goes back to about 1942.
Mr. HALBACH. 1942.
Senator BYRD. It goes to the value of the dollar in 1942 and 1980.

It is considerably different.
Mr. EUBANK. Senator, we are all in agreement that something

needs to be done with this gift tax exclusion. We do have a differ-
ence as to what ought to be done.

We are all in agreement that it ought to be liberalized. Ed
Halbach said the $3,000 amount should not be changed, but the
problems should be taken care of through a gift-for-consumption
approach.

I guess I am at the other extreme. I suggested simply a dollar
increase to something above $6,000. I have suggested about $10,000
without any gift-for-consumption exception, which I think would be
fairly complicated. The exception would probably be workable, but
a $10,000 exclusion would be a lot simpler.

That is the reason I took my approach.
Senator BYRD. I guess most 19- or 18- or-20-year-olds except those

who are out working on their own, they are either in college with
the parents paying the tuition or they are living at home, and I
guess technically, under the present laws you have to charge them
for rent, for food and for everything else.

Mr. EUBANK. Certainly that is unclear.
Mr. HALBACH. It is at least arguable.
Senator Bnw. Senator Wallop.
Senator WALwP. Thank you, Mr. Chairman. I have only a few

questions and I really wish in many respects that I could sit here
and listen to-you gentlemen all day because it's a very informative
panel.

I gather when anybody talks of the existence of either gift taxes
or inheritance taxes that most people really don't view that from a
revenue standpoint. Is that a fair characterization?

Mr. HALBAcH. I think so. As a matter of fact, even the econo-
mists most favorable to these taxes say that if you're after revenue,
this is a very clumsy and wasteful way to get it.

Senator WALLOP. So that in theory it exists for a social purpose
and for others, because they're afraid to say that they don't ap-
prove of that social service.
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If it is primarily a matter of social purpose, Mr. Halbach, with
-- ,regards to the gift tax exclusion, any kind of diffusionary giving
such as you've mentioned, where you could give away UP to

$100,000 a year if you had enough generations down there, wouldn't
that be achieving the social purpose? In other words, you are not
passing on any huge family economic power by spreading $3,000
ifa through the dozens of generations.

Mr. HALBACH. Well, in a way that's true. On the other hand you
-can say the same thing about enlarging the exemption at death,

which I would prefer if you feel we can afford to move in that

direction. The thing that I'm troubled about is giving that benefit
only to the people who undertake an extensive gift program during
-their lifetime.

I think for example it's very difficult-
Senator Wallop. It isn't really a benefit, though, m terms Of

trying to maintain an estate, which is at least part of what we're

seeking to do here by these proposals e
Mr. ALBACH. Well, in the example I u earner i youenlarg

' -,this exclusion to the point where I can give away WO,000 a year
and if I do that over a 10-year period, even without compounding
that's $4 million. My point is that I don't know see why I should
get that benefit when you, who don't undertake such a gift pro-
gram would not get the benefit of a proposed- liberalization. The
benefits will be entirely for the very wealthy. I don't see why that
money-shouldn't be used to enlarge the transfer tax exemption for

The reason a particular person may feel unable to take advan-
tage of the opportunity you propose may be because he or she has

an unincorporated farm and it's not so easy to give that away in a-
I practical way, especially to minor donees.

Thus, I think you invite the relief to go the wrong way with an

y enlarged gift tax exemption.
Senator WAwp. I have a hard time seeing that, as relief in

terms of the ultimate effect of what it does. But if all of these

proposals are basically designed to achieve a social purpose, one of
-the so-called social purposes of the country has been to avoid urban

sprawl. One of the so-called social purposes of the country is to
maintain the productive farmland in production as long as we can,

not so much for the families but for the future of the country.
What happens now, and one of the reasons that my bill focuses a

little more on agriculture than on general taxes, though I under-
stand the eui.ty that you're taking about, is that people are forced

i |t subiviing agricultural lands as a means of setting estte
simply bythe fact that there is no other way. Either they sell the
whole farm or somebody else does it.

.- That was one of the reasons that ay focus went, as well as small
businesses, to the agricultural purposes. It tries to satisfy another
national social purpose and g=, that is, to find some means of not
running oontray to what is otherwise the national policy. Some-
thing that I believe in very greatly is that the country really can
no longer afford to force the subdivision of agriculture.

SCoud you comment on that, any of you?
Mr. H7IZC. I would only say, I think that such a goal was

4- better pursued under the Town and Country Planning Act in Ent-
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land than it would be to do it in the relatively selective way that's
involved here. I'm not sympathetic to the special problem involved
here, but what troubles me again is the selective way in which this
relief is offered. If a person doesn't have a family member interest-
ed in farming, I would still think it would be important if you
really want to keep that land in farming, to make your subsidies
broad enough so that another purchaser with a family farm inter-
est could reach it.

That's the trouble I have, you see, with doing it through the
estate tax rather than some more general subsidy.

Mr. EUBANK. Senator Wallop, let me comment also on that. I
think your point is well taken that there are special problems and
special needs in the case of farms. One of the things that struck me
as I prepared for today is that some of these things exist in the
case of other estates, too. Take for example, a closely held business
that's not based on real estate; many of the same very consider-
ations exist there.

The most acute problems, though, exist in the case of a farm.
Senator WALLOP. And I would agree with you, and still do in

many respects up until about 3 weeks ago when you start seeing
interest rates the way they are now. Nobody can borrow enough
money to keep the family drug store in business long enough to
satisfy an inheritance tax.
Mr. EUBANK. And the problem extends to the personal residence,

as Senator Byrd was talking about. It's going across the board, and
that's what led me to start with the idea of a reexamination of the
rate and credit system. Then we can turn to special situations and
special needs later.

Senator WALOP. In light of that, Mr. Eubank, would you keep
the 70-percent maximum?

Mr. EUBANK. I address that in my prepared remarks. That is a
difficult one. I think it needs reexamination from time to time. I
personally believe that the estate tax ought to be very heavy in the
case of the very large estates because of the social concerns, but
what is a very large estate? I think that's what varies from time to
time.

It used to be, if you go back long enough, that a $2 million estate
was enormous. It's still a lot, but we reach the maximum now at $5
million, and I think that that needs reconsideration. It may be that
Congress would think that it ought to be left there. It may be that
the magic number ought to be somewhat higher than that.

Senator WALLOP. Mr. Chairman, that satisfies me, I ma have
some written questions after I've had a chance to review all your
testimony. If that's all right, I would like to be able to ask for your
cooperation.

Mr. EUBANK. We'd be happy to respond to any additional ques-
tions.

Senator BumD. Before this panel leaves and we have another
panel, I don't know whether you commented specifically on two
pieces of legislation introduced by Senator Nelson. Both of these
grew out of recommendations by the White House Conference on
Small Business. Incidentally, one reason for this meeting today is

Y, to consider some of the proposals made by the White House Confer-
ence on Small Business.
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Now S. 1825, introduced by Senators Nelson, Pell, Roth, Cranston

and Packwood, would not establish a permanent mechanism for

adjusting the estate tax exemption for inflation? However, it would

increase the exemption for 1979, 1980, and 1981 to account for

inflation since 1976. So that in effect would be, I guess, an indexing

for that period of time.
Now the second proposal, S. 2220, introduced by Senators Nelson,

Baucus, Heinz, and Stewart, would increase the exemption to

$500,000 for certain family-owned businesses.
Do any members of the panel have comments on either of those

or both?
Mr. EUBANK. I might make a brief comment here. I can see the

need and the pressure for that kind of relief involving farms and

family businesses. This would be a new kind of increase, with a

$500,000 ceiling on it.
My first answer is that we need a general rate reduction, and

then we can start looking at problems like those new reliefs. There

are needs for new reliefs, but there are problems with that kind of

approach. It's another inroad into a general rule of estate tax

valuation on the basis of fair market value. We've already got

inroads into that, and there is pressure for more inroads.

The purist in me says that we ought to try to resist those

inroads. On the other hand, the practical in me says that some

need relief and some may have to get it that way.
I wonder if that's the best way to give them the relief, and I

suggest we look at this special relief after a general rate reduction,

or in conjunction with it.
Mr. BERALL. I think, Senator, thtt a procedure which I might,

with all due respect to the committee, suggest concerning the

amendment of the estate and gift tax laws is that you consider

putting these bills together into an omnibus bill which would con-

tain the general rate reduction and the increase in the exemption

which are nontechnical provisions with the most widespread effect -

on the country. Then flush out the bill with a great many of the

technical suggestions that we have made in our various submis-

sions here, particularly in the area of the marital deduction and

the expansion and liberalization of the extended pay-out rules

which are beneficial not just to the farms but to small closely held

businesses and other illiquid estates.
And I think that this comprehensive revision in bill form is

something that could be looked at very carefully as it goes through

the Congress. Whether you try to put it on to a bill coming over

from the Ways and Means Committee or whether you try to have

it originate there is a matter of procedure that obviously the Con-

gress has to decide. But I think you really do need, comprehensive
revision of the estate and gift tax laws along the lines we discussed

and starting-I agree with Mr. Eubank-with the rate reductions

and possibly even raising the rates in the estates over $10 million

above 70 percent because of the social pu roses of the estate tax.

Then I think once you ve done that and. you've raised the ex-

emption, you continue looking at the marital deduction and the

other technical provisions, as you put this comprehensive revision

together.

63-769 0 - 80 - 10
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Senator BYRD. In other-words, it's suggested that possibly the two
proposals of Senator Nelson, or at least one of those, and I don't
suppose you'd necessarily want both, and the proposal of Senator
Wallop could be meshed into one and in the meshing process take
into consideration a change in the rates?

Mr. EUBANK. Exactly.
Senator BYRD. Thank you gentlemen very much. It's been a very

worthwhile discussion, very helpful to the committee. The commit-
tee is appreciative for each of you being here.

[The prepared statements of the preceding panel follow. Oral
testimony continues on p. 224.]

SUMMARY O STATEMENT BY J. THOMAS EUBANK

[This statement is made by me as-an individual and not as a representative of any
firm or organization. I am engaged in the private practice of law at 3000 One Shell
Plaza, Houston, Texas 77002.]

I start with two central themes: the difficulty all taxpayers are having in paying
estate taxes, not only as to farms and other family businesses but as to all proper-
ties; and the difficulties most taxpayers are having in complying with the tax laws

K and the need for simplification.
1. The rates and inflation.-The effect of inflation and pro.essive estate tax rates

is examined. Alarming estate tax increases are found, even if allowance is made for
the decreased values of dollars used to pay the taxes. This is especially true for
estates around $260,000 in value. Many estates exempted from tax in 1976 are now

subject to tax because of inflation.
.The rates and special use valuations.-Needs and pressures exist for more relief

as to farms and other faziiily businesses; but many of the reasons for relief apply
also to all estates. Those needs and pressures signal generally that estate tax rates
are too high for everyone. Special problems remaining as to farms and other family
businesses after a general rate reduction should be determined and considered.

. The rates and the fundamental purposes of estate and gift taxes.-Those funda-
mental purposes are to tax the very wealthy very heavily because of social and
economic concerns. They do not apply today in the case of a $500,000 estate or even
one of $1,000,000 or $2,000,000. Estate taxes affect the viability of our private sector
economy and should be reconsidered in the light of fundamental purposes.

y 4. The outline of a basic proposal.-(a) Increase the unified credit to an exemption
equivalent of $500,000. Thereafter, start rates at about 26 percent, increasing slowly
to about 35 percent at $2,500,000. (b) Revise and rethink special use valuations. (c)
Merge .and liberalize the two provisions enabling a deferral of the estate tax as a
matter of right. (d) Change the section regarding stock exemptions to pay estate
taxes, to its form before the 1976 Act. (e) Libermlze the rates of interest on estate
tax deferrals. (f0 Increase the gift tax annual exclusion to $10,000.

5. Keeping in mind some 1976 tax increases.-When considering rate reductions
and a unified credit increase, keep in mind that the unified transfer system adopted
in 1976 had the effect of substantially increasing taxes for many taxpayers.

6. An unlimited marital deduction.-This is an old idea, whose time has come,
S partly because of social concerns. Free transferability between husband and wife
would enable many individuals to give legal effect to their basic feeling of marital

partnership and morality. It would offer a temporary solution in the case of farms
and other family businesses, when one spouse dies. No revenue loss should occur in
the long run. Massive simplification would result.

7. Additional proposals.-(a) Simplify the orphan's deduction or repeal it. (b)
Amend the disclaimer provision to follow the 1974 American Bar Association pro-

_--posal or the 1968 American Law Institute proposal. (c) Solve some troublesome
problems with the statute of limitations that resulted unexpectedly from the unified

7 transfer system and the new generation-skipping transfer tax. (d) Delete most of the
provision regarding transfers within three years of death. (e) Prepare to correct, at

- some date in the future, numerous problems under the new generationikipping
transfer tax.

•PtAR_ STATrmNT or J. THoMAS EUBANK -

I n preparation for today, I talked with a number of lawyers from coast to coast,
askin them about important reforms needed in federal laws-pertaining to estate

i and gift taxes and related income taxes. Answers I heard often involve farms and
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other family busineesspca use evaluations, and estate tax deferrals. Although

the points were specific and sometimes technical, a central theme underlying most

Of wh at I heard i that severe difficulties are being encountered in paying estate

taxes, as they become due or, if Aeferred or financed, when installment become

due. It soon became apparent that this central theme is not confined to estates
consisting rimaly of farms and other family businesses, but instead extends

increasingly among all estates now taxable under the federal laws.

Another central theme I heard involves complexity and difficulty in complying

with the tax laws in spite of all reasonable efforts to comply.

The estate and gift taxes have unusual features when compared to other taxes.

They produce only about $5 billion a year, less than the excise taxes on alcohol and

tobacco. Yet, they generate enormous problems and concerns among taxpayers. This

is because of the crucial and often devastating effect they have on the family,

coming as they do unpredictably on the death of a member when the family is often

at its weakest, Psycho;ogcally and financially. Moreover, from a national viewpoint,

the estate and g-.if taxes constitute a substantial tax on capital in the private sector

economy, aggravating problems there having to do with the economic strength and

productivity of this nation. These effects are the reasons why .Congress. and the

taxpayers have had, and will continue to have, such concern and interest as to these

particular taxes.
A subject I emphasize today thus has to do with the estate and gift tax rates. An

encouraging feature of this subject is that it leads to the possibility of simplifying

the laws and enhancing both compliance and enforcement connected with the laws.

1. The rams and inflation.-First, I approach the subject of rates with inflation in

mind. Every member of Congress doubts is acutely aware of income tax increases

produced automatically by the high rate of inflation experienced in recent years, as

it triggers the high ive rates. It may be that some in Congress have not

yet focused on the same penomenon in the case of estate and gift taxes. Estate and

Orft taxes are increasing too, even when measured in constant dollars, as a result of
inflation and p ive rates. "...

Attached to t statement is Appendix A, which graphically illustrates this tax

increase. There I have included a $260,000 estate on january 1, 1977, when the

current rates became effective, and have looked at the same estate seven years later

on January-1, 1984. If one assumes that the inflationary rate during each of these

seven years is 10% and that no change in value has occurred except an Increase

commensurate with inflation, that $250,000 estate will be a $500,000 estate at 1984

with no real increase in value. The tax on that estate will increase from $23,800 in

1977 to $108,800 in 1984. To produce an accurate measure of the effect of inflation

alone, a unified credit of $47,000 has been used in all calculations, even though the

credit was less than in 1977. Some would note, however, that because of infation,

the tax in 1984 is payable in rifty-cent dollars when compared with the tax in 1977.

Thus, to measure the tax increase in constant 1977 dollars, the , tax has

been halved in Apnd A to $4,400. The tax increase in constant dollars is thus

from $23,800 to $,400, which is, most would agree, an alarming increase that

Congress probably did not intend in 1976 when it enacted the present rates.

In A p i A, I have been shown similar calculations for 1977 estates ranging

from $5,000 in value to $2,600,000 in value. An interesting pattern develops. th

( constant 1977 dollars, the tax increase for a $2,500,000 estate is 28 percent. This

percentage tax increase drops as the estate size is lowered, until it reaches"22

percent or 1977 estates of $1,250,000 and $1,500,000. Then it starts increasing

dramatically as the estate size is lowered further. In the case of a 1977 estate of

000,etheprcntage increase is 37 percent. In the case of a 1977 estate of

22660000, the percentage increase is an alarming 129 percentage. Stated differently,

the tax on the estate increases from 10 percent of the estate to 22 percent of the

estate, without any real increase in the size of the estate.

Appendix A leads to several important conclusions. One of the combination of

inflation and rate progressivity creates problems calling for downward adjustments

in rates throughout the schedule, if the basic level of taxation set in 19T6 is to be

maintained. Second the unified credit that will reach $47,000 in 1981 is in need of

adjustment upwAr because its static character relative to inflation and rate

Progressivity is what producers the dramatic increases at the lower end. Third, the

heed for adustments is greatest in the case of estates shown at the lower enda

especially, estates between $175,625 and about $M,000. Four, inflation has ha

and inr as ly will have the effect of moving many 1977 nontaxable estates, those

below $175,62, into the taxable category, this taxing a great number of estates

' Cngesdidfot intend in 19 7 to ta.
In 1976 Congress laudibly exempted estates between $,000 and $175,625 from

the estate tax process. There was no need to subject those estates to the tax and to
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the expenses, delays, and uncertainties inherent in the estate tax process. This
major improvement will be largely lost by 1984 unless adjustments are made, for a
1977 estate of $88,000 will otherwise have entered the taxable category by 1984
under the assumptions used in Appendix A.

Periodic adjustments in the rates and the unified credit thus are essential. The
time to start the legislative process is now. We are now about halfway through the
seven-year period. There is, of course, no reason to await the end of the period,
which is only illustrative. We know that the need has already arisen, especially
with a 18 percent rate of inflation last year and one that may be even higher this
year.

When calling for periodic adjustments, I am assuming that Congress is not willing
now to index the unified credit and either values or the rates. Indexing in one area,
of course, would generate pressure to index throughout the tax system. If that
aimumption is wrong, then indexing should be considered as a more precise alterna-
tive to periodic austments.

2. Mhe rates and special use valuations. -Second, I approach the subject of rates
with special use valuation in mind. In doing so, I focus on how the purposes and
problems which led Congress in 1976 to enact section 2032A now lead to a number
of changes, including a reduction in estate tax rates and an increase in the unified
credit.

The reasons given for enacting section 2032A include these from a 1976 committee

or committee believes that, when land is actually used for farming purposes or
in other closely- held businesses (both before and after the decedent's death), it is
i iatw to value the land on the basis of its potential "highest and best use"

-e *since it is desirable to encourage the continued use of property for
i and other small business purposes. Valuation on the basis of highest and

best use, rather than actual use, may result in the imposition of substantially
_hlpe estate taxes. In some case the greater estate tax burden makes continu-
ation of farming, or the closely held business activities, not feasible because the
income potential from these activities is insufficient to service extended tax pay-
ments or loans obtained to pay the tax. Thus, the heirs may be forced to sell the
land for development purposes. Also, where the valuation of land reflects specula.
tion to such a degree that the price of the land does not bear a reasonable relation.
ship to its earning capacity, your committee believes it unreasonable to require that
this "speculative value" be included in an estate with respect to land devoted to
farming or closely held businesses.

Another reason that could have been given is based on the unity concept. The sale
of some of a farm or other family business to pay the tax often is not feasible
because the remskinh- portion would not be a viable economic unit, thus necessitat-
i a sale of all rather than just a part of the unit if any sale must be made.
Whereas, in the case of marketable securities, it is often feasible to sell some of the
holdings topay the tax and to keep the balance.

How is secton 2032A working?n some instances, it is working so as to grant
substantial relief. In others where relief was intended, it is working slightly or not
at all. In those instances not within the ambit of the section but with many of the
same problems, it is, of course, working not at all. Overall, it is working spasmodi-
ceally and with great unevenness. Only temporary regulations are available, and
those cover only three areas among many. Many estates which have elected to use
section 2032A have found their reductions in value denied or delayed because of
administrative problems. One such problem arises when the practice in a given area
is to lease farm land on a cropeharing basis rather than for cash. The Internal
Revenue Service apparently is taking the poition that capitalization based on cash
rentals under section 2032A Is not available in those areas, because cropahanng
cannot be equated to dollars in order to determine the average annual gross cash
rental for comparable land used for farming purposes and located in the locality
where the decedent's farm is located. Some of these problems are addressed in bills
before this Congress, such as S. 1984 and 2220, which include expansions of the
valuation relief now existing.

Reductions in value as to farms ha a determinable cash rental are as much as
70 percent below fair market value. In=thosintances, the section is working so as
to grant substantial relief.

Reductions in value, as to farms not having a determinable cash rental, for
example those in an area where crop-sharing rentals are prevalent, are either non-
estet or very slight The indications are that under the five factor formula set
forth in section 2082A(eX8), no reduction is possible as a practical matter in many
instances, while some believe that reductions not exceeding 20 percent may be
possible in some instance
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" Family business other than farms can receive no valuation reduction except

under the five factor formula. As indicated, any reduction there is non-existent or

?very slight.
We must not forget the many estates which need relief and come within much of

narrow confines of that section. There are the near-miss estates, which almost

the general rationale behind section 2032A, but which do not come within the

qualify but fail slightly, as well as other family businesses which section 2032A

simply is not intended to cover. Many of the reasons for section 2032A are applica-

ble also in the case of near-miss estates and other family businesses.

Also, there are the estates primarily consisting of marketable securities. Why

should an estate with a farm or other family business be preferred in the tax laws

over an estate with neither but with marketable securities in the business corpora-

tions of this nation? The importance of holdings in these securities must not be

L-i " overlooked if we are to have a private section economy adequate for the needs and

growth of this country. In view of the problems noted above as to farms and other

family businesses, my question thus becomes whether some relief to some extent is

not needed in the case of other properties, such as marketable securities. After all,

some of the reasons noted above are applicable also in the case of marketable

securities. First, it is desirable to encourage the continued ownership oflnarketable

securities in the private sector. Taxing them transfers a portion to the public sector,

where that portion is spent and dispersed in a manner which does not result in a

return of all of that portion to private sector capital. This reduction in private

sector capital can be made up only by productive increases in private sector capital
or by infusions of after-tax income int private sector capital; and that is not

occurring now as much as the nation needs. There is a widely-recognized shortage of

private sector capital, which has led to a decline of our nation's productivity.

]Seond, some marketable securities, like some farms, have low income potential

that is insufficient to service extended tax payments or loans obtained to pay the

tax.
Strong needs and pressures thus exist to clean up, and even to expand the ambit

- of, section 2032A so as to solve problems and to produce more evenness and fairness.

These needs and pressures signal generally that estate taxes are too high.. The

Answer isfirst to reduce the estate tax rates and to increase the unified credit as to

all taxpayers. In conjunction with and in the light of the reduced estate tax rates

and an increased unified credit, the entire package of relief provisions for special

situations should be re-examined to determine the manner and extent of relief still

needed under the reduced rates and an increased unified credit. That reexamination

should include not only special use valuations under section 2032A, but tax defer-

rals under sections 6166 and 6166A, limited exemptions under section 303 from

dividend treatment, and low interest under section 66ol. An important opportunity

may exist here to simplify the laws and to enhance both compliance and enforce-

ment connected with the laws.
J. The rates and the fundamental purposes of estate and gift taxes.-Third, I

approach the subject of rates with the fundamental purposes of estate and gift taxes

in mind.
Although it is clear that the estate and gift tax laws were never intended

primarily to produce revenue, the legislative history of those laws includes only

sparse statements of fundamental purposes. At an American Assembly program

during December of 1976 on "Death, Taxes, and Family Property," those purposes

were examined in depth, and this summary was published:
Americans who acquire and hold property express themselves in the way they

deal with it: using it, spending it, saving it, giving it away. The social order around

us tends to honor our choices on the basic theory that private decision making is

better than public control. To hold pioert and to have wide discretion over it are

closely associated with our concepts of freedom.
One's property rights, however, are not absolute and accommodations must be

made to the interests of others in society. Care must be taken that wealth does not

give rise to excessive power-that is, the power unduly to limit economic oppor-

- tunity or to govern the lives of others.
One aspect of private property, and a traditional area of free choice, has occupied

this Assembly's attention: the right of succession and the freedom to dispose of

property during life and at death. The Assembly has examined the extent to which

that right and that freedom should exist or be limited.
Intervention by society is justified t curtailharmful concentration and perpetua-

tion of economic power. In addition, freedom of testation may, be regulated so that

property is not given to persons or in forms that are believed unfair to family

members or otherwise socially undesirable.
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SOM BASIC PRZMISU

Much of the law of succession has origins in the past, some of which are no longer
comp lling or relevant.

e are concerned that much of today's law and even some recent legislation
including tax legislation has developed without adequate analysis of fundamental
reasons for or against public intervention.

Our systems of wealth transfer can be appreciated, or property altered, only after
their premises, structures and procedures have been s!ubjected to philosophical
inquiry, testing them against economic, social and political values of today. The
Assenby has attempted that, with particular emphasis on the transfer of substan-
tial wealth from one generation to another.

The institution of succession serves a variety of values cherished by a free society.
These include reinforcement of family ties and responsibilities, economic and social
pluralism, and encouragement or private philanthropy to improve the quality of

0AI.

At the same time transfers of substantial wealth tend to conflict with other basic
social values, including equality of opportunity, dispersal of economic power, reward
according to merit, and avoidance of rigid class distinctions.

Perhaps at a more fundamental level, the institution of succession is a proper
response of society to elemental motives, ranging from concern for one's immediate
family to a desire to extend one's person alty beyond death. In fact, established
patterns of inheritence may be the least objectionable means of deciding property
ownership on a person's death.

Excessive unearned wealth, however, may arouse deepeeated resentment, and
possibly alienation from society, over someone's "getting something for nothing "

Examined from an economic perspective, the right to transfer wealth has the
positive vues of fosterig incentives in the form of rewarding industry, ingenuity

and creativity, encouraging capital formation through saving and investment, per-
mitting continuity of on-going enterprise, and supporting diversity in priorities. In
addition, such transfers are, indeed, often justified by significant, if but not always
evident, economic contributions by those who receive them.

There also may be adverse economic implications in permitting significant wealth
transfers, including loss of potential tax revenues, tolerance of continuing concen-
trations of economic power, inefficiency i investment resource allocation and re-
duced incentives to productivity among heirs.

It should be noted that there was not in this Assembly, any more than there is in
American society as a whole, a consensus concerning the amount of individual
wealth to be considered objectionable when one weighs the particular positive and
negative qualities enumerated here. It was frequently suggested that the impact of
those qualities may vary considerably depending upon the character and dispersion
of the Wealth transfers involved. It would appear that limitations on wealth trans-
mission ultimately will be set by political judgments rather than solely by a process
of reasoning and loc.

TAXATION OF WEALTH TRANSMRS

There will continue to be a call for the relatively modest revenues generated by
transferred taxes but a realistic assessment of the justification for these taxes must
focus on their role in redistribution of wealth. This fact, however, does not lead us
to a conclusion that the goal of redistribution, in light of other relevant social az,
economic considerations, now justifies either an increase or a decrease in the
present levels of death and gift taxation.

Three years of changes since that summary, the ravages of inflation, and further
thought about those fundamental purposes have all led this participant in that
American Assembly program to the conclusion today that fundamental purposes
and consideration justify, and require, a decrease in many of the present levels of
estate and gift taxation.

The fundamental purposes of the estate and gift tax laws are to tax the very
wealthy very heavily, to limit undue concentrations of wealth and power in a few,
to break up those concentrations, and to enhance equality of opportunity. Without
doubt, those purposes apply today with respect to very large estates. The high nest
estate tax bracket, 70 percent, is reached at $5,000,000 today. Whether the highest
bracket should be reached at $5,000,000 today is a question worthy of consideration;
but the very large estates are not my concern today. The more modest est are
my concern.

view of the fundamental iurpoes of the estate and gift laws, which I believe
have been neither stated well in legislative histories nor observed well when laws
were written, I now ask whether it is proper to tax a $500,000 estate very much.
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What about a $1n000000 estate or even a $2,000,000 estate? Are those really concen-

trations of wealiK and power that we want to break up significantly? Are not those

holdings the very backbone of the private sector economy that we wish to preserve.

because they are large enough to include significant investment capital needed in

the private sector economy. but not large enough to create undue social problems?

Comparatively, estates below $250,000 in value typically consist largely of personid
ch as residences, housed goods rsonal effects, automobiles, and boats,astsuh a-rsdncs shol good, per

and are woefully short of investment capital. Because of these differences in the

nature of asset depending on estate size, our estate tax laws have tended in the

aggregate to hit investment capital harder and personal assets easier. Exceptions in

the income tax laws for residences indicate the same is true there to an extent. A

nation wanting to be stronger economically would .. asfavor investment capital,

especially when there is a shortage of investment capital. The concern Congress

dressed in 1976 about farms and their productivity for the nation should be

expanded to include a concern for all productive investment capital, which our
nation needs so much.

As we all know, the estate tax procFss is complicated and costly. Experts are

required to plan an estate properFy before it goes through the process and to

administer one properly during the process. Moreover, the process requires IRS

personnel and money. Does all this on balance contribute anything to the national

good in the case of a $500,000 estate? None that I can see, and none according to

most of my colleagues from coast to coast who make their living as the experts

planning and administering estates.
For too long we have had estate and gift tax rates that tax too many estates too

much, without regard to why they are being taxed at the assessed rate and whether

the tax is falling too heavily on investment capital. The fundamental purposes of

estate and gift taxes call for reduced rates at all levels except the highest, and they

call for a increased unified credit.
4 4. The outline of a basic proposaL-(a) Rate reductions and a unified credit

increase: Below, when discussing new rates specifically, I focus on estates below

$5,000.000 in value. It has been necessary, however, to assume a top rate and a top

amount for that purpose. The top rate and amount under the proposal have been

left as they are now, 70 percent on aniounts above $5,000,000.

This does not mean that the top rate and amount should be left as they are now,

a subject not emphasized in this statement. Under the idea that a very large estate

should be taxed very heavily, is a very large estate one in excess of $5,000,000,

$10,000,000, or what? Obviously, this amount should be reconsidered from time to

time as conditions and thinking change.
At least in the light of inflation, ifnota consderaoneof ial formation

requirements, the top amount could be increased. If that is done, it could affect my

proposed rates on amounts below $5,000,000. I should mention that my proP sed

rates on amounts below $5,000,000 would reduce taxes on the first $5,000,000 of a

very large estate, but not .on amounts-above that.
At the other end of estate sizes, namely, the smaller taxable estates, the exemp-

tion equivalent of $176,625, produced by the $47,000 unified credit, should be at least

doubled to $350,000. Inflation alone will soon require that. An increase to $500,000

would be justified because the fundamental purposes of estate and gift taxes simply

do not make much sense today in the case of a $O0,000 estate.
What should be done between $500,000 and $5,000,000? My suggestion is that

rates above $50,000 start at a lower rate than today, say about 25 percent, and that

they increase very modestly to about 35 percent until a certain estate size is

reached, after which the rates would increase sharply as they move to 70 percent at

the $500,000,000 level. What that certain estate size should be is difficult to deter-

mine, but it could be as much as $3,000,000 and should be at least $2,000,000. Those

amounts sound large, I know; but we must keep in mind that a farmer with 500

acres of choice farmland free of debt worth $4,000 per acre has a $2,000,000 estate,

not counting his machinery, livestock, insurance, and other property.
Originally, I intended to be much more vague or general NL.this statement as to

the n rates. I have gone beyond that intention but with tllr'caveat that the

proposals are very tentative and subject to the need for further testing and refin_-

ment. It may be that Congress should adopt rates even lower than those suggested.
but" th-e rates-should not be higher than the general levels of thosee sietA

(b) Revising and rethinking special use valuations: As discussed above, much of

the need and pressure to liberalize section 2032A would be lessened by redu

estate tax rates and increasing the unified credit for all taxpayers. ANy e_

problems which farmers and owners of other family businesses have remaining, in

the light of those adjustments, should then be considered. That will involve sections

2082A, 6166, 6166A, 6601, 303, and possibly others
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In all events, section 2032A is in need of revision. It has numerous technical
problems, some of which have been mentioned above. Additionally, it produces
uneven results that call for other revisions and possibly some fundamental rethink.
ing of the nature of the relief. For example, some have proposed that the relief
under section 2032A should-be transferred to section 6166 and there transformed
from reduction of value to forpveness of tax and interest installments, achieving
basically the same result but with simpler laws and procedures.

All revisions and rethinking however, should involve the entire package of relief
provisions as to farms and other family businesses. Before exact answers can be
reached, we need further analysis, as well as comment and proposals from the
taxpayers with special problems and their orgizations.

As a preliminary step toward that analysis, I have asked myself how much of the
present relief afforded by section 2032A would be granted automatically by the
proposed reduction of estate tax rates and the increased unified credit. In order to
Illustrate that, as well as certain other comparisons, I have prepared Appendix B.
The first six columns do not allow for Inflation since 1976. The next seven columns

A (7-13) attempt to allow for inflation during the seven years following 1976, under
the same assumptions about inflation used in Appendix A.

From Appendix B, I draw a number of concluiMons as to the relief that would be
granted automatically by the proposed reduction of estate tax rates and the in-
creased unified credit, with respect to farms and other family businesses and with

since 176 isdisregarded, Column 5 shows that many estates with the
maximum reduction of value under section 2032A, $ 5,000 would be benefited by
t proposed rates and credits even if section 2 A is ed. Those that
wi0d not are those with values from slightly below $7102to slightly above
$1,000,000. If inflation since 1976 is considered as in Appendix A, Column 12 of
Appendix B shows that none of those estates would be benefited by the proposal,
with those in that same range suffering the most in terms of percentages. The
proposed rates and credit would grant automatically much of the relief now granted
y a maximum use of section 2032A, but not all ese'ally if inflation is considered.

Thus, if the same relief as to farms and other family business is to be continued, a
need for relief in some form would continue, even under the proposed rates and
credits. Appendix B uses the maximum reduction in value under section 2032A in
all examples; at the lower end, where the severest problems arise, a maximum
reduction will not in fact be available in many instances, and the relief under the
proposed rates and credit may partially offset or even exceed the benefit of a lesser
reduction in value, not only as to the farm or other family business but as to other
properties.

In the case of estates not qualifying under section 2032A, Column 6 shows that
the proposed rates and credit would result in substantial reductions in estate taxes;
but if inflation is considered, Column 13 shows that the reductions in estate taxes
would be much less and indeed modest, especially in the case of larger estates. The
greatest reductions could be where they should be, among the smaller estates
considered.

As noted above, whatever is to be done with the relief now afforded by section
2082A should be considered not only in the light of the proposed rates and credit,
but also in the light of other changes discussed below.

(c) Mergng and liberalizing the sections creating estate tax deferrals as a matter
of right. or an estate to qualify for an estate tax deferral under section 6166, it
must include an interest in a closely held business that. exceeds 65 percent of the
adjusted grass estate. For an estate to qualify for an estate tax deferral under
section 6166A, it must include such an interest that exceeds only 85 percent of the
value of the gross estate or 50 percent of the taxable estate. The payout is longer for
the estate under section 6166, but qualification is easier for the estate under section
6166A

As a reason for enacting section 6166 in 1976, a committee report includes these
view

"The present provisions have proved inadequate to deal with the liquidity prob-
lems experienced by estates in which a substantial portion of the assets consist of a
closely held business or other illiquid assets. In many cases, the executor Is forced to
sell a decedent's interest in a farm or other closely held business in order to pay the
estate tax. This may occur even when the estate qualifies for the 10-year extension
provided for closely held businesses. In these cases, it may take several years before
a business can regain sufficient financial strength to generate enough cash to pay
estate taxes after the loss of one of its principal owners. Moreover, some businesses
are not so profitable that they yield enough to pay both the estate tax and interest
especially if the interest rate is high."
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]Even with the new section 6166, the deferral provisions are proving inadequate to

deal with thoseliquidity problems, and they would continue to be inadequa
..nsiderable extent, even under the relief proposed here as to rates and the unified

credit. Additional relief that is badly needed could be granted by merging the two

sectionsand generally by retaining the more liberal features of each. It may be
highly advisable, adLtonally, to liberalize the merged section even more. For

a'mple, the fifteen-year payment period could be increased to twenty years.

I(d) Amending the section regarding stock redemptions to pay death taxes: An
mp -rtant part of the special relief provisions as to fars and other family business

t' .- otund in section 3'03. It provides in limited situations that a qualified redemption' "" ....... ¢ ' tal ain even

of stock to pay estate taxes and related items will be taxed as a capi
.though the redemption would have been treated under other sections as a dividend

distribution and taxed as ordinary income.
Before the 1976 Tax Reform Act, one of the requirements for qualification under

section 303 was that the value of the decedent's stock in the corporation included in

V his gross estate must constitute at least 35 percent of his gros estate or 60 percent

his taxable estate. I am going to call this the "35 percent test." That same test was
iv then the law under section 6166 for an estate tax deferral as a matter of right.

When the bill which became the 1976 Act first passed the House, the bill renum-

4- bred old section 6166 as 6166A, left it unchanged in substance, and inserted a new
section 6166 providing for a payout more liberal than under section 6166A but

calling for a much stricter test based upon 65 percent of the adjusted gross estate.

That test I am going to call the "65 percent test.
Now to the point. That bill when it first passed the house changed the 35 percent

test in section 303 to the much stricter 65 percent test. Why? The committee report

sas fo nly that this change "appears desirable" and that it makes "tis. special
apital gain treatment available only where the closely held business interest consti-

a sub trial part of the estate.... While severely clamping downo ctn
803 the bill left the 35 percent test for estate tax deferrals under section 6166A. The

rhyme and reason for all this was obscure or non-existent. The Senate made no

change in the bill as to section 303. When the bill reached the Committee of
Conference, the light began to dawn, and the 65 percent test was changed to a 50

percent test, 0 percent being exactly halfway between 65 and 35 percent.

These changes in section 303 were not in order in 1976, and they are less in order
now because of the special problems as to farms and other family businesses.

Especially under the proposal that sections 6166 and 6166A be merged and that the

more liberal features of each be used, including the 35 percent test of section 6166A,
section 303 should be changed so as to have the 35 percent test.

(e) Liberalizing the rates of interest on estate tax deferrals: In 1976 Congress

enacted section 6601(j) and limited the 4 percent per annum interest rate to the
.e estate tax on the first $1,000,000 of farm or closely held business property provided

it qualifies under section 6166. Qualification for a deferral under another section,

not even section 6166A, will not produce this relief. The 4 percent rate cannot apply
to an amount of tax greater than $345,800; and the maximum is almost always less

than that. All other estate tax deferrals under various sections, as well as those
under section 6166 in excess of the maximum allowed, were made to bear interest at
the regular rate on deferred payments. That regular rate was 7 percent then. It is

now 12percent per annum.
As noted in the language last quoted, "some businesses are not so profitable that

They yield enough to pay both the estate tax and interest especially if the interest
rate is high." A rate of 12 percent per annum is high. It is extraordinarily high

when compared with the 7 percent rate Congress had in mind in 1976. Even a rate

if4 percent per annum may be h in the case of a farm or other family business,

especially where, it produces a yearly profit before interest expense of only 2 percent

Sof value and especially if reductions in value under section 2032A are not available.

In that same committee report, it is stated as follows:
"Allowing the reduced interest rata at a 4 percent level for a limited amount of

tax is intended to reflect the probleni that smaller businesses have in generating

enough income and cash flow to pay interest at a normal rate and amortize the

principal amount of the estate tax liability. It is felt that the &year deferral period

plus the reduced interest rate on the tax attributable to the first $1 million in value

d a closely held business should, in most cases, give the business time to generate
sufficient funds to pay the estate tax and interest thereon without the business

ha to be sold to satisfy the estate tax liability (including a period for adjustment

after the lose of one of the principal owners)."t

That feeling mentioned may have been true in some cases in 1976, but it is true

today in fewer and fewer cases.
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I have not had a chance to develop specific proposals about interest rates, but it is
crucial that they be liberalized generally. It may be necessary even to grant in
limited situations a rate below 4 percent per annum.

The jump today from a 4 percent to a 12 percent rate is so high that many
businesses simply cannot begin to make that olympian height. Would not it be wise
to consider also a scale upward from 4 percent for the shorter jumpers, before the
bar is set at 12 percent? Similarly, the plight of those not qualifying for a section
6166 deferral and facing a 12 percent rate as to the very first dollar of tax deferred
under other sections should be considered. Some of those might be helped by being
included within a liberalized section 6166 already proposed, and that is another
reason for the proposal; but still there are some deserving of attention who never
will be within section 6166.

Nor should we forget those taxpayers who are not entitled to a tax deferral under
any section. Those needing to raise cash to pay estate taxes have always been able
to consider the possibility of borrowing the money privately. The prime rate on
those loans, recently set in excess of 18 percent per annum, precludes that possibil-
ity for many and forces a liquidation of substantial holdings at a time and price that
may be most unfortunate. This problem argues both for lower interest as to those
taxpayers and for reduced estate tax rates and an increased unified credit for all
taxpayers.

() Increasing the gift tax annual exclusion: The annual exclusion for gifts has
remained at $3,000 since 1942. If that amount was correct in 1942, it should be
$10,000 or more now. If viewed anew, without regard to the 1942 amount, but in the
light of the underlying reasons and needs today for the annual exclusion, it should
be increased to $10,000 or more now.-Viewed from any direction, the need for an
increase is so obvious that one wonders why the increase was not included in the
1976 Act. -

The necessity for a substantial annual exclusion has been undisputed through the
years.:In 1932, when the Sentate Finance Committee set the amount at $5,000, it
said the exclusion "on the one hand, is to obviate the necessity of keeping an
account of and reporting numerous small gifts, and, on the other, to fix the amount
sufficiently large to cover in most cases wedding and Christmas-gifts and occasional
gifts of relatively small amounts."

There are other necessities for a substantial annual exclusion. Consider the mil-
lions of situations each year when taxpayers provide financial support to relatives
and friends without any legal obligation to do so:

1. Transfers by an adult child to or for an aged parent to provide food, clothing,
shelter, and basic amenities; and

2. Transfers by a parent to a young adult child to provide for college education or
for an automobile or for getting married and starting a family.

Under the laws of most states, these transfers are gifts, because the transferor
has no legal obligation to provide for those parents-or young adults, as-he or she has
in the case of minor children. Although the Internal Revenue Service to my knowl-
edge is not actively pursuing the taxpayers in this situation under the gift tax laws,
most of my colleagues believe that these transfers are gifts under the federal gift
tax laws as they are written, and we worry whether the Service is going to start

_pursuing taxpayers in this situation.
The recent changes of the age of majority from twenty-one years to eighteen years

in most states have aggravated the problem. Inflation too has aggravated the
problem. Take the college education of an eighteen year old as an example. The cost
of that education for one year may be from $3,000 to $10,000. Christmas and
birthday gifts and a gift of an automobile are to be included in the total for gift tax
purposes. If the total is $5,000 during a year, a gift tax problem may be avoided
automatically in a community property state by a husband aid wife; but in all
other states, gift tax returns must be filed to split the total in halves so as to bring
each below $3,000. If the total is more than $6,000, say $9,000, there is going to be a
taxable gift (or gifts) of at least $3,000 regardless of what is done. Up to certain
limits, a gift tax payment can be avoided at the time because of the unified credit;
but at death, the $3,000 taxable gift will be brought into the amount upon which the
estate tax is calculated, resulting often in an estate tax on the $3,000, even though
death occurs twenty years after the gift. The $3,000 subject to the estate tax maybesplit equally between the husband and wife or may be all in one estate, depending
upon how the #ift tax returns are completed.

Taxpayers simply do not understand that helping aged parents or young adult
children may involve serious gift tax problems. Much les do they understand that
Christmas, birthday, and weddinggifts may do so. It never occurs to them. It is
unrealistic to think that it ever will.
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= Inflation since 1942 and a static exclusion of $3 000 have made many taxpayersa(4wbreakers. Keeping the annual exclusion at $3,0 will continue to make many

taxpayers lawbreakers.
A word should als be said about the role of professional advisors in connection

K,*Ith the $3,000 Fxclusion. Most lanen have a very vague Idea of how the gift tax
operates. As previously pointed out, they clearly do not regard wedding gifts, Christ-

-a-'rs gifts, and birthday gifts as transfers which have to be taken into account In

computing total gifts for the calendar year. Nor, as indicated above, do they consid-
+ aer ent of college education expense as a gift. It is only when a profess

gi,.0vmsor, such as a lawyer or accountant, advises them of the necessity to file a

xrtax return that they become aware of this obligation. It is almost; impossible, even if

effortt is made, for professional advisors to police their clients' actions in this
+: anelor mor mu.u yeyrsv- ...... see=• ... , k profeasional

regard. Even mo iprtant is that conscientious taxpayrwhsekpoeins
adieare put at a diavantage vis-a-vis the laymen who do not seek advice and

jieUver fie gift tax returns and who thereby, in fact but not under law, p reserve
teir unified credits intact. On the other hand, if taxpayers consult a professional

<Ad are told of the need to file gift tax returns to cover any amounts in excess of

the $3,00 annual exclusion, many of them feel under an obligation to file the
ret d use part of thir unified credit. If the exclusion is substantially .

creased, the law would be more In conformity with what taxpayers believe it to be,
hY maive violations of these kinds would be avoided, and those who cnscientiouly

t obey the law would no longer be at such a disadvantage.
The amount of the exclusion creates another trap for the unwary, in that gifts

made within three Years of deathamincluded in a decedentstate ifa gft

.C-return w re.ired to be filed inconnection with the gifts. This means tat if a
combination of college education expenses, birthday gifts, and Christmas gifts for a

child are made by a parent within three years of death totalling more then $3,000,

-they come back into his estate, even the $3,00, as if they had not been made. In

community property states where community property is being used to pay those

-expensesor make those gift, then $6,000 is the measure; but in many cases, just the

college education alone is going to exceed this. Of course, for donors in all other

states, anything over $3,000 will cause a problem, because even if the spouse

consents to have his or her $3,000 exclusion used in connection with a gift a giftotax

return must be filed. It is clear that CongreWs intent in excluding from sion

2035 treatment those gifts for which no return was required to be filed was to
isolate and exempt those relatively small gifts which most people make from time to

time. It was a "de minimus" rule. In 1980, gifts of at least $10.000 per donee should

certainly be considered "de miniumus," and the annual exclusion should be raised

accordingly.
5. Keeping in mind ome 1976 tax increases.-Before leaving reductions of the

estate .and gift tax rates and increases of the unified credit and the gift tax annual

-exclusion, we should keep in mind the effect of the new unified transfer system

adopted in 1976. That new system had the effect of substantially increasing for

many taxpayers the total estate and gift taxes on their properties. This increase
occurred even after giving allowance for two changes that benefited taxpayers: (1)

the modest rate reductions throughout the schedule and (2) an increase in the

exemption equivalent from $90,000 of exemptions for estate and gift taxes to the

unified exemption equivalent of $175,625 effective in 1981 and thereafter.
The unified transer system was desi ed to increase the total estate and gift

taxes when a taxpayer makes taxable"Vfetime gifts and then wills the balance

remaining after making the gifts and paying the gift taxes, so as to make that total
appro xmte more Closely what the estate tax would have been had he or she willed

all the properties without having made any lifetime gifts. For many taxpayers, this

had the effect of increasing the total taxes substantially, because this took away one

of their opportunities to reduce taxes.
This change is not mentioned here to urge a repeal of the new unified transfer

system or to question the reasons for the change. It is mentioned here however, to

suggest that ths tax increase in 1976 should be kept in mind as one factor among

many when we now consider reductions of the estate and gift tax rates and in-

creases of the unified credit and the gift tax annual exclusion.
The 1976 increase for many taxpayers in the total estate and gift taxes on their

Sroperties, after allolWing for the general rate reduction and the increased exem

ton equivalent, was as much as 36 percent the illustrations included in Appen

6. An unlimited marital deduction.-Just as most taxpayers do not realize that

routine gifts to children may have gift tax problems, many do not realize that any

gift to or her spouse may have gift tax problems. When a husband has his stock

registered in his name and his vfe's name as joint tenants or tenants by the
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enthrty a very common occurrence, he has a gift tax problem unless the gift Is
within the limits of the gift tax marital deduction and annual exclusion. Since many
of those husbands understand neither the deduction nor the limits, they act without
regard to the law, thinking that one ought to be able to make any gift to his wife or,
in many cases, thinking she owns his property as much as he does and that a
transfer is not a gift

The reasons for an unlimited marital deduction, however, go far beyond taxpayer
compliance. It is an idea espoused by many time to time, even by Professor Starley
Surrey in19-48 1am told. mayo y colleagues fromoastto costwere never

thusastic about the Idea, because they considered it, strictly from a tax view-
point, disadvantageous If used because of the stacking of properties in the surviving
spouse s estate and the taxation there at higher rates. Recently a number of factors
have started to bear more strongly on the idea. Some of the factors are old, some
new; some involve taxation concerns, some social concerns. Many people have
recently concluded, and I am one, that the unlimited marital deduction is an idea
whose time has come.

A compelling new factor is social. Because of a wife's inestimable contributions to
the marriage between her and her husband, some financial, some of other kinds, but
with her financial contributions often being indirect and without direct financial
reward to her under law, the women of this country and many of the men are
increasingly concluding that there should be under law a substantial sharing of the
wealth of a marital partnership, as under community property laws. In Wisconsin,
for example, a biW is pending to provide for sharing along those lines; and the
pressure for laws of that kind is increasing and doubtless will continue to increase.

The opposition to new sate laws along those lines is formidable. Recognizing that
enactment may not be imminent in many states, these advocates are asserting that
the federal tax laws should now be changed so as to permit tax-free transfers
between spouses during marriage and at the death of a spouse. Many spouse want
to make voluntary transfers so as to produce, in those marriages, substantial shar-
ing. The estate and gift tax laws block those transfers for many by extracting tolls
in the form of taxes on transfers. The idea is that if an unlimited marital deduction
is enacted, individuals can effectuate sharing now, without having to await enact-
ments in their states. Moreover, many husbands and wives believe, and have always
believed, that properties generated by either during the marriage are truthfully and
morally, if not legal, really "ours and not "his or hers." An unlimited marital
deduction would enable those people to give legal effect to their basic feeling of
marital partnership and moralit.

As to this special concern and any dispute about whether sharing should be the
law, an unlimited marital deduction is neutral, for it would merely give to each
spouse the option to share or not.

A change to make the tax laws conform with basic ideas of citizens about what
those laws are and ought to be is an exciting opportunity. How would this idea fit
with tax considerations?

The unlimited marital deduction should not lose revenue in the long run. In fact,
when it is used, it may increase revenue in the long run because of estate-stacking.
Over the near term there may be a revenue loss to the extent it is used; but not
everyone by any means would use it because of the estate-stacking and other
problems.

It would offer another relief that could be used by owners of farms and other
family businesses. If the owner dies first, he or she could completely defer all estate
tax problems by will all properties or substantially all to the surviving spouse.
Some may elect to do that, in effect buying time, even though the problems may be
worse when the second spouse dies. Whether to do that or not is an election that
can be given properly to the ones most directly Involved. After all, the primary
consideration may be to kee the surv.ving spouse in business, not the children.

Perhaps the most exciting Feature is e simplification of the tax laws that would
result. Already, as a result of the 1978 Act, we have in the law a small step toward
recognition o sharing that is very complex, namely, a reduction in value of .t
interest property under section 2040 where the surviving spouse has materially
participated in a farm or other family business. Another such step is now pending
before Congress, in the form of reductions in value under a new section 2040A
where the apouse has materially participated. These steps are complex and can be
avoided simply and easily, with respect to the surviving spouse, by an unlimited
marital deduction.

Simplification continues on and on. Obviously, many of the complications of the
marital deduction sections, 2056 and 2523, both for estate and gift tax purposes,
would be solved automatically. Drafting wills and trust agreements would be vastly
simplified by the stroke of a legislative pen. The joint interest estate tax provision,
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section 2040, is sill a mess, after efforts to improve it 197i 6 I a. n 1978A t l fthse
1 roblsms between husband and wife, who own a vast majority of 'thejitIneet
Sinvoled, would be solved automatically. Some of the most difricult problems we face

today involve transfers between spouses, during life and at death, of life insurance

d m loyee benefits. ey .include not only problems under sections 2042, 2039,
unt der gift tax sections, all of which are solvable automati-

Free transferability between husband and wife: its time has come!

-... Additional proposol&-a) Revising or repealing the orphan's deduction: A

laudatory idea the orphan's deduction, it is a mess in application because of Its

provisions and is, I fear, costing the taxpayers far more now in legal expense andI-LrVtULon natiJ.eav.,q ,:. xpy :.^ ;,.on,, win receive in the

irujbe than the value of the relief the orphans of thisnaill

future.
'To explain this harsh verdict, I mention only two of the problems. The -first is

-that the extremely complex terminable interest rules developedfor the marital

-deduction are made generally ap e orhan's deduction. Using those

rules on the orphan's deduction, which is so small and scarce in reality, i like usig

i our most sophisticated missile on a rare bird. In 1978 Congress created an alterna-

tive to these rules, the qualified minor's trust, the complexities of which are now

-: undetermined in extentbeuse not even the experts can agree on how to create

one of these trusts.
One might say, since the orphaning of children is rare, that these complexities

- ought to arise and be encountered rarely. The second problem I mentioned is that

7'that is not so: these complexities must be encountered and contended with frequent-

ly, y even though children are seldom orphaned. Whenever a lawyer is preparing a

ill for a parent with a minor child, a common occurrence, the lawyer must explain

to the parent the orphan's deduction to determine whether the parents wants to use

it. The lawyer is uncertain in explaining and the parent in understanding. If the

answer is yes, then the lawyer must wrestle with the complexities and try to

provide for the deduction, with special provisions of great length and complexity,

often dispose of properties irrationally in order to comply with the statute, section

2057. The problem is that all of this costs the parent more legal expense now when

the will is prepared, in order to provide or not to provide for an event that is very

unlikely to occur. Often the parent has a relatively modest estate and should not

have to spend money in this way.
If the orphan's deduction is to be retained, section 2057 should be amended to

provide for the deduction automatically if thee is any orphan, regardless of the

disposition of the parent's property. The possibility that the parent's property is not

going to his or her orphaned child, at least to the extent of the amount of the

deduction, surely must be less than one in a million.
If the orhan s deduction cannot be made that simple, it should, in my judgment,

TFhe present situation is more bizarre than most of Lewis Carroll's. _

(b) Amending the disclaimer provision: The disclaimer provison, section 2518, is
alo in disarray, I hate to report. An explanation of the problem is necessary in

order to see the answers.
Before the 1976 Act, the federal disclaimer laws generally were dependent oil

applicable state law: if the disclaimer was valid under state law, it was usually valid

f6r federal tax purposes; and the converse was true. This relationship worked

reasonably well, but far from perfectly.
One problem was that state laws varied from state to state, producing a not

completely uniform result under federal law. A classic example was the Harden-

brgh case, where an intestate heir could not validly disclaim under Minnesota law

(many other states provide the contrary) and hence could not do so for federal tax

S pnothr problem was that the Internal Revenue Service occasionally disagreed as

to whether a feature of state law was reasonable and proper and tried to prevent its

application for federal tax purposes. A classic example was the Keinath case where

a husband left his property for his wife and then on her death to his son if living.

The wife died nineteen years later, whereupon the son disclaimed within a short

time after his mother s death when the bequest to him became fixed in nature and

amount. This disclaimer was valid under state law and was held to be so under

federal law, over the Seryice's objection that nineteen was too long.

A 1976 committee report states that a purpose of section 2518 was to achieve

"uniform treatment" and a "uniform standard" for determining the time within

which a disclaimer must be made. This the new section did not achieve at all. An

unstated purpose apparently was to overrule the Keinath case prospectively. This

new section did most certainly.
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What else did the drafters of section 2518 do? Whoever they were, they created a
sketchy federal law of disclaimers and made disclamers, for federal tax purposes
dependent not only on the new federal but on applicable state law as in the pas
Thus, instead of having a single test for disclaimers, as in the past, we now have
-two tests, both of which must be passed. It is obvious thet the variations
state laws are still with us. The problem was noted to some extent in a 197
committee report. It was observed that if the federal requirements are satisfied, a
refusal to accept is to be given effect for federal tax purposes even if the alicble
local law does not technically characterize the refusal as a disclaimer. In that
connection, the Service has recently ruled that a disclaimer within nine months as
permitted by federal law is not valid because it was not within six months as

reuired by applicable state law. The Service is at fault there, but the statute is at
greater fault"

What ele did those drafters of section 2518 do? They either ignored or considered
and rejected some fine proposal available then. One was adopted by the American
Bar Association in 1974. Another was proposed in principle as part of the American
Law Institute estate and gift tax recommendations adopted in 1968. Both proposals
are cited in a footnote to a 1976 committee report These two proposals are de-
scribed favorably by Thomas W. Wiley of Phoenix in a paper prepared by him
recently, which is included as Appendix D with his permission.

The problems with section 2618 extend deeply into the substance of the new
federal law of disclaimers. It is inadequate and poorly conceived. What kinds of
partial disclaimers are permitted is one uncertainty among many.

In connection with any revision of the section, the absolute nature of the nine-
month rule must be reconsidered carefully. The rule now is the disclaimer must be
made no later than nine months after "the date on which the transfer creating the
interest in such person is made," for example, within nine months after a taxable
transfer such as the testator's death or the creation of an irrevocable trust. Part of
the rule is that the only exception occurs in the case of a disclaimant under twenty-
one years of age. Frequently a person who may wish to disclaim never learns in
time to disclaim that he or she is named in a will. The will may not have even

Y surfaced for nine months. Consider this example. A wills property to B for life, then
to C outright, but B can appoint the property to anyone in the world except B. More
that nine months after A's death, B appoints to X, who has never heard of any of
this before. Under the nine-month rule, it is too late for X to disclaim.

Consider a much more common example. A husband wills everything to his wife
for life, then to his children outright. Under the nine-month rule, his children, if
they are over twenty-one years old, have to decide and act within nine months of
their father's death if they wish to disclaim. Often a rational decision is impossible
to make then, because the children do not know, respectively, when the property
will come to them (that is, when their mother will die), how much value the
property will have then (that is, how much their mother will have needed and how
much what remains will have gone up or down in value), what the properties will be
then that'si, whether there will still be properties in which the children have
special interests), and how much wealth and health the children will have then. But

they must, under the nine-month rule. This example is, of course, the
Keinath case. The court found that it was reasonable if the child disclaimed within
a few months after the mother's death, when all these questions became answer-
able, provided, of course, the child had received no benefits before. Congress over-
ruled that decision in 1976, as well as all other disclaimer possibilities not within
the nine-month rule. -

There is a problem here involving the Keinath case and the nine-month rule, as
to which people have differed. If the Keinath result is wrong, then the nine-month
rule is wrong, at least as wrong, and I say a great deal more wrong.

When the tax technicals want to overrule a specific case, it would be nipe if they
confined themselves. When they wanted to overrule the Byrum case in 1976 (involv-
ing section 2036), they messed up much more. When they wanted to overrule the
Keinath case in 1976, they messed up much more. It would be nice if someone took
away their blunderbusses and issued them small bore rifles along with safety
instructions and common sense. A lot people in this country are getting tired of
having to reconstruct the good that some tax technicians shoot away with their
blunderbuses.
;, " 8 y, what is wrong on balance with a rule that a disclaimer is all right if

withi nine months after the time of a taxable transfer or the time when a
disclamant's interest becomes fixed and certain, whichever is later? I hope Congress
will consider this question. It is not an easy one, but I say the answer on balance is
nothing.
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(c) Statute of limitations considerations Under present law taxpayers face great

uncertainty with respect to when, if ever, they can be assured that the Inte
Revenue Service will not challenge valuations of transfers made during life and the

computation of taxes with respect to them. If a gift tax return is filed In connection

with a transfer the statute of limitations with respect to transfers made during the

riod covered by the return runs at the end of three years from the date the return
filed; or, if values on the return are found to be understated by more than 25

percent, there is a 5,,-year statute of limitations. However, if no tax is paid in

connection with the transfer, the Internal Revenue Service is free, in effect, at any

time to reopen that closed year by asserting in a subsequent year with respect to

which the statute has not run that, by reason of undervaluation of prior gifts,

transfers for that open year are to be taxed in a higher bracket than was reported

by the taxpayer. That is the effect of any cumulative tax which takes into considera-

tion prior gifts in determining rates.
In order to insure that the Internal Revenue Service is foreclosed within either

the three- or six-year period, from raising the valuation issue, a tax has to be paid.

However, the Internal Revenue Service has, both in public and private rulings,

taken the position that no taxes can be paid until the unified credit is completely

consumed. Its use is mandatory, not elective, as was the case with the ormer

$30,000 gift tax exemption. Taxpayers cannot even choose to waive (and hence lose)

part of the unified credit in order to pay a tax to commence the running of the

statute. There is no reason why use of the unified credit should be mandatory, with

the result of placing taxpayers in the untenable position of having to make substan-

tial gifts before there is any certainty with respect to valuation.
Even if the unified credit is used up and tax paid, present law does not make it

clear that values as reported on the gift tax return cannot be reopened for estate
tax purposes or, for that matter, in connection with the determination of a genera-

tion-skipping transfer tax. Therefore, not only should the use of the unified credit be

made discretionary, but any mechanism for the final running of a statute Of lmita-

tions with respect to valuation on inter vivos transfers should clearly foreclose the

IRS from arguing about valuation with respect to the estate or gift tax or the

generation-skipping transfer tax. Before the gft and estate taxes were unified and

before there was a generation-skipping transfer tax, this potential estate tax prob-

lem did not exist when the statute had run as to a gift, because the gift had no

bearing on the estate tax. It is not clear, with the unified transfer tax and the

generation-skipping transfer tax, that this is now the case.
(d) Transfers within three years of death: In view of unification of the estate gift

taxes, which results in "counting" all taxable transfers made during life in comput-

ing the estate tax, does it make any sense to retain subsections (a) and (b) of section

205? The section includes in a decedent's estate, at federal estate tax values, al

transfers made within three years of death, except those made during that period

for which no gift tax return was required to be filed. All that subsections (a) and_(b)
now accomplish is to reflect, for estate tax purpose, any appreciation or depreciation
in value that might have occurred between the date ofthe transfer and the date for

estate tax valuation. Would it not be sufficient merely to gross up, and include in

the decedent's estate, any gift taxes pd on account of transfers within three years

of death? That L% subsection (c) could be left. The insurance provision now contained

in section 203), if wanted, could be moved to section 2042. This would place the

decedent's estate in the same position as it would have been had the transfers not

been made and had no tax on them been id except for any appreciation or

depreciation that might have occurred during tCt period. It would simplify the law

and would make the 1976 changes in section 2035 more palatable to taxpayers, with

only a minor change in the substance of the present law. The whole concept of

unification was to have taxable inter vivos transfers included in the ultimate estate

tax basis. Now that that is accomplished, subsections (a) and (b) of section 2035

really are no longer needed and are a needless complexity in the tax laws.
(e) The generation-ski ping transfer tax: Few people realize that we have under

Chapter 13 a completely now tax, the generati on-skipping transfer tax, which
should be added to the lt of the incometax, theestate tax, and the gift tax. At

times since 197,!1 have thought that the most serious defects in the 1970 Act could

lie in Chapter 13, except, of course, the defects in carryover basis. The problems
under Chapter 13 have not yet started occurring, and for that reason alone, they

are candidly, not pressing today.
hen I say they have not yet started, I mean that events anreot occurring which

trigger the tax often. The problems, however, are occurring in great frequency in

the planning tAe when wils or trust agreements are prep"aedr
press of time In preparing this statement prevent me from addressing the

problems. Let me see ifI can use a short cut. Shortly after the 1976 Act was
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enacted, Richard B. Covey of Now York City issued a book with 152 pages of text
explainin the new generatlon-skipplng transfer tax and noting numerous problemsand uncertainties o , that book is in its third edition with a supplement,
cont-nngSW 6 and 86 pages of text respectively. I mention this as an Indic.
ion of te massive problems that must be faced before too long.

Let me also mention one problem among many that surely will concern Congres.When this new tax was pawsed, Congres obviously did not intent to involve smaller
estates. Accordingly, it Included a P ,0000 grandchild exclusion for that purpose. It
is not, however, working in many, many instances where it was intended to work.

The grandchild exclusion was intended to work this way. If one wills property tohis two children for life and then to each child's children, the generation-skipping
twr that occurs upon each child's death is softened or eliminated by the$260 000 exclusion upon pach child's death as to properties passing to the child's
children gandchildren of the testator). Potentially, a maximum o500,000 could
be exclud6d, $26,000 as to each child.
.. uently, in that situation, the properties are not left t o th e grandchildren

but are left in a non-vestei trust for one or more of them. If that is done
t eO, grandchild exclusion is not available. If the child's taxable estate and
adtsied, taxthle gifts and. the child's trust total in value more than $175,626
an . I the trust passg to a grandchild in a non-vested interest trust willtrjgg the new tax and the new tax process. If a vested trust for the grandchild isused, the exclusion will be available, but thousands of wills are being drawn without
this technicality in mind-

This problem resulting from the vested interest requirement arises in anothersituation even more frequently.-Suppose one wills property in trust for his children
to age , for example, and provides that if any child dies before that ageleaving .chiden, his or her share wil pas to his or her children. The will provide
similarly for a non-vested trust to age thirty for grandchildren. This kind of will Is.tcal for mroode estates In man, parts of the country. If the child dies before age
thirty leaving children, a genera ion-skipping transfer will have occurred, and no
grandchildren exclusion will be available.

Would it make much difference to the Treasury if the vested interest requirement
is relaxed, so that any of the commonly used trust arrangements for grandchildren
designed to terminate before death will be all right? It would make a lot of
difference throughout the nation among a lot of taxpayers for years to come.
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Estate Size
(Cl. 1 doubled)

$ 5,000.000

4,000,000

3,000,000

2,500,000

2,000.000

1,500.000

1.000.000

500.000

Estate Tax

111184

$ 2,503,800

1,833.800

1.243,800

978,800

733.800

508,800

298.800

108,800

Percentage of
Estate Payable Estate Tax

an Tax 1/1/84 in 1977 Dollars
. . ave)

50% $ 1,251,900

46% 916.900

41% 621.900

39% 489.400

37% 366,900

34% 254.400

302 149,400

222 54.400

Percentage Increase
in Tax Using 1977

Dollars (Increase from
Col. 2 vs. Col. 7)

28%

25%

22%

22%

23%

26

37%

129%

Taxable estate plus adjusted taxable gifts.
A unified credit of $47,000 is used in calculating the taxes in Colo. 2 and 5. without allowance for any other credit

Estate Size
111/77

$ 2.5O0.000

2,000,000

1.500.000

1,250,000

1,000.000

750.000

500,000

250,000

Estate Tax

$ 978.800

733.800

508,800

401,300

298,800

201.300

108.800

23.800

Percentage of
Estate Payable

an Tax
1LIZ/77

39%

37%

34:

322

30%

27%

22%

10%

APPENDIX A

How Inflation Increases Estate Taxes



159

APPENDIX C

This Appendix is designed to illustrate how the unified transfer system ado pted in

_A976 has increased the total estate and gift taxes for many taxpayers, after allowing
for the reduction in rates and the Increase of the exemption uivalent in 1976.

It is assumed here that a taxpayer made a lifetime gift Of parties more

than three y s before his death and that he wled the otherhalf, 1= his gift tax,

, -at his death. Net amounts after deductions are used. It is also assumed that no gift

tax annual exclusion was available as to the gift.
Ifthe t yer hadproperties with a value of $2,600,000, his gift would have been

St er ha o re 19 his gift tax would have been calculated on

$1,220,)000 ($1,6000 lea the gift tax exemption of $30,000) and would have been

S$~17,400: his estate tax would have been lt on $8712,600 ($15,000 les the

gif axes the $60,000 exemption) and would have been $278,662; total taxes would
- have been $05962. Under the law in 1981 and thereafter when the unified credit

peaked at 47,000, his gift tax would be calculated on $1,260,000 and would be

$401,300 ($43 lees $47,000) has estate tax would be calculated on $2,098,700 and

would be $ 83 ($829,163 lees the gift tax less $47,000.. total taxes Would be
which would be a 31 percent increase over total taxes previously of

$595962. had properties with a value of $6,000,000, his gift would have been

~600,00 nde the law before 1977, his gift tax would have been calculated on
$,470:0 $2600,000 leae the gift tax exemption of $30,000) and would have been

625; his estate tax would have been calculated on $1,702,376 ($2,00,000 lees the

''fls the 0,.000 exempti'.n) and would have been $619,269; total taxes would

beein $1,35,894. Under the law in 1981 and thereafter when the unified credi

asakted at $47,000, his gift tax would be calculated on $2,600,000 and would be
$97,80 (1,05,800 lees $47,000); his estate tax would be calculated on $4,021,200... ($1,025 - i se taxles7,0,toa

-nd would be $868,780 ($1,894,680 lees the gift tax lees $47,000% total taxes would be

$1,847,6w hh wOuld be a 36 percent increase over total taxes previously of~ ~ ~ hc woul be,'-,- ..... av

186,894.
If the h properties with a value of $10,000,000, his gift would have

been $5,0t0S0L0yr0. nder phre law before 1977, his gift tax would have been calculated

on $4,970,000 ($5,000,000 less the gift tax exemption of $30,000) and would have been

$1,836,915 his estate tax would have been calculated on $3,103,025 ($5,000,000 les

the gift tax lees the $6,000 exemption) and would have been $1,320,894; total taxes

would have been $3,167,869. Under the law in 1981 and thereafter when the unified

credit has peakd at $47,000. his gift tax would be calculated on $5,000,000 and

would b 800 ($2,560,800 less Vk 000); his estate tax would be calculated on

$7,496,200 and would be $1,747,340 ($4,298,140 less the gi tax less $47 000); total

taxes would be $4,251 140, which would be a 35 percent increase over total taxes

- previously of $3,157,869.
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DISCLAIMERS: A NEE FOR MORE REFORM

(By Thomas W. Wiley)

This article will focus on history, policy and the need for reform in the area of

disclaimers. It will begin with a brief resume of the law prior to the Tax Reform Act

-of 196 e' '76 Act") and then summarize the effects of the '76 Act and its numerous

problems. Next the major possible alternatives to existing law will be outlined along

With a discussion of the author's personal preference.

EVOLUTION OF PRESENT LAW

Disclaimers (or renunciations as they are interchangeably called) are not new. As

a property law once t they were recognized long ago as part of the English

common law.' As a g'f and estate tax concept, they have also been recognized and

have been accepted -y the courts and the government as a valid means of prevent-

Ing gift or estate taxation under a variety of clricumstances."

8"e Uniform Prbte Code, Comment to Subsection (a), § 2-801,
SGenerull Lr e ewman & A. ter Postmortem Estate Planninr, AL-ABA 1976 (herein-

after cited as rNewmanKlte M PerspectivM on Federal Disclaimer Legislation, 46 U.

ChL L, Rev. 316 (1979) (hereinafter cited as Martin.
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Prior to the '76 Act the federal tax provisions were scattered about in the Internal
Revenue Code and Regulations. And while the provisions were vague and incom-
plete in many respects, they clearly allowed disclaimers of many property interests
for both gift and estate tax purposes.4 The validity ofa disclaimer depended for the
most part on its validity under state law.6

The Code and Regulations expressly recognized disclaimers for several specialized
estate tax purposes. E.g., if a disclaimed interest pased by the terms of the trust or
will or by operation of law to a surviving spouse, it could qualify for the marital
deduction.' If a disclaimed interest passed b the terms of a trust or will or by
operation of law to a charity, it could qualify for an estate tax charitable deduc-
tion.' The Code and Regulations under § 2041 expressly permitted the disclaimer of
a general power of appointment.

According to the Regulations,' there were two principal requirements for a valid
disclaimer. One was that it be made within a reasonable time after the transfer and
the other was that it be valid under state law. The problems arose out of conflicts
between state and federal law and the lack of uniformity among the state laws. The
following are two illustrative, but by no means exhaustive, examples of federal and
state law conflicts under the prior law.

In most states under common law or by statute a disclaimer of an interest passing
under a will is valid, whereas in the absence of a statute, a disclaimer of an
intestate share usually is not valid.,' In Hardenbergh v.Commisioner," the court
upheld the requirement of the Regulations that the disclaimer must be valid for
state law purposes to qualify for federal gift tax purposes. Under the applicable
Minnesota law which did not have a statute allowing disclaimer of an intestate
share the intestate share was deemed to vest automatically in the heir and an
attempted disclaimer of the share was, therefore, not valid for tax purposes. That
result was not necessarily wrong but from a tax policy standpoint it was undesira-
ble, since people identically situated in substance would be differently treated
depending upon whether or not the state had a statute permitting disclaimer of an
intestate interest.

Another example of the conflict between state and federal law arose in Keinath v.
Commissioner." There, a trust under a will provided income for a surviving wife for
life, remainder to a son if living and if not to his issue. The wife died 19 years later.
Within 6 months after that the son disclaimed his remainder interest. The disclaim-
er after the death of the wife was valid under state law. Despite that, the govern-
ment contended the disclaimer was not valid for federal tax purposes since the
"reasonable time" for disclaiming ran from the date of death of the father who
created the trust and not from the death of his wife who was life income benefici-
ary. The Tax Court agreed with the government. The Eighth Circuit, however,
reversed and held for the taxpayer, saying that the state law rule was reasonable
and should control in determining the time within which to make the disclaimer.

TAX REFORM ACT OF 1976

Shortly after the decision in Keinath the 1976 Act was adopted. The disclaimer
provisions are primarily found in new Code Section 251812. relating to gift taxes;

3 See Martin, supra note 2, at 321 n.18. See generally ABA Tax Section Recommendation No.
1914-2,27 Tax Law. 818 (1974).

' See Martin, supra note 2, at 321 n.21, 316 n.3.
'See generally H.R. Rep. No. 94-1380, 94th Cong., 2nd Sees. 66 (1976t 1976-3 C.B. 800; J.

McCord, 1976 Estate and Gift Tax Reform (1977, Friwmer, Disclaimers After the Tax Reform
Act of 1976: Chaos Out of Disorder, 31 U.S. Cal. L Center Tax Inst. 811, 814 n.17 [hereinafter
cited as Frimmer, Chaosl

* I.R.C. I 2056(dX2XA) (repealed by the Tax Reform Act of 1976).
'I.R.C. # 2056A).
Treas. Reg. j 20.2041-300X).

,Treas. Reg. 12514406) (1958);, Treas. Reg. §25.2611-1(c) (1958); Treas. Reg. §20.2041-
3(dX6) (1942).

,*See generally Uniform Probate Code, Comments, § 2-801; Newman-Kalter, supra n.2 at 11;
Martin, supra n.2, at 318; Frimmer, Disclaimers and Elections 109, 116 (Outline presented at
P11 Program, 1979).

"s 17 T.C 166 (1951, affd.), 198 F.2d 63 (8th Cir. 1952), cert. denied 344 U.S. 836 (1952).
tu58 T.C. 352 (1972), rev'd, 480 F.2d 5? (th Cir. 1973).
is(a) General rule.-For purposes of this subtitle, ifa person makes a qualified disclaimer with

respect to any Interest in property, this subtitle shall apply with respect to such interest as if
the interest had never been transferred to such person.

(b) Qualified disclaimer defined.-For purposes of subsection (a), the term qualified dilaim-
er" means an irrevocable and unqualifed reffusal by a person to accept an interest in property
but only if-(1) such refusal is in writing, (2) such writing is received by the transferor of te

Footnotes continued on next page
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th1ey ar incorporated by reference into new Code Section 20464 relating to estate

taxes. Section 2618 spells out in considerably more detail than did the previous

!:eguaton the r t s or a vai disclaimer. The Committee Reports stateguaios the uirements fbr a valid -.- . Ye

that the =r os the legislation was to achieve uniformity in the application of

the tax law to disclaimers' That this was the goal is not apparent from exaining

the result. If it was it surely was not attained. One suspects, perhaps a bit cynical-

lIy, that the main object of the 1 lation was to reverse the rule in the einath

c case, which is did very explicitly.emthat respect, uniformity was obtained. In most

other important respects it was not.

INADEQUACY OF THi 1976 ACT

Z7
'  A few examples will show how inadequate the 1976 Act was and point up the

conflict of laws problems it created or left unresolved. s

1. Under new Section 2618 there is a qualified disclaimer only if "a a result of

the disclaimer the interest p a person other than the ,- ^" lament without

ay t direction on the part the diaclaimant.' This pas to" requirement throws

ematyter right back to state law, because if the disclaimer is not valid under state

-law, the property does not "pass to" someone else without directions by the dis-

clm at. As you may recall, the 1978 Act modified or clarified one aspect of this

"pass to" requirement by stating expressly that if the surviving s"use is the

J~Isnf t e pan roetma nevertheless pass to the survvn Use."@ This
the 

lallorpartofa
coet tecae e the surviving spouse disclaims-for exa e, o ato

mar al deduction gift-and the interest falls into a residuary trust under which she

h an income interest. Under most state laws a disclaimer of this type would

resunbmy be valid regardless of who makes it., Now, under federal tax law, if

appears to be valid only if made by a spouse.

2. Under the new law, the hrardenbergh problem ts not solved it Is not even
added . isclaa m p w all of the rules for a qaified disclaimer.1addeed. A disclaimant may comply-?- wit.....h-^' silcant

S et out i 218, but under some state laws, interstate interest sill cannot be

va=- l dc-" T r t w not pass to" someone other than the dis-

claimant without any direction on the part of the disclaimant and so will notquaif forfeeapuos.
3. foave a qualified disclaimer under the new Act there must be an unqualified

refusal to accept the interest and three technical requirements in addition to the

"Pass to" requirement must be met:
(a) It must be in writing.19
(b) The writing must be dellevered to the transferor of the interest or his legal

representative or the legal title holder of the interest not later than 9 months after

the later of (i) the day on which the transfer creating the interest in the disclaimant

Sis- made, or (H) the day on which the dieclaimant attains 21."

Footnotes continued from last the . al ttle to the proert to which th

V interest, his legal representative, ore holder of the t

interest relates not later than the date which isu months after the later of-A) the date on

which the transfer creating the interest in such person is made, or (B) the day on which such

person attains age 21, (3) such person has not accepted the interest or any of its benefits, and (4)

as a result of such refusal, the interest passes without any direction on the pert of the person

a th disclaimer and passes either-(A) to the spouse of the decent, or (B) to a person
other t e prma- ing the disclaimer.

(C) Other rules.op of e ction (--1) Disclaimer of undivided portion of inter-(e Ormr uls -For prpos of ub tiony: .a -. . _ _,. . - t. tefau

est-A -disclaimer with respect to an undivided portion of an interest which meets the require-

ments ofth preceding sentence shall be treated as a qualified! disclaimer of such portion of the

Interest 42) iPowers.--A power with respect to property hall be treas

""For provisions relating to the effect of a qualified disclaimer for purposes of this chapter,

see section 2618."1
"Hit Rep. No. 94-138D. 94th Cong., 2d Se. (1976), H.R. Rep. No. 94-1515. 

9 4 th Cong., 2d

Sews (19M6
Revenue Act of 1978, P-L 96-600, § 702mXl) 92 Stat 2985 (1978) (ame n _IR.C. # 25180)).

See generally Audy & Duhl, Revenue Act of lW Brings Mao Changes in Estate and Trust

Planning, 0 Journl of Trtion 84, 8 (1979).
"See genall McCue, Disclaiminers: A Survey of I.C Section 2618 And the ilinois

Disclaimer ato t, 197 U.. Ml. LF. 3915, 402-; 11-th Tax Mngm't (BNA), Estates, Gifts, and

tSee - ( ) Commissonera 198F. 2 3; I.R. Private Letter Ruling No.

7821046, 1 = 78005 Primmer, Using Discainers In Post Mortem Estate PlannhWr 1916

Law Leaives Unresolved Issues, 48 Journal of Taxation 3=Z 82(1918Y, Martin, supra note 2, at

32-26: Primmer, Chaos, supra note k~ at 818-24.
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(c) The disclamant must not accept the interest or any benefit under it."1
(d) Section 2518 apparently provides that the disclaimer must be made within the

prescribed time even though the person Involved has no knowledge of the interest
that may be disclaimed. The Uniform Acts 29 and most state laws allow a disclaimer
within the prescribed time after the person entitled to disclaim has actual knowl-
edge of the interest.

(e) Most state laws deal adequately and appropriately with such items as powers
ofappointment, joint tenancies and partial disclaimers. On these subjects, Section
2618 is woefully iadequate, and also appears to be in conflict with many aspects of
the state laws.30 The Regulations when we get them may help but probably not
much.

ALT3RNATIVU FOR REFORM

In view of all this, it seems obvious that the new federal disclainier rules were not
well thought out, were not coordinated at all with the general trend of state law
and actually created more problems than they solved. Most people would agree that
the present situation is not acceptable. The question is what should be done. The
following are four possible solutions.

1. Exclusive reference to State law..-One alternative would be to look exclusively
to state law to determine whether there has been a valid disclaimer, and if there
has, treat it as valid for federal gift and estate tax purposes. The late Austin
Fleming, who was a reporter for the Uniorm Disclaimer Acts, was an advocate of
this position. His view and the view of many others working on state legislation was
that if the states adopted well-conceived and reasonably uniform laws, the federal
law should simply make reference to them in determining what is a qualified
disclaimer. This approach has a great deal of merit. Most states now have disclaim-
er statutes and while there are differences in wording there do not appear to be
very many differences in substantive result.

Looking solely to state law however, is probably not politically feasible. It would
in theory at least allow states to adopt disclaimer rules which could be considered
abusive when applied to tax questions. And what is abusive is a matter of opinion.
Witness the Kesnath case. What the 8th Circuit thought was a perfectly reasonable
state law rule, the tax writers of the '76 Act thought was out of line and had to be
reversed. While the exclusive reference to state law is alluring, the trend is the
other way, and it is difficult to believe that the Treasury or the Congress would
accede to this solution.

. American Bar Association's proposaL-The second alternative is one which was
props by the Section of Taxation and adopted by the American Bar Association
in 1974. It was made available to the tax writers of the '76 Act and was either
considered and rejected or ignored. That proposal advocated the adoption of new
Code Sections 2618 and 2045. However, unlike the '76 Act, the ABA's proposal
contained all of the details necessary to make a comprehensive and coherent federal
disclaimer statute. Many of the concepts and some of the language from the Uni-
form Disclaimer Acts were incorporated. This ABA version would have had the
virtue of bringing the federal law very close in line with the state laws that had
then and have since been enacted.

In addition, it provided a mechanism for solving the problem that arises when
state law is not as liberal about disclaimers as is the federal law. The classic case is
Hardenberg& described earlier, on disclaimer of an intestate interest. The A.B.A.
proposed federal rule would have allowed such a disclaimer.32 However, under some
state laws it is still invalid since the intestate interest vests immediately and
directly in the heir. To solve that problem the A.B.A. proposal would have allowed
the disclaimant to make an appropriate transfer by deed or assignment to the taker
who would have been entitled ifa disclaimer under state law had been valid."
Under the proposal the disclaimant could not accept a benefit or assert any other
dominion or ontrol over the interest, except to perform the ministerial act neoes-

to put title in the proper place.
ministerial act provision would also solve the problem here the state law

requires the disclaimer within six months or perhaps less, while the federal law
allows nine.' 4 If a disclaimer is made after the six months but before the end of

" I.R.C. I 2618(bX3) See also Private Letter Ruling No. 780878.
I* See e.g., Uniform Disclaimers of Property Interests Act § 2(b).
'oSee generally FrimmerChas, supra note 5.
"ABA Tax Section Recommendation, supra note 3. at 818.
"Id. at 819.
"Id.
4 Id. See also Martin, supra note 2, at 868.
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nine, it would still be valid for tax purposes if the disclaimant by deed or assign-

ment causes title to pas to the proper person.
a p roach by the A.B.A.-a comprehensive fede

nisal act provision to achieve uniform treatment in all states-see to me to
quite years into the pre tion of that proposalrkabl• Several of effort went p

.. . ve al hecocevable b n

and while it may not have solved all the conceia le it would haveb

!s -ubstantially better than what was finally adopted in 1~7. I eardcld
. nation oA third alternative which wu be a r h de

A urefr on ofdslie - eyf o pa tand present law , w would be to y- tax " di cl im r just. .....

were taxable gnerlowers of appointment. This has been suggested In an intereslt-
el i-treaned article in the University of Chicago Law Review b Professor

... 3t Professor Martin argues that disclaimed property should ben, Jo .Mri.Prn:rMrtag has powe ite tak

..parto .th i tranfer tax base because the disclaimant h power either to
't propet ashi wn(aaogust a gneral poer) or to arrow it to pass to

-t soeoewls (analogous to elpeo geea pow)
r'U~eproert ashiof a gneral pwer).

Professor Martins article will rey e , but, with all due respect, his solu-

ti ,'on is unsatisfactory. It is true that the disclaimant has-an option in the firstinstance to taetepoeryoineesnpoet a hi.....chmaesi

in that respect to a general power. On ther°ter hand it seems unfair to

i impose a transfer tax upon a person who has never accepted or benefitted in any

way from the power or the property interest disclaimed and is unwilling to do so.

key to the distinction is that a disclalmant must promptly disavow any rights

he may have; whereas the holder of a general power taxable u.der current law may

hold the power over a long period of time. During that time he benefits from

'keeping his options open and being able to consider carefully whether or not to

exercise the power and if so, how.
Also, taxation of a disclaimer would involve imposition of a rapid-fire double tax.

There would first be a transfer tax upon the donor or the decedent's estate that

created the interest. Then within nine months there would be a second tax imposed

the donee-dinclaimant or his estate. If a credit is allowed for the prior transer

tax, it would defeat the purpose of t the disclaimer. But if no credit is allowed,

Stxr ist seemt metax, ver y ule "

Furthermore, disclaimers would not simp the law. It would merely

substitute a whole new set of very complex substantiveand procedural problems for

those we now have. Exceptions to the general rule would need to be carved out. For

example, it is doubtu whether anyone would want to tax the disclaimer of special
powers, or administrative powers. It would be terribly complex to draw the line.

Professor Martin would allow the tax on the disclaimer to be collected from the

disc I property, but the transfer would be attributed to the disclaimant and the

amount of the tax based on the di'claimant's transfer tax rate. That concept is not

new, but it. application here would be very complicate. .uton
all, taxation of disclaimer is not an arorae soluon.

4. American Law Institute ProposaL-There ia fourth alternative which seems to

provide the most satisfactory solution. It was proposed in principle as part of the

American Law Institute estate and gift tax recommendAttions adopted in 1W68. The

recommendation is in two parts. The first.part states that the Internal Revenue

JP - Code should define what constitutes a dl er. The second part states that a

timely redirection Of the destination of a property interest should be regarded as a

disclaimer for the purpose of determining the transfer tax consequences of the

ori altransfer. Under this proposal the diclaimant would be able to determine

the person or persons to take the property as a result of the disclaimer, unless the

alternative takers were designated by the will or trust of the original transferor. If

that general approach is adopted, refinements would be needed which the ALI did

._not attempt to provide.
it would be y desirable to have a comprehensive statute which fully and

c e defines the qualifications for a disclaimer and interests that may be

disclmed In this regard the AA Tax Section recommendation" mentioned earli-

ir might serve as a guide since it was an effort to draft such a comprehensive

federal statute using the best of features found in the Uniform Acts and various

The manner in which the disclaimant may redirect the disclaimed property

should undoubtedly be restricted to some extent. For instance, the persons to whom

the property may be redirected might be limited to family members and perhaps

I "Martin, supra note 2.
w ALL FederaL Estate and Gift Taxation (1968).
a Supra note
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qualified charities. /'hat would make the disclaimant's power similar to a limited
power of appointment which generally is a non-taxable type of power.

The power to redirect should allow not only for outr transfer but for creation
of split-interests and the usual types of families and charitable trusts. For tax
purposes, everything should relate back to the donor or testator who created the
interest being redirected. That would insure, among other things, that generation-
skipping trusts could not be created b a disclaimer to avoid any taxes that could
not have been avoided by the original donor or testator.

There are a number of good reasons for supporting this approach:
(a) It is fair and equitable for the taxing system to allow a measure of post

mortem estate planning such as this would permit. It is not a loophole for use in
larger estates where the donor or testator has already adequate estate pl
advice. If he has had good advi e, he Is generally nothing to leave it to one of hi
survivors to rearrange the estate plan. In any event, the proposal would not permit
a survivor to accomplish any tax saving which could not have been accomplished in
the first instance by the donor or testator. There are situations in which disclaimers
can have the effect of increasing or decreasing the marital deduction, increasing the
charitable deduction, shifting prop erty to a maelr estate, and perhaps causing a
generation skip, but this is all true under present law. The difference between
present law and the proosal is that present law does not provide any flexibility; It
simply depends upon a rigid state law as to who the alternate taker or takers might
be in the event of a disclaimer, unless the will or trust happens to provide for the
alternate takers. It seems to me that allowing a disclaimant to redirect the property
among family members would be most useful in moderate sized estates where the
planning was not adequate in the first instance. In those situations there is a great
deal of equity in allowing the family to do some shifting without incurring adverse
tax consequences.

(b) The proposal as outlined would establish uniformity throughout the United
States so that all taxpayers similarly situated would be treated the same for federal
gift and estate tax purposes. Under the system proposed it would not matter what
the state law rule might be concerning a disclaimer. If the disclaimer is qualified
under the federal rules and if the disclaimed interest is properly and timely redir-
ected by appropriate deed or other instrument it would qualify for federal purposes
whether or not it would qualify for state purposes. This would eliminate virtually
all of the complications and conflicts that exist under present law and provide real
uniformity.

(c) The final reason is simplicity. The way to achieve real simplicity in the area of
disclaimers, as with most complicated problems in estate planning, is to spell out
completely and precisely all of the details required to be covered in order to
interpret and apply the law. This is not terribly difficult to do with respect to
disclaimers-it just has not as yet been done. If it could be done in a single federal
statute that is comprehensive and fair and allows for a limited amount of flexibility
in post mortem family planning, we would have meaningful reform.

STATEMENT BY ATTORNEY FiuNK S. BmuuL or Copp, BR NxMAN, Tins,
KoLzrsv & BERALZ, HARmRD, CONN.

OUTLINE SUMMARiZING MAIN POINTS

1. Views expressed are individual ones and do not represent those of any organiza-
tion.

II. Policy of estate and gift tax laws is to prevent concentration of large amounts
of wealth and power.

A. Revenue raising is incidental and relatively unimportant.
B. Policy should be carried out without interfering with continuation of family

farms and businesses or impairing living standards of surviving spouses or dis-
couraging capital formation.

C. Reduction of costs of compliance and simplification of tax laws are important.
[M. While other speakers are stressing importance of rate reduction and an

increase in the unified credit, I will concentrate on the need to expand marital
deduction, both quantitatively and qualitatively, conform the joint tenancy rules to
actual practice, provide additional relief for illiquid estates of farmers, small busi-
nessmen and others, increase the $3,000 present interest gift tax exclusion and
exempt transfers f.)r consumption from the gift tax, complete unification of the gift

-and estate taxes by restructuring the provisions dealing with incomplete transfers
and transfers within three years of death, reving the provisions concernig dis-
claimers, repealing the orphan's deduction, allowing the unified credit for% tax
purposes to be elective, broadening the asrtainable standard exception to general
powers of appointment, returning the alternate valuation date to a year after death



zi the return filing date of 15 months after death and permitting elections even_

,ter the date for filing an estate tax return has paved.
' A.. Brief history-of the present marital deduction and Joint property provision

Proposal for expansion of the marital deduction quantitatively and qualitative-

ty"1. Unlimited tax-free transfers between spouses during life and at death are

advocated.
2. This must be coupled with allowing the mairital deduction for any transfer,

f.which provides the doneeepouse with current beneficial enjoyment, even if the

redaander snot i able by the donee-spouse.
(a) A roerty recvg mar deduction in first estate must be taxed at death

f- Of surviving spouse as if it were part of latter's estate.

Wb) Surviving spouse should be allowed to accept or reject qualification for maritalto ~n qm u.. . lfe estate (as reey

deduction, in effect giving p pepay death taxes on a fe re ty

occurs) or to postpone their payment until termination of the life interest.
(c) Terminable interest rule should be abolished.
(4) Resultwill be increased flexibility in pre-mortem and post-mortem planning,

without forcing people in second to choose between the tax benefit of the

marital deduction and protectng thein rchil dren by a Pror ma rage

C. Dealing with the liquidity problems of family farms, closely-held -usinewmes
Setc.

1. Technical improvements to and simplification of the special use valuation rulesii s essential.
2. Alternatively,. consideration should be given to replacing the concept of

use valuation with a phased-in forgiveness of the estate tax attributable to farms

and closely-held businesses.
3. Definition of closely.held businesses eligible for deferred payment of estate

taxes should be broadened, the most liberal rules of the existing deferred payment
election sectIons should be adopted and expanded and objective standards should be--election seam. ad,. -- v.,. - d  -: ........ •. .oe.Ti

bet to determine reasonable cause for extension of time for payment of estate tax in

all cases
D. The $3,000 present interest gift tax exclusion should be increased in line with

Inflation and.trnsfer.for.consumton should be excluded from the gift tax bas.

E. Transfers within years prir to death (except for gift taxes paid on them and

transfers with respect to life insurance policies) should not be included in the gross

estate.
F. The uncertainties and problems with respect to disclaimers should be cleared

up and solved.
0. The orphan's deduction should either be repealed entirely or simplified so that

normal family trust dispositions would qualify for it, where there are eligible

orphans who are beneficiaries.
H.The alternate valuation date should be lengthened to a year after death and

estate tax returns should not be required until 16 months after death.
1.This was the waythe law was be fore 1971.
2. Estates large enough to require the riling of federal estate tax returns ae less

t*n percent of all estates under present law and in many instances It is difficult

if not imposible to obtain all necessary data for filing a return within the 9 month

,ifi not foln death.
3. Earlier distributions of estates has not been facilitated by the 9 month (as

against the 15 month) filing requirement, since in most instances extensions are

Th e periodof time during which changes in values occur after death should be

a full year rather than the present 6 monum.
I. Te alternative valuation date election and other elections which can only be

made on timely filed estate tax returns should be permitted even ifs return is file

late, since other penalties exist to deter late filing.
IV. Conclusion.

9rAT=&mTI or INDmDUAL Virws or AToi~z FANx S. BURALL

~The viw expressed in this statement and the proposals for changes in the
federal estate and gift tax laws advocated herein are the individual views of Attor-

ney Frank S. None of the professional groups with which he is associated
have authoriSed him to submit this statement for the March 24, 1980 hearings nor

to appear on their behalf at these hearings. None of thee groups have
for the reproduction of this statement or to pay any ofth expenses

in by Attorney Frank S. Berall in appearing at the hearings. All of the views

.expressed In this statement are the individuals of Attorney Frank . Berall
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and are not to be considered as the official position of any organization to which he
belongs.

-SUMMARY OF STATEMENT

The basic goal of Congress In originally enacting federal estate and gift tax laws
and in the subsequent changes which have been made to them has been to prevent
the concentration of large amounts of wealth and the power that goes with It, in the
hands of a relatively, small number of families. Revenue raisin has been only an
incidental and relatively unimportant consideration. In fact, the receipts from the
estate and gift taxes in 1980 are estimated at five billion dollars out of total federal
tax collections of six hundred billion dollars. Thus the estate and gift taxes amount
to about eighty three hundredths of a percent of federal revenues.

While using estate and gift taxes to prevent a build up of excessive accumulations
of wealth from one generation to another is established policy, it is most important
not to interfere with the national objectives of encouraging continuation o family
businesses and farms or impair the standard of living of a surviving spouse. Itis
equally Important to eliminate disincentives to capital formation and to encourage
venture capital to invest in new enterprises to provide health growth in the private
sector of our economy. Finally, effective tax administration, holding down the cost
of complying with the tax laws and collecting taxes, coupled with the maintenance
of respect for our system of voluntary compliance require that the furtherance of all
these objectives be carried out with due regard for the need for simplification of the
Internal Revenue Code.

It has become increasingly clear in recent years that the complaints by fiduciaries
and beneficiaries of estates all over the country of unnecessary delays and extra
costs of estate administration have arisen not so much as a result of antiquated
systems of probate but rather from administrative problems created by the federal
and state death tax laws. There is a need for a closer intergovernmental relation-
ship as well as for leadership from the federal government to persuade the states to
conform their death tax systems to the federal estate tax, so as to simplify the
collection of death taxes at both levels of government.

The extensive changes to the estate and gift tax laws made by the 1976 Tax
Reform Act and subsequent legislation need further revision and refinement to
eliminate features which are counterproductive and tend to defeat the above men-
tioned objectives. The pending repeal of carryover basis is the first major step in the
right direction. But, now that this ill conceived device has all but been eliminated
fro the tax laws, it is time for the Congress to take a close look at the entire
structre of the federal gift and estate taxes to correct many of the flaws that have
become increasingly apparent as practitioners and the Internal Revenue Service
have obtained experience under the changes in law made over the last few years.

The generation-ekipping transfer tax, an entirely new concept in the tax laws
which was enacted as part of the Tax Reform Act of 1976 also requires study.
However, while the problems that are becoming apparent in tais area of the unified
transfer tax system are serious ones, due to the nature of the generation-skipping
tax itself there has been far les experience with it in operation than with the other
1976 estate and gift tax changes. Thus, it would be better to postpone any considera-
",in of the generation-skipping tax until some of the more urgent problems already
apparent in the federal estate and gift tax components of the unified transfer tax
structure have been solved.

The principal areas of concern of the author of this statement are with the
fundamental concept and philosophy of the marital deduction itself and the rulesgoverning joint tenancies with right of survivorship and tenancy by the entireties,
since these areas require scrutiny and revision in order to make the tax laws
conform to the property concepts that many married couples have and providesecurity for survive , s e While the present rates of the unified gift and estate
taxes in the kind of inflationary era we are in operate far too harshly on the small
and medium sized estates, and the need for a comprehensive overhaul of the rate
structure and an increase in the exemption is paramount to accomplish the above
stated objectives, this statement does not deal with rates or the exemption because
they are being covered extensively in the statement and testimony of Attorney J.
Thomas Eubank of Houston, Texas.

The problems encountered by the family of a deceased farmer, small business
owner and owners of other relatively Illiquid assets include the difficulties in raising
inufficient cash to pay death taxes and estate settlement charges without having to
liquidate the farm, mall business or other assets. If liquidation occurs, these most
important small businesses either lose their identity-by merging with larger firms
in order to survive at all, or else are totally destroyed in sales at a sacrifice price.
The existing provisions designed to deal with these problems, such as the special use
valuation rules, the extended payout rules for estate taxes and the rules permitting
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iokredemptions from an estate to pay taxes and estate settlement charges with-,
t dividend consequences do not give sufficient relief.
In addition to the major are of rates matal deduction and joint propert and:<: ~ ~ vid lnaditontothdmjot her provmons n the

low-rules designed to pri l y, there are numerous ot

*lft and estate tax laws which should be revised in the interest of a fairer and more

7 ftve transfer tax system. These include the rules governing incomplete ante-
.. iortemtransfers, transfers within three years of death, disclaimer orphans deduc-
,lAn and certain other technical matters, all of which are cover:e in this written

6IATZMKN

4 Pilosohical guidelines
:The policy objectives of the leaders in the movement which led to the enactment
~o. t eieal estate tax-in 1916 (which had been preceded by a federal inheritance

,@ n then a period of time without any federal death taxes) were primarily to
Sup la..r accumulatis of wl with revenue rals' only a secondary

c- uplahration. President Theordore Roosevelt, before leaving offce in 1909 referred

,to the malefactors of great wealth and the need to curtail their power. thi views

-were shared by my in Congress who, seven years later, helped pass the federal

estate tax. The federal gift tax was initially enacted in 1926, repealed In 1928 and

.ieenated in 1932. Its primary objectives were to prevent avoiding the federal estate

-ax and prevent reduction of income taxes by splitting income producing property

o faily members and trusts.
Wh~i~ete poetenactment history of the federal estate and gift tax law shows that

oer the years there has been little consensus as to whether their purpose was to
c-1ontrol fortunes or raise revenue, thes taxes have in fact produced a rela-

I small rtion of total federal revenues (now less than one percent). Therefore

th resent ustification for having these taxes with all the damage they do to

ines"s family farms and surviving spouses must be to prevent excessive concen-

Stration of wealth.
'--However, this purpose, and the efficiency of the tax system in achieving it, cannot

'-:be the onycriteria to be applied in judging the tax system. Other significant
carter" i th stability of the stm under which estates can be planned in

reclinee that major changes in the law will not render the plan useless (or worse) by

the time the property owner dies; the understandability of the system, at least to

- avera ta so that it can be dealt with competently in carrying out the

-clients' wishest(w an equitable system is desirable, it is not always possible to

develop a simple and understandable tax structure that is equitable-striving for

Aequlty often results in complexity cream g problems of understandability toproper-

r ty owners and their attorneys), te neutralty of the system, so that actions need notty .o e;ad h eti of the system (a corolayo
__ b~e distorted to ac.hieve tax objectives; .nd the cran

both understandability and neutrality). The latter ;nciplewas by the

Congress keeping the federal estate and gift tax laws substantially unchanged

-fron 1948 176.
Achieving certainty of application of the estate and gift tax laws sometimes runs

;cunterto obtaining complete equity since in striving for the latter, uncertit is
alltoooftn ceatd. A ky ilusration of this is what ha opened to the provisions

gaccumulations trusts during the enactment of the Ti Reform Act of 1969,

wt arterchanges made to them In 1976, still leaving an unduly complex struc-
tu). This important from the standpoint of the property owner than from

that of his lawyer, since uncertainty in the application o the tax laws creates

- additional costs for the property owner and increases his lawyers' fees.
Another desirable principle is that the laws apply uniformly to similarly situated

tax pe.. wver, it is not always possible to achieve these results without

foregoing other objectives. For example, an unlimited marital deduction (or ever, the

present t Of $2 ,000 or fifty percent marital deduction) penalizes people who

die-" unmried. An ent ld be made that one's marital status at death

should not determinethe amount of the federal estate tax; on the other hand, the

elmination of the marital deduction would bring back the inequities that existed

between the eight community property states on the one hand and the rest of the

country on the other, prior to the Revenue Act of 1948. It would also run counter to

the social policy of easthe impact on the survvg spouse of-the estate tax on

-the estate 6f the first to .
The rights of the taxpayr must also be considered in any tax systemTh

- tax er (in the case of the Federal estate tax, it is the decedent" estate), if

-•sofficiently liquid will find that the pa ent of the federal estate tax a

greapot hardship, sometimes forcing the sal Iof family farms, ranches or smagl busi-
S or the los of the family home. Easing the burden of the tax where an

estate's assets are relatively illiquid is an extension of the ability to pay principle
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since in an illiquid situation there Is inadequate ability to pay the tax without
frc sales.

Last, but not least, taxpayers should have the right to expect an efficient system
of tax collection. In most cases this should lead to the earlier closing of estates,
while providing for extensions in those situations involving lack of liquidity or other
hardships.
A Interspousal tranfers and joint tenancies

The nature of inter vivos and death.time interspousal transfers and how to tax
them has never been satisfactorily resolved, although it was first dealt with when
Congress established the marital deduction for transfers of separate property in the
Revenue Act of 1948 and then again in the liberalizing changes made to the gM and
estate tax marital deduction by the 1976 Tax Reform Act and the Revenue Act of
1978. The marital deduction was originally adopted in an effort to bring about
greater equality in the operation of the gift and estate tax laws in community
property and common law states. In view of the fact that community property is
divided between husband and wife on a 60-50 basis, the marital deduction was
originally limited to about 0 percent of the donor spouse's estate. More precisely,
the gift tax marital deduction isthe first $100 000 and then 50 percent of the excess
over $200,000 of each gift from one spouse to the other, and the maximum estate tax
marital deduction is the greater of $250,000 or 50 percent of the deceased spouse's

"usted gross estate.
Ile interest of each spouse in community property is ordinarily the equivalent of

outright ownership, subject to the managerial control of the community property
that may be vested in one of the spouses. In particular, a spouse's interest in
community property does not ordinarily terminate on death.

Thus, the so-alled terminable-interest rule was developed under which transfers
to a spouse of certain terminable interests do not qualify for the marital deduction.
In other words, generally speaking, the donee spouse must receive an interest
somewhat equivalent to outright ownership, for the gift to her to qualify for the
marital deduction. The technical requirements to qualify an interest other than
outright ownership for the marital deduction are fairly complex, and the Internal
Revenue Service and many courts have taken a highly technical approach to these
requirements, with the result that all too frequently good faith efforts to meet the
legal requirements have failed.

In community property states, except for a partial marital deduction for the
excess of the $250,000 minimum marital deduction over the deceased spouse's share
of the community property (known as the community property adjustment) the
marital deduction is only available for separate property. Under certain circum-
stances, moreover, separate property of one spouse that reached that character as a
result of the conversion of community property to separate property is tainted for
marital deduction purposes and must still be regarded as community property in
working out the marital deduction. In effect the maximum marital deduction
available in a community property state for death time transfers consists of the
community property adjustment and approximately one half of the value of the non-
tainted separate property, but transfers on death of community property cannot be
utilized to make up the allowable marital deduction since only half of the communi-
typroperty is includible in the adjusted gross estate (the base for the marital
deduction). There are several problems which exist here. First of all, the unified gift
and estate tax transfer laws, despite the above two mentioned changes and numer-
ous tinkerings with the survivorship property rules in 1954, 1976 anid 1978, an sill
not in accord with the real life assumptions with respect to marital property held by
the average taxpayer in this country.

it would not be an overstatement to say that there is no single problem which
ies more trouble in estate planning and administration than interspousal trans-

fers mae without any advance awareness of the fact that they are ift causing
great difficulty to those of us who are obliged to advise couples that they have made
unreported g which, whether or not they are immediately taxable, nonetheless
require thefinof gift tax returns and the impirment of the exemo equiva-
lent to the credit against the unified estate an gift tax. If any of these couples
should go to some other practitioner who either out of Ignorance or by design fals
to advise them of their need to comply with the gift taxlaws, they might better
off in terms of lowered compliance costs (mostly legal fees) if not actual taxes, than
if they went to a more knowledgeable or more ethical practitioner.

Many, if not most married couples basically approach property acquired by them
during marriage as our property." The eight community property states (and
Puerto Rico) hive adopted i concept to a greater or lesser degree, at least with
respect to property acquired after marriage from sources other than gifts or Inheri-
tnes. The concept of survivorship property (whether it be a joint tenancy with
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t of survivorp a tenancy by the entirety) s a commonly used title holding

in all. oh law) Jurisdictions in the United States, and Is

to so the community property states, as well

.This portion of the will fn t plain in greater detail the property law

eiinept underlying interests held by mridcouples in m rhisl, gift and

~~4ateb taxa06o of tlP 1P s inconsisteniciesi with state law teanet,anid

prtleMs i the e state and gift tax treatment. This will be

J_,"1OWea with a proposal for uniinted tax-free Inter vivos and death-time transfers
-of.property between spouses (hereafter sometimes referred to as the quantitative

of the marital deduction). In'the inion of the writer of this statement,

- be coupled with the elimination othe restrictions imposed on trnsers

,iftI4ying for the estate tax marital deduction (hereafter referred to as the qualita-

$ve expansion of the marital deduction). eese restrictions prevent the first spouse

.te from being able to direct disoton of the marital share left the surviving

-*puse, following the latter's deatth.fthey are eliminated then the property in the
urital deduction share should at the death of the surviving spouse be taxed an an

tnal asset in his or her estat Alternativel y un an election not to postpone

on the marital share the surviving use couid forego pA or all of the tal

deduction and have the prop " t in the estate of the first spouse to die.

1. : hOperty law concep -TLW of the most widel used forms of intramarital

prop ownership are joint tenancies and tenancesby the entireties (usually

referred to in this text collectively as 'joint tenancies" or "joint ownership"). he

0 mstdisinuisun chraterstc o joint tenancy is its "surirh"

Upo eaho onespouse the title (and full ownership) or a Jointly-hed

- asset passes to the surviving spouse. This right of the survivor to the proper is not
tnera the decedet'sl, other testamentary documents, orby laws

-] l y affected by the decedent's will,......

Otng it s ats form of"ownership appears to carry into reality a typical and

normal intramarital attitude that what is mine is yours". The apparent simlucity
" _yal of the ement 

runi

and the perceived normalitY ent act together ru g d and

-,lead man spouses toblind and unsophisticated ownership of their property in joint

,Ltdean.sn the. blindness is cured, a tangled and confusing web of potenWtll7

utax results and frustrated d tive desired becomes visible. The pit

Sthat what starts out as a legitimate quest for a symbolic "oneness" is ownersiof

the marital rty ends as an almost infinitely complex pattern of results at cros

u s with those sought. No sinister acts or motives bring this about-it derives

f the application of little-known provisions of the federal gift and estate tax

laws Seldom is a responsible canvass of these laws made on creation of a joint

tenancy At a later date, often accidentally, the consequences are studied and

reviewed and by then the entrapment is apparent. The basic position put forward

here is that such a frequent and regrettbe series of events derives from an

; Irmonal and little enforced statutory pattern which can and should be altered to
removerom te renafo tax rapment interspousal acts of a widrvead nature

which currently run afoul of an unduly complex and little-known area Of the law

for Which no sensible enforcement mechanism exists or has ever been conceived.
rio .o" Kio ntlwnedpro rtio.-The federal gift tax coms ito ., : o of jontlownerp e d co

t ..... ip: creation and its terminatoduig e

(a) Cretion When personal property (other than joint bank accounts a co-

owned government securities) I purchas or transferred into joint ownership, in

many casea taxable gift occurs. he question of gift or no gift is determined by the

Source of funds used to purchase the rty. A gif is made when spouse

-contributes disproportionately to the Iterest he or she receives. For xanihj
I S ume Dr. Mary receives her share of profits of $26,000 from her

oration and decides to invest the money in the stock market. when the family

brkrarranges the pucae tis most likely that he will recommend, or perhaps

1 decide without consul n, tit the stock betitled in the names of John and Mary

as ,joint tenants with right of survivorship" or a functional equivalent creating a

'lointt tenancy". For normal and usual interspousal reasons, this will, in all likeli-

hood, be the form of title. At this point, Mary has made a gift to John of $12,50.

2 i s is bemuse Mary provided all of the funds for the purchase but received a state

law property interest in only one-half of the assets.2

Paragraphs numbered I and 9 were adopted and updated from materials originally prepared

Z.-by arw Wilam P. Cantwell of Denver, Colrado.
-in -1,A ttor y the antiret i .tn, uwae neither spouse alone can t-minate the

Sn ionate pro rests are determined reference to acuari

tables s; that the g wod note oextly one-alf exept In th ew situations where the

tables yielded such auresult.
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Real property purchased prior to January 1, 1955 was treated in a similar
manner. To reduce the inadvertent gifts so frequently made in the acquisition of
realty owned by married couples, Internal Revenue Code Section 2515 was adopted
in 1954. This provides that no gft is made upon the creation of an interspousal Jointi tenancy in rea property unless treatment as a gif is affirmatively elected on a

timely filed gift tax return. In other words, without the election the spouses own the
real property in proportion to their contributions for federal gift tax purpose&
Howevr by fling a timely election the spouse who contributes more than his or her
proportonate share may treat the creation as a gift to the spouse contribution less
than his or her proportionate share.

The jointly-held bank account and co-owned government security present still
another complication of the joint property mystique. Here there is no gift tax on
creation as such, but withdrawal of more than one's own contribution without

accountability for that withdrawal is a taxable event.
There are thus three sets of gift tax variables at creation of a joint tenancy for

the married couple to bear in mind. Acquisition of stocks, bonds, and all property
except real estate, bank accounts, and co-owned government securities results in a
gift without any other action than acquisition in joint form if the purchase was not
made with funds "owned" In the same proportion as the proper interest acquired.
Real estate results in no gift on the same facts, but it can be a gift if affirmative
action is taken. Bank accounts and co-owned government securities result in no gift
at creation but may result in a gift if a noncontributed amount is withdrawn
without acountability. This is just the beginning, but John and Mary can be
forgiven if they are already confused!

The 1976 Tax Reform act added a new fractional interest rule which provides that
where a "qualified joint interest" is created between spouses after 1976, only half of
its value is included in the gross estate of the first spouse to die. Among other
requirements to obtain a qualified joint Interest are that in the case of personal
property, the creation of the interest must have been a gift subject to federal gift
tax and in the case of real property, the donor must have elected to treat creation of
the joint tenancy as a gift for federal gift tax purposes The other requirements are
that the interest must have been created by the decedent or the decedent's spouse
or both after 1976 without any other joint tenants.

In the case.of pre-1977 Joint tenancies, a qualified Joint tenancy can be created b
severance of the pre-1977 joint tenancy an2 recreation in a transfer subject to gift
tax. The 1978 Revenue Act added an additional provision to the effect that a
donor-spouse elected to report a gift of the property in a gift tax return fledwith
respect to any calendar quarter in 1977 1978 or 979, the pre-1977 joint tenancy
does not have to be severed and recreated, but the donorspouse making the election
is treated as if he made a gift for the calendar quarter for which the return is fled.
The gift equals the appreciation attributable to the donated portion of the consider-
ation furnshed by the donor-spouse at the time of creation of the joint tenancy.

The need for actuarial computations in determining the amount of the gift when
a joint tenancy in real or personal property is created after 1978 has been eliminat-
ed, unless the fair market value of personal property can be ascertained only with
reference to the life expectancy of one or both of the spouses.

The above described provisions, added by the 1976 and 1978 Acts have received a
very cold reception by knowledgeable estate planning lawyers, accountants and
trust men. Well advised clients do not create qualified joint tenancies out of pre-
1977 survivorship property. A far better way of handling this property istosever it
into a tenancy-in-common or have a complete transfer made of it to one or the other
of the spouses. Furthermore, estate planni g practitioners rarely if ever advise the
creation of any kind of joint and survivorship property (the one exception might be
to hold real property in joint tenancy in a non-domiciliary jurisdiction, to avoid
ancfllary probate there), and the new qualified joint tenancy is inferior to other
methods holding property.

Unfortunately, the maJoriy of people and their less well informed advisors are
a to Joint tenancy and have become even more confused than before by, this
addition opdon added by Congress. It is recommended that all of these provisions
be repealed and the law restored to the way it was before the 1976 Tax Reform Act
with respect to joint and survivorship property except that with respect to inter-
soal transfer only 50% of this would be included in the frst deoedent's estate.
If an unlimited marital deduction is adopted, this should preclude any need for
hav4n special provisions governing joint tenancy property held by spouses.

(b) Termination: The second time John and ry may run afoul of the gift tax
laws is upon termination of a joint tenancy during life. For personal property and
real property acquired prior to 1964, a gm occurs when one spouse receives more
than his pro rata (one-halO share of the property held in joint tenancy, without
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ard to contribution. For joint bank accounts and co-owned government securities.
Sin excess of contribution wih accountability operates as

nt o th oaldspous. For tenancies by the

S. gift occurs if one spouse receives more htian hs actuarially-deteriiind
Iterstwo For real property acquired after 1954 as to which no election was filed, a

,,Oft occurs if the spouses do not divide the proceeds on the basis of their respective

,;6ntributions.
Inthcaneof nation ofa qualified jint interest (the creation of which was a

ezbi gift) severance into a tenancy-In-common will not have any gift tax conse-

Auens, but should the entire property or its proceeds be put into the sole name of

one or both spouse, the result *i be a taxable gift..
S. Estate taxation of ioitly-oWned properti"-The scheme for taxing jointly-

.'owned properties other t tenancies in common upn the death of either spouse

bas some surface aspects of rationality, but Is an administrative disaster area for
7 tapyer. At the death of the f.. s spouse, Section 2040 includes in his estate

sub.et to tax the value of the ontly-held properties proportionate to his or her

z,,conu tio• to the cost of acquistion. For example, if John died owning $200000

i worth of stocks mlont tenancy with Mary and if John had provided all the f1nGto
p wourchase the stock, the entire value of the stock is included in his gross estate for

federal estate tax purposes. This is true even if a gift occurred upon the creation of

the joint tenancy, al h any gift tax paid upon the creation of the joint tenancy

aybe ppll as acr, dtcnst the estate tax
i SmapOb N on the other and that Mary had worked and that her efforts resulted

to a contribution to the cost of the stock. Value proportionate to that contribution
can be excluded fromJos gross estate. Yet to achieve that result, Jon's e executor

faces a monumental task, and he is specifically given the burden of proof under

'Treasury iegulations Section 20.2040-1(a). To discharge it, he must "trace the

I. respective contributions of John and Mary to the cost of ui" the property in

. In many instances, this may involve looking back 10,20 , or more years.

to say, it is often impossible to trace with even a semblance of accuracy

3:: because these types of reos rarely exist and few memories are accurate over such

a~i period.
For e Impe assume that a deceased John and his surviving Mary purchased 100

shares Of XY stock in joint tenancy in 1940 for $2,000. To the best of her recollec-

tio nt Mary believes that this $2,000 came primarily from John's salary but that she

-cotributed $500 from her savings prior to the marriage. She is justifably vague

about this, however, and has no records of any kind to substantiate it. Through

prdent sale of this stock and investment of the proceeds in various stocks, ohn

n ,d r0000 worth of stock in joint tenancy at his death. Mas $500

- w pror to $,000 and Johns $1,500 to $160,000. However, all of the 000

-is eluded_ in John's gros estate because Mary cannot prove she contributed

to the: "hase price of the original stock. Such is the consequence of an inability to

'trace an event that oc years earlier-hardly a rational way of taxing
- anytig

-This inability to "trace" the contributions is a result of the same interspousal

~attitude which created the joint tenancy. John and Mary quit typically tended to
W-- view their assets as "ours" and it would have been inconsistet-a veritable breach

-;,-of faith-to document the source of funds used to purchase property. In the previous
example, that attitude would cost John's estate in estate taxes from little up to the

full ma gnal rate, depending on other variables.
The tracn meant, under penalty of potentiall heavy taxation if it cannot

be done, adds another complex rule for John and ary. In practice they are

virtually never aware of it at the time the crucial acts ae occurring, and conse-

quently almost never prepared to meet it. Even a sophisticated and studied couple

re 2g affirmatively to meet the burden would have a monumental task The

record keeping would be interminable-a virtual career of premortemn planning, for
the record& would have virtually no other use than in establishing the estate taxes

In the first decedent's estate.
4. State law inconaistenciet -Both the federal gift tax and estate tax laws tend to

irn inconsistently with state law concepts of the ownership of joint tenancy proper-

t In a true joint tenan either indiVidual is able to terminate the jointtenancy

by a conveyance to a third party. The third party will be deemed to receive his
of the asset as a tenant in common with the remaining original joint tenant.

us, te . Is an "ownership" right in each joint tenant iuffcient to support a

transfer of that joint tenant's fractional ownership to a third party under state law.

it exists without regard to owthe interest was acquired, whether by gift or for

i dao There is, however, no such "ownership" for poe ft federal
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estate tax if the particular joint tenant acquired his right by gift, or is unable to
"trace" contributions which may have been made to the acquisition cost.

A tenancy by the entireties ihows some differences here, for no conveyance by
either of the tenants by the entireties is sufficient to transfer title in the absence of
a joinder in the conveyance by the other tenant.

There are additional problems and differences with state laws, such as rights to
income, rights to encumber, rights of creditors, state gift and death tax laws, and a
host of variables. To compound confusion there is also the problem of the commin-
Ievli oiolnt tenancy property concepts with community property concept, and the

le variances among the community property jurisdictions in dealing withthis dilemma.
This discussion assumes that the vast majority of states recognizes that each joint

tenant does in fact have a property right, and that it extends to a pro rata share of
the underlying property-i.e., two joint tenants--each owns one-half interest;
three--each owns one-third, etc. While it-less clear in entireties situations, it is also
assumed that there is a state law recognition of a property right in each spouse, but
its qualification Is based on an actuarial computation rather than on a simple
proration as In the joint tenancy situation.

While it is acknowledged that federal tax law need not necessarily be bound by
state law concepts, the Congress should be aware that the more numerous the
differences the more confusion for the taxpayer. The point is that there are few
areas of common experience for American taxpayers which are more confusing than
the joint property area and that such confusion, largely based on taxation statutes,
is irrational, counter-productive and should be eliminated. Since the most frequent
owners of joint interests are husband and wife any step that tends to lessen
confusion in the interspousal area is a big step in the right direction.

6. Problems with the existing Federal estate and gift tax treatment.-The efficien-
cy of a tax system can properly be tested by its effectiveness in revenue raising and
by its administrative enforcement and equitable application. It is submitted that the
federal estate and gift tax system of interspousal acquisition, ownership, and dispo-
sition of jointly-owned property is defective on all of these counts.

(a) Revenue rablng The adoption of Section 2515 in 1954 appears to have been a
clear recognition of the ineffectiveness of the joint-tenancy provisions to raise reve-
nue by the federal gift tax. Certain husband-wife ownership of realty is a signifi-
cant economic event-for most couples the most significant lifetime accumulation of
capital they make. If the release of the revenue from so widespread a taxable event
was justified-presumably because of widespread noncompliance with the gift tax
laws-then we may assume retention of the balance of the scheme can raise little
revenue. While the matter of compliance and enforcement is interrelated with
revenue raising, these points are separately discussed.

In final analysis, it is certainly not the revenue burden on the taxpayer that is at
the heart of the jointly-held property problem. A scheme of taxation of such proper-
ty raising identical or greater revenue should be fully acceptable if it could be fairly
administered and enforced and If it was capable of equitable application to all
taxpayers in functionally equivalent situations. While actual revenue statistics were
unavailable to the writer, it is unlikely that they are very great in the joint tenancy
gift tax area. The other deficiencies in the system far outweigh the revenue in-
volved.

(b) Administration: There are thorny and difficult aspects of the system which
present abnormally complicated administration problems. Many of the elements are
subjective. Others depend on less than satisfactory evidence. Still others are subject
to no mechanism for verification.

A subjective element is the "inadvertent gift". What happens when the conse-
quences of a transaction under the statute characterize it as a "gift" and no action
of any kind is taken because there is no knowledge of the provisions of the statute?
Is intent a factor? Should it be? How is intent formulated subsequent to a transac-
tion to be interpreted? Many practitioners have suggested that arguments be ad-
vanced that John and Mary had a "partnership" in the farm, ranch or business,
even though nothing consistent with a partnership ever occurred contemporaneous-
ly with a series of acquisitions in joint form. The formulation of that intent would
be after the fact. Should it control?

In the 1978 Revenue Act the concept that spouses were in partnership was added
to permit estates of decedents dy* after 1978 to elect to reduce the value of jointly
and clo ly-held farm and busie property to reflect both an interest factor on
contributions made to acquire the property and a factor for materially participating
in the operAtions of the enterprise. Th amount excludible from the full value of an
eligible joint interest otherwise includible in the gross estate is determined by a
formula permitting a reduction of two percent for each year the surviving spouse
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material artcipted in the business (up to maximum of 50%). This percent i
then applie to the excess of the value of the joint interest over the sum of the

-original consideration furnished b the deceden p s ssu ed appreciation at the

rateof six percent simple interest for the period it was nvest thefam or ther

business and the orina consideration furnished by the surviving spouse plus

asmdappreciation at the same rate and for the same period (this is known as the
a... used consideration).

r ying the percentage rate to the excess of the value of the ioin terest

over the te consideration, the adjusted consideration wished t uv

igsos(that Is the amount of the surviving spouse's oriia cosdrto plus
assmea appreciation at the rate and for the eriod descrbed above)Ishen d

getting theamount excludible from the value of e jointly held interest otherwise

I Ie. For the pu rpose of the formula the determination of whether the surviv-

i spouse materially participated in the business in a given year is made in a

man er similar to the manner used with regard to net earnings from self-employ-

ment under Section 1402(aXI), thus leaving the last word as to a definition to future

regulations. The election Is to be made accordingtorepilatiofl and must he made

no later than the time for filing the estate tax return n e a d
of unlimited tax-free interspousal transfers would avoid the need for these

man other complex provisions.
W ere the election is unavailable (which will be in most cases) tracing must be

done, unless the executor decides to concede includibility of the entire 'amount of

the joint property. No one who has ever endeavored to trac"can be satisfied that

there i equate hard evidence available. Gaining the evidence that In available is

expert. ime-co.ns ming, and subject to abuses, oversights, and conflicts. An

absence of evidence, or even of a casual recollection, can lead toinequitie.

What machinery for detection and verification exists with personal property
acquisitions? Joint account withdrawals? Billions of dollars in stocks and bonds and

bank accounts exist In joint form without any administrative mechanism to tripw

the filing of necessary gift tax returns. Who does "own" the reservoir of funds in a
joint bank account to which each member of a married couple contributes from- ~ ~ ~ ~ e oit m .c.u. w . . em, p . .,: mective "owner-

sarate and similarly compensatl employment? How can such repectiv owner

ship" be verified? In point of fact most 'tracing" proceeds on the basis of determin-

Ing the existence of a ratio of ownership in such a reservoir, followed by imputting a

s uppose usage of funds in that ratio to acquisition of an asset. That is a Patently

I te Process based on suppositions indulged in only for tax urposes. The fit

is that the commingling was perceived of as making the funds ours" with direct

ownership abandoned in the process.
(c) nforcent l Enforcement is the other side of the administration coin. It is

one of the truly weak links in the joint tenancy tax system.

Realization of income is subject to a series of obijectively verifiable evidences-
chief among them being the withholding system and the nation return. In the

cas of the income tax such enforcement mechanisms as withholding and informa-

tion at the source reporting contribute to enforcement. There is no analogous

system under the gift tax law and one is often innocently unaware that a gift with

tax consequences-has occurred.
There is no alerting signal when joint property is acquired as there is in the

income tax aresfrape, whn wlthhol' information is filed. And while

newspapers and television am filled with advertisements for income tax services

and 'tax tips" from preparers, the kind of information available on the gift tax

consequene ofjittnny acquisitions is often misinformation. Indeed, much of
ace of Jint tenan ur re ~ ,,, ..

S o em avery well stem from an extraordinary level of dissemination of

tmisinPformation in the area. How many inadvertent gifts (unreported as well) have
occurred from advice entitle hol _ * even to a married couple by a stock broke

realtor banker, or car salesman (indeed, by an ill-informed lawyer or accountant)_
.... dy takes m M gt e the homily, and John proceeds to open a joint"Ever iyt t do - o j. . n"-n ..

brokerage account, acquire stocks in joint tenancy, buy the housein joint tenancy
open a joint bank account, and buy the car in joint tenancy, because "everybody

must know what they ndongIf this is occurring o awe basis, there are inadvertent gft being made,( ' If tin is " on a wholeale bw ,-.

yet no system of reliable detection and enforcement exists. The sophisticated citizen,
s-eking and acting on accurate advice, is at a disadvantage. His proper disclosure
filing, and paymet of ta p rate is a lonely performance in an area" . nymet of tax when appr

where "eveiyid is cer ly not d g that.

An enforcement system would do at least two things, and possibly a third. First, it

would rais the awareness of the problem. Second, it would result in a mr
evenhanded treatment of all taxpayers. Finally, It might rai revenue, though the

'urious nature of the acquisition of joint holdings leads to skepticism on this point.

WI- 0 - so - 12
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-BWu ip of joint property1 are generally of an "installment" ye Soks are bogh
a few sharm at a time. Homes are sqyured with In- . off over years.It
seems a fair statement to suggesthat thet and annu

V eilUuiO would cover a great many stuat and thus little revenue would be
raised by better efrmntmechianisms. otejitpoet rbe

(d) nioqulty aving aside every other objections
than inequity would stll leave &completely emuas cae The two majr satu-
t:.ory rvi in the area that have soughttoeal principally with the
Inequity Problem. Though they helped, they were still too ute to ac the

result The refwne of course, is to the Revenue Act Of the
of Section 2616 by the 196 Code. They frst sought to create equality

betee ctin 21 commnit prpetstec aend common law propet tts
-T.he secnd s t to de-fus the noncompliance in husbandwile acqulsi-

t V)s~ Djontl y-7hl relyt is submtttht neither of these revisions wnt far

enoghand the complexities introduced in196ad18hventeldte
Inequity goes beyond the statutory scheme. Uneven administration and enforce-

ment are additional sources of inequity. How many inequitable results have oc-
-curred because ' ' could not be achieved or acheved with any- degre Of
reliability? How equitable Is it to accept the prriandif mely r and ay-
meats of a careful and sophisticated taxpayer while taking n steps td n d
rqre compliance from iladvised taxpayers who are doing what "everybody"
;de?

With respect to inemuity at the level of the statutory scheme, the major chore is to
complete what was left unfinished In 1948-the matter of interspousal transfers. An
example helps: John and Mary Community Property versus John and Mary
Common Law Property.

. "John and Mary Community Property spent a lifetime of effort and accumulation.
John always worked and Mary never was gainfully employed. They own all of their
property as community property, and at John's death his one-half of the community
Ie. ssa taxable total in estate of $20,000 on which a federal tax of $21,400 is

baa At Mary's later death, her half of the community, likewise worth 000is
txdandl another $21,400 is paid. John left his half Ofcmunityin a form winch

was not taxable at Mary's later death. If the sequence of deaths is revermed the
result is the same.

John and Mary Common Law Property are a very similar couple. Equally dill-

*gent, equally loving. They do what 'everyone"'osi omn a tt.Te
OC aonui all their assets in a joint tenancy. They view it as a substitute for a wil,
an Jhn dies. So far, so good& He has an estate composed of the full $50 000 but he

, has a suviving spouse and the joint property qualifies for the marital deucion. So,
his tax uis $21,400on his net estate of$5000 Then Mary Common Law Propirty
die. Her estate is $478,600 (the $500000 less the estate tax). Her tax Is $92, The
total taxes in both estates are $118 609. Mr. and Mrs. Common Law Propertyive

hog a w $70,809 more in .edeal estate taxes than Mr. and Mrs. Commu t,
ory. I'thbe n of deaths is reverse. the difference i. _ . nal .

John's estate is $ 000 and there is no marital deduction. feera t tax
$9880 compared to the $42,800 pad by his friends a few miles away in the
community property jurisdiction, a difference of $56,000.

6. A possible resolution of the problem&-The preceding material is intended to
catalog something of a horror stry. It is a story with at least these chapters: Great
omplexity, LOW public awareness; Widespread misinformation Wid spread non-

om ;Dffcl administration and enforcemen Suspecte low revenue pro
d iodi equities among citizens of the same and of different states; nd Insuffi-
clent past measures of correction.

If a case is made by these conditions, what then is a remedy?I Asa bedrock
"Y' beginnin, it is submitted that a tax system which can integrate rather painlessly

ith what "everybody does" without unduly damaging the revenue is a desirable

tax system. And what "everybody"' (or a very larg majority) tends to do in the
marital property ownership area is to arrange that ownership in a way that suits

$It has been ustdthat an extension of Section 2515 to all interspousal Point tenancies
would cure or amloaethe situation. It Is submitted that this would be unavailing to solve the
maor problem Unlem "tracing" at death was also eliminated, all of the present u4noertaintes

aduneven treatment would persist, and they are a 5 betantial et of the problem In additin
aoilin giving program to a spouse is often desired. Scin 5 Is counter-productive to this
bemuse Its Ife rule out asftat the time of creation of a joint tenancy unless an election
-- made TI electon ie-little known, and therefore frequency overlooked. When the
hat ene known. my have apeated greatly the a tompletc may v o
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Kthe particular purposes of the marriage while acting as if there were no federal gift
A,--taxes as far as husband and wife transactions ar concerned. That tralates toan

e of interspousal transfer* being made with a widespread and ft

rat aiard of the existing federal gift tax laws. Since no great impetus to
V; correct to be forthcoming, it would app to be a logicalextension of€r .thi apper en fpoet

u sorts of 1948 and 1954 to "provide that no arrangement of property

y the s betunry 0ffos during life in any form of title in their names whatsoever

w be a taxable event for purposes of the federal gif tax." In other word, there
should be totally free lifetime interspousal transfers of property for federal gift tax

purposes.
Admittedly this is a broad proposal to deal with the joint interest problem.

t4 i However, the joint interest form ol title holding is really just symptomatic of the

.whole area although it tomatizes the worst part of the disease.4 To cure joint

tenancy problems only whil lyin other interspousal transfers as is would again

create mas confusion. The suggestion is simply a "giveu to of ak major area of
misunderstanding, confusion and noncompliance. This w far tow making

the territory under exploration a civilized and settled one. Lter portions f tia

testimony detail pro and existing moderating elements to curtail reckless use

of the privilege. Iese are an integral part of the proposal_ .

7. What estate tax changes are deirable?-What of the estate tax? Profound

questions can be and have been raised by others concerning the estate taxation of

"marital property' and interspousal transfers. The purpose here Is not to address

such broader questions, but to examine only the widespread use ofjoint property by

married cou les. As an extension of that concern, two estate tax problems are

i Important. One is the estate taxation of jointly-held property. The second is the

problem inherent in the free lifetime interspousal transfers proposed as a solution

to the former when death occurs within three years of the transfer.

8. Proble-. in estate taxation of jointly hepro The principal problem is
that of tracing. Tracing is an extremely Inexact activity, and the necessity of it to

achieve reasonable result is a heavy burden for taxpayers who never knew the

lem was coming. There are undoubtedly ;uany situations where inequities arise

use of the absence of records or the absence of a surviving spouse in full

t possession of his or her faculties, including an accurate memory.
It would seem that this tracing problem should be susceptible of a reasonable

simple solution. The problem is the inexactitude and inequity of tracing. It

submitted that a rule of certainty, easily applied, administered, and enforced, would

Sbean answer. The estate of the first member of a married couple todie owning
pr-doperty woud iclude one-half of the fair market value of that proper-:d be jon re oral w Whie it could be argued that the

-ty. No tracing would berq h

tenacbythe entireties situation should be treated differently, with the use of the

ZK ctuaialvalue, as distinguished from a simple fraction of onei-half, it is submitted
that it is desirable to come reasonably close to a national standard which can be

a pied evenly in every state, and that the half and half treatment does this with no
siifcant loss of revenue.

9. Inter vie interpousal transfers within threeears of death.-Regardless of the

overall solution of the problem oftransfers within three years of death, how should

the suggested free interspousal lifetime transfer problem be handled? Let us first
look at a situation more than three years before death which does not involve joint

property. Despite his awareness of the unified transfer tax, John thinks that his

estate planning will best be served by constituting Mary the owner of half of his
4 asets. He transers into her name alone some $250,000 of his $M,000 estate,

retaining the other $250,000. Even though this gift is outright John has no tax to

because Of a marital deduction of $1 26,000 plus $3,000 exclusion, leaving a net

gi against which a portion of the exemption equivalent to the unified credit will be

oret of $122,000. John dies leaving an estate of $260,000. His estate can still use

$ $,626 of the exemption equivalent to the credit and with an optimum marital

"There it, for oeample, ths nightmarish are of untitled peronal poerty such as household

fuishings. Some forms of tangible pomersl pro erty, such as atm onndstamp collep-

At- om can be repositories of oniderable valerw married couples consider their tnil

p.OMIa.ty as anything other than "ours", th h the laws of most atee would not a
o petized viw a eta h int = P without more.

Th. I s treatmentwould be a p-=natwhether or not there were free Intersal transfere

at death. It would e a rulfe o ramity toSi.mplify qIUestOesof the-laof the g estate of

the decedent. If there wer free Inteuupousetransers at death. it woul simply betrn 4We
I u such procedu. If not, it would enter Into comp Of the marital i t

- pert now dos but theme wouldbe a certainty f Iusion of only one-half of the aset In

t e mtate, unlike the present 'tracing" sin.



176

deduction provision there would be a marital deduction of $196,376. There Is no tax
on his estate.

At Mary's death, her estate includes the $260,000 given her by John and $196,375
received as marital deduction assets for a total of $446,375. The federal estate tax on
her estate is $82,284.

John could, had he wished, have chosen not to use the marital deduction leaving
Mary an interest in a nonmarital trust. Since his estate had only $53,625 of
remaining exemption equivalent to the credit there would have been a tax of
$52,498 and at M s subsequent death the tax on her $250,000 would be $21,400,
making a total of $73,898. This gives a tax saving, as a result of not using the estate
mitl deduction, of $8,386. From a planning viewpoint this might not be worth-
while saving, considering the loss of the use of $52,498 during Mary's life after
John's death but it illustrates the interaction of the taxes.

Now assume that the suggested free Interspousal lifetime transfer provisions are
the law, and that the transfer to Mary is beyond the three-year period. The bi
difference is that the unified credit is preserved in its entirety and. can be =
without diminution against the estate tax in each estate. This is equivalent to the
usual situation in a community property jurisdiction. Equity demands that similar
treatment be accorded married couples throughout the country.

Now take the same transaction into the three-year period. It would appear proper
to assume that if a substantial donative transfer was to e made at a point in life
which might be within three years of death it would be done with sophisticated
advice. That advice would very typically be accompanied by the preparation of a
dispositive instrument which would use an optimum marital deduction formula..
Hence, even if gifts-made turn out to be within three years of death the overall
disposition of the estate after the transfer is grossed up under Section 2035 will still
result in substantial tax saving at the first death. The gift might have resulted in
tax, but this would be only after exhaustion of the exemption equivalent to the
unified credit of $175,625 and full utilization of the $100,000 gift tax marital deduc-
tion.

It takes little imagination to conceive of circumstances in which very large
transfers might be engineered from a death bed with a consequent heavy loss of
early realization of revenue. To switch the tax timing on $3,000,000 from a terminal-
ly spouse to a healthy surviving spouse with no other assets would postpone
realization of $444,400 in federal estate tax even assuming full use of the estate tax
marital deduction. The figure for $6,000,000 of assets is $1,061,800 and that for
$10,000,000 is $2,112,200. To postpone realization of amounts of revenue in this
magnitude by admitted death-bed transfers is certainly beyond the purview of the

ions being made here.
h then would be a sensible form of limitation on an otherwise exempt trans,

fer to a surviving spouse during the last three years before death? The pri.ncpal
objective being urpd here is to permit all U.S. estate taxpayers to "split" their
taxable estates with their surviving spouses during their lives without gift tax
consequences and with effectiveness for estate tax purposes. To await death to
achieve this under the pattern set in 1948 means that it will not be achieved if the
les affluent spouse precedes the more affluent spouse in death. In such cases
lifetime transfers to achieve the split without risking the les reliable sequence of
death seem to be the equitable answer. If Section 2035 is not all but repealed, as
recommended elsewhere in this statement, then the concept of the "split" but no
more should be structured into a revised Section 2035. This would call for a gross-up
in the estate of a decedent of all transfers to a spouse with the three year period
followed by includability in the decedent's estate of all assets in excess of half-
essentially the same thing that happens in applying Section 2085 to qualified
transfers to a surviving spouse under the Revenue Act of 1948.

Another brake on massive death-bed transfers in large estates is a reference to
simple and intelligent estate taxation mathematics. It is readily aparent to the

maoiyof estate planners that the use of a "100% marital deduction or complete-
ly free lifetime interspousal transfer of all property to a surviving spouse would be
appropriate only in small estates. So long as there is a graduated tax bracket, total
taxes on both estates will almost always be higher if the entire quantum of the
property of both spouses is taxed at only one time rather than two times. Simplisti-
caly viewed, the estate tax exemption of the first deceased's spouse is lost if all of
the property Is taxed at the death of the survivor. Perhaps then the overall situa-
tion wmld best be served by making it possible to use a free lifetime interspousa
transfer or a "100 percent marital deduction" while lea into appropriate profes-
sional application of planning concepts the way in which this parjcttar priviege
would be used.



177

10. Inter vivo. transfers of joint and community property-As previously m -
tioned, there should be a major change with respect to Inter vivos interspousa-
transfers. The gift tax marital deduction unlike the estate tax marital deduction,
does not permit a 100 percent deduction for uato 50 percent of the estate. The gif
tax payer gets a deduction for the fit 1 , (in excess of the annual excuson )
of the actlu amount given to his spouse, no deduction for the next $100000 an
deduction for 50 percent of the excess over $200,000. This means that return must

be filed for relatively small gifts, a requirement frquentlY ignore leading to
disrespect for the law on the part of many people and imposing onerous filing and

pment requirements on the conscientious and well advised taxpayer.
The ame policies that led to adoption of the Section 2515 exemption from the gift

tax of the creation of a tenancy by the entirety or a Joint tenancy Wh right Of
survivorship between husband and wife in real estate (in the absence Of an eleton)
should be expanded to many other interspousal transfers made inter vivo. Section
2515 should be extended so that all transfers into joint ownership, Includin co -
nity property transfers, by either spouse, regardless of the source Of the funds,
would be treated as exempt unless the spouses elected to have them treated as
completed transfers. Thus, the umbrelta of Section 2515, now limited to real estate,
should be extended to stocks, bondAs, savings amounts and all other types of Proper-
ty. Even tenancies in common should fall into this shelter, since the tendency of

pope in creating all of these joint interests is to give half of an aggregate amount,
so i't such a rule would really rather closely parallel the present policy on joint
tenancy.

Under existing provisions of Section 2515, termination of a real estate joint
tenancy between spouse or a real estate tenancy by the entireties may or may not
result In a gift, dending on the ratio of original contributions and the property
interests acquired. Mhis frequently the occasion for an inadvertent gift. E&tensiOn
Of Section 2515 toal type of property, without any attention to the i advertent gift
problem, would exacerbate the existing problems of noncompliance in this area. As
an inducement to taxpayer awareness and compliance, a new type of taxpayer
election in this area i suggested below.

Unawareness is the reason that many transfers into interspousal coowner-
ship form are not coupled with elections to treat the transfer to the noncontributing
spouse as a gift. Existing Section 2515 requirements re. the eletin t b

made on a timely return operate as a trap, for when the couple finally becomes
aware of the possibility that the transfer might have been a gift, it is almost always
too late for a timely return. To constitute te noncontributing Spouse as an Owner
then would require a gift of the entire one-half interest. Appreciation and inflation
aggravate the problem Since current fair market value would be involved in a
transfer at termination of the joint interesL If that valyie Is higher, and if the
termination would involve a transfer of an asset acquired by gradual payments over

a period of time, the gift tax consequences can be very severe.
As an example, consider a house bought with a purchase price of $50,000 and a

$10,000 down payment. Moe payments in annual increments are made. Had
elections been nade on time-lygift tax returns to treat the down ent and
annual mortgage payment as ift little if any of the exemption eq v ent to the
credit against the unified gift and estate tax would be used. On the Other hand, if
the elections are not made and if a severance is effected on a scale with each spouse
recei one-half of the proceeds and the appreciated value is $250,000, the conse-

.ei a $12 5 ,00 0 gift (of which $M,000 isin excess of the gif tax marit
deduction) by the contributing spouse to the noncontributing spouse. This can be
very disadvantageous in many situations.

A relatively simple statutory change to permit the election to be made on a

return, whether timely or not, would relieve the situation'. it is particularly perti
nent if the guggesed Section 265 change is made, for nonrealty transfers m
virtually handled in this fashion now. Acquisition of a security in joint form under

law involves a g The tax now remains due, based on fair mar value at
acsitilon, under tody's law, and can and should be paid on a return, whether
timely or not. The taxable event was acquisition, an not anything subsequent. What

is being urged here for expanded e tion 2515 is that acquisition remain the taxable

event, with the election available to treat the transfer as a gift at any time after
acquisition. In essence, the question of g or no gift would remain open until the
suse elmse the transaction, but, when It isoclosed the closure would relate back to
acquisition cost and would not require a fair mart value transfer at the date of
clmure.

11.Jdoing property at death. -If section 2056 is amended to permit the quantitative
expansion o the marital deduction this will end man of the problems wh respect
to joint tenancy property between spouses at death. However, should the Congress
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not be willing to go as far as to permit the unlimited quantitative expansion of the
marital deduction, then Section 2040 should be amended so that at death only half
of the p=ty hold in any form ofjint ownership between spouses would be taxed
in the to of each spouse, witut the need for tracing. The complex. rules
enacted in the 1976 Tax Reform Act and 1978 Revenue Act, introducing the new
concepts of qualified joint tenancy and related problems should all be repealed. But
anyproperty held in joint ownership for which no gift tax has been paid at the
crton of the joint tenancy shouldbe removed from the adjusted gros estate in
figuring the base on which the marital deduction is computed at death. This is the
pesen t approach to communal property.

12. 77w unlimited marital deduction-Dissatisaction with the marital deduction
stem from these concerns: First, it does not achieve complete equality of tax
treatment as between community and non-community property states because the
marital deduction for lifetime transfers is limited to 50 percent of the value of each
gift to the donee spouse aftr the initial $100 000 deduction and the non-deductible
seond $100,000.' Second, it still results in te imposition of a transfer tax or at
least the imient of the exemption on the movement of property from spot,/i, to
spouse and forces them into an unnatural record-keeping of interspousal traiews if
there I to be compliance with the law. Third, frequently the tax that has to be paid
as a result of an nterpousal transfer comes at the death of a spouse, a time when
significant sources of income may disappear, and hence not a time when a further
economic adjustment should be required to pay taxes on the transfer. Fourth,
unnecessary complex distortions are ntecesar o give the survivig .use on the
donor spouse's death the optimum marital deduction to avoid ove= .n and the
unnecessay yramm tax in the surviving spouse's estate (an interrelationship

swith th exemption equivalent to the unified credit, other credits and the
generation.edpinq transfer tax);, and Fifth, in smaller estates, the 60 percent
marital deducuon is frequently inadequate to provide the surviving spouse with an
adequate tax-free amount

A 100 percent marital deduction with no disqualification of commune t property
would eliminate all the concerns mentioned in rard to the present martal deduc-
tion and bring to full fruition from a tax standpoint the often expressed attitude of
husband and wife that the property is "ours," without regard to the technical legal
ownership requirements.

Under present law the unified gift and estate tax rates might be built up by
lifetime trafers to persons other than the donor's spouse to the point where
adequate provisions could not be made for the spouse at death out of what would be
left after the tax bite. This danger did not exist to the same degree under the pre-
1977 dual tax system because no matter how extensive the lifetime transfers were a
fresh start at the bottom of the estate tax schedule was available to the 50 percent
that could not qualify under a 50 percent limitation on the maximum warital
deduction.

A 100 percent marital deduction makes it possible in aing property on to
others to take full advantage of the bottom transfer tax bracket of both spouses.
Even though all the property is owned by one spouse, the donor spouse can pas one
half over to the donee spouse without any tax, and the donee spouse can give half of
that half away in her lifetime and the other half on her death, and the donor spouse
can do likewise. This results in only two bottom rate schedules being utilized.

Adoption of the 100 percent marital deduction would cause some revenue loss.
Aording to Apen~dix C to the American Law Institute 1968 Reporter's Study at
page 410, in the long run the revenue would be about 7 percent less than with the
pre-1976 50 percent marital ded ct on. .

18. Extension of the credit!r prior trnsfer&-If the donee-spouse dies first, half
of the property will be included in her or his tate, and the entire property will
s q ly be included in the donor-spouse's estate. This o' a p roblem that gener-
ally exists where gs are made to a spouse. It can be alleviated by an extension of
the existing credit for property previously taxed in the estate of one spouse, with
the elimintio of th parent limit and the 20 percent credit decrease that
occurs two years. Thi specily extended credit rule for pro pvo
taxed in interspua trnsers woud permit a 100 percent udmnse rdt
regrls of the number of years between the death of~ the spouses.

unfortunateae whipsaw consequences of the same property being included in
th. estates of two decedents (usually spouses) could be solved by extending the

Under property law. half a husband's acumulated ermn (or example, will
his wife a taxable transfer, and will thus be re from his ta

utate ee If the wifh is the f=st to die. In a common law state the husband would be left with
all the aumul earnings taxable in his estate, if he survives, un he had made gifts to
his wil, before herdet



179

mitigation of the statute of limitations provisions in Sections 1811 through 1815 into

the estate tax area. These provisions deal with inconsistent income tax determina-

tions that either gve the government or the taxpayer an unfair advanta e which

cannot be rectifiebecause of the running of the statute of imitations. The provi-

sions permit the reopening of the statute of limitations under certain conditions in

the interest of fairness. However, they are quite complex and the extension of them

to the federal estate tax will add further complexity to them. The same objective

can be accomplished through the use of the above-described 100 percent credit for

tax on prior transfers between spuses.
14. Q alitati-.r -erfsiof of the marital deduction and elimination of the termina-

ble intervot rue-The marital deduction should be available for any full income

interest to the surviving spouse, regardless of whether there is a general

power of appointment accompany it. In other words, any transfer which provides

the doeespouse with the current beneficial eno eat of community or separate
the --- • v !N the property. In thecaeo

1t should qualifyto the extent of the full e

Cncome;producing property, current beneficial euoainent means the right to receive

the income. Thus, a transfer in trust with directions to pay the income to the

donor's wife for life, with remainder over to ated beneficiaries and with no

power in the wife to change the destination of Te property on her death would

qualify for the marital deduction under this currenteteneficial-eniyment tesl This

t of trust can be used when the donor-spouse wants to protect his children from

beg left out as a result, for example, of the second marriage of his spouse.

Deductibility would be available in the first estate, Provided that the interest is to

be included in the second one. Furthermore, the survim spouse should be allowed

either to acet or reject the marital deduction tax result in the qual" ' limited

interest situation, such as where he or she receives onla life estate. Thus, in effect,

the surviving spouse would have an option to prepay death tax

a s tlie estate, but still receive the life estate.

In essence, the Section 2056 terminable interest rule would be abolished in the

interest of simplicity, to make it easier for the non-special to avoid problems and

to avoid the w effect of the inconsistency involved in requiring inclusion in

the survvors t in situations where the marital deduction is not always availa-

ble in the estate of the first spouse. This is illusrated by cas involving overly

broad powers to allocate between principal and income or to retain unproductive

asets so that not all the income requirements for a marital deduction power of

appYointment trust are met and cases where the power of ap ntment does not

as a general Dower of appointment under Section 2056 but nonetheless falls

within the Section 2041 definition of a general power of appointment Another

example of ca which would be ameliorated by this change ar those where there

is disallowance of the deduction in the first estate because of a requirement of

survivorship rnning beyond the allowable six-month period which actually is satisi-

fled so that the property does in fact pass to the surviving spouse and is taxed in the

second estate.
Perhaps the worst aspect of the present requirements is the compulsion they

place upon a property owner. He must do sometg with his prop" that he

might not otherwise ws to do. While he may be perfetly willing to provide for his

spouse, he may not want to do this in a wa that allows that spouse to divert the

property from his children after his death. = fears may involve a concern over

the u ving spouse ' remarriage or where a donor has a family by a predeceased

first spouse and then remarries leadi tto the fear that the second spouse will not

make adequate provision for the children of the first marriage. To mitigate this

situation, a limited interest should be allowed to qualify for the marital deduction.

f the decedent's spouse leaves the surviving spouse an interest which will cause

the property to be includible in the survvor estate upon death, that fact alone

ought to be sufficient f qualifying gift. For example, if the survivorapts

benefits, such a general power of appointment or outright ownership oft

property, then the first estate is allowedadeduction, because the survivor h that
.of ownership which requires estate taxation when he or she later dies.

That rather parallels the present marital deduction, except that It substitutes for

the technical terminable interest rules a basic rule which simply and directly states

that the interest qualifies if the surviving takes h an Interest as would

Caus inclusion in the surviving soesetaeif retained ni death (which of

= o"o means that, if the survivor disposes of it before death, it is subject to

A further reommendation is that the spouse dying first should be able to tender

to the second spouse a terminable interest which u lifies, if the first to

declam a . .' to havet interest qualify. Tus, in the classic Of a life

estate for a wife, with remainder over to whopver her husband speci in the



180

instrument, if the widow accepts this tender, it should be deductible In her hus-
band's estate and her acceptance of it as a marital deduction gift will constitute a
stipulation that it will be includible in her estate when she later dies. Unless her
husband expressly conditions this bequest on her acceptance of it as a marital
deduction bequest, however, she could take the property rights but decline the tax
consequences through post-mortem planning Iand prepay the tax by declining to
take it as a marital deduction gift. She could still have the right to the income (she
need not forfeit her rights under the will) but she only declines to take it as a
marital deduction gift.

Protection of the husband's other beneficiaries is important in such a situation.
This could be accomplished by having the additional tax caused by this unanticipat-
ed enlargement of his taxable estate borne specifically by the assets which caused
that enlargement, that is, the assets tendered but rejected for the marital deduction.
Of course, the husband may include an apportionment clause to the contrary, but
Sections similar to the tax apportionment for life insurance under 2205 and powen
.of appointment under 2207 should be put into the Code to deal with the unplaned
situations.

These proposed changes should not cause a significant loss of revenue, but would
give more more flexibility to estate planning, particularly at the post-mortem stage;
the election co, ild actually result in particular cases in revenue advantages because
of prepaying of taxes that would otherwise not be due until the wife's death. This
election, however, would most likely be used in cases where it would be advanta-
g from a rate viewpoint. In any event where it does reduce the tax, it does so

removing an inequity rather than creating one.
The introduction of current-beneficial-enjoyment test, allo*n. a qualitative ex-

pansion of the marital deduction and the accompanying elimination of the termina-
ble-interest rule might be said to give the common law states some advantage over
the community(property states, in that in the latter the surviving spouse will end
up owning outright, with full control, one-half of the community property, whe .re
in a common law state the same tax benefit can be produced by giving the surviving

se only a life interest. This is true, but even in a community property state the
spouse's half of the community property could. also be qualified for the

marital deduction by giving the surviving spouse only a life interest therein. More-
over, it owuld be possible in a community property state, if one spouse can transfer
his share of the community property to the other, for a spouse to transfer his share
of the community property to the other a use without any transfer tax cost and
then the receiving spouse could deal with te entire property in the same way as in
a common law state.

An previously mentioned, if terminable interests qualify for the marital deduction,
then a transfer would be considered to be made by the donee-spouse whenever the
current beneficial enjoyment ceases. This will be on her death, if she is given a life
interest, but may be prior to her death if she is given a current interest until she
remarries or for some stated period of time. The property she is treated as transfer-
ring on the termination of her current beneficial enjoyent may to predeter-
mined beneficiaries. It would not be fair to her to subject her other assets to the
payment of the tax assessed on this imputed transfer. Furthermore, the tax on this
transfer should be at the top rate for the taxable period involved, so that the tax on
other assets transferred by her in such period is not higher than it otherwise would
be. Insofar as deathtime transfers are concerned this will mean the imputed trans-
fers will always be taxed at the donee spouse's ultimate top rate. Insofar as lifetime
transfers are concerned, however, an imputed transfer in one taxable period, though
at the top rate for that period, would affect the be ing rate applicable to
transfers in a future period, unless some special rule is adopted to cover this
situation. In the usual case, the imputed transfer vill not occur prior to death. In
the instances where it does, one posibility would be to tax the imputed transfer at
what would be the top rate if all the property then owned by the wife were
t e and to Ignore the value of the imputed transfer in determining the rate
which other transers are taxed

15. Election as to time of impsition of ta-Under the present marital dedu
there Is no election available to pay the tax on ualified marital deduction gif at
the time of the transfer and eliminate from tner taxation the movement bf the
beneficial t qjoyzn out of the donee4pouse. Somewhat the same end may be
aomlh by givin the doee-spouse a benefit that does not qualify for the
marital deduction and under which she will not be regarded as the owner for
trmser tax purposes. If a change is made to a currentbenefcial-enjoyment tot,
the arm of qualifed martal deduction gift will expand tremendously. An election
sh& dthrfr be give to treat a qulfe maritaldeduction gift as subject to the
transfer tax at the time It is nmde with provision that no transfer tax would then be
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imposed on the termination of the doneespouse's current beneficial enjoyment. This

would mean that if the entire current benefit were conferred on the d nee-spouse in

the form of life interest, one-half could be taxed at the donor-spouse's death and the

other half at the donee-spouse's death (or any other fractional division), if that

appeared desirable in the particular case. Also, the donee-spouse could be given the

outright ownership of property and an election made to pay a tax thereon (or on

some part) at the time of the donor spouse's transfer and, if the property on which

the tax had been paid could be traced, no tax would be payable on its transfer by

the donee-spouse.
16. Analysis of the proposed expansion of the marital deduction.-The major

problem with a complete exemption from tax for transfers to a spouse is that thes

would be at the expense of transers to other members of the transferor's family.

When the spouse will need all of the income to live on-as will usually be the case

with the small and medium sized estate-this result should not have an adverse

effect. However, in the case of a large estate, where the income is more than
sufficient to sat!s the spouse's needs, the tax "pull" of avoiding all tax may lead to

unwise dispositions ignoring other family members at least until after the spouse's

death. A shift to a current beneficial enjyment theory (qualitative expansion) for

marital deduction qualification would ameliorate this situation, particularly in cases
of second marriages and children by a first married , -b prm ing the first spouse
to die to control the disposition of the property after te surviving spouse t

Nevertheless, the problem will to some extent remain. Another problem is that

when a part of the estate is more than sufficient to satisfy the spouse's needs a
question arises as to whether postponement of the collection of all tax as a result of

an unlimited marital deductin should be permitted. These two problems could be

dealt with by putting a ceiling of one or two million dollars on the quantitative

expansion of the marital deduction.

C Liquidity Problems
One of the most important problems In the federal estate tax area involves the

illiquid estate, whose principal asset is a form or closely-held family business or

even some other asset the forced sale of which would cause considerable hardship.

These problems can arise as a result of improper estate planning, rapid appreciation

in the value of an asset, or reluctance to sell an asset for sentimental or business

reasons. The inability to pay death taxes in a timely fashion is referred to as the

&refuil business and estate planning can help to eliminate the liquidity problem.
Moreover, the tax laws already provide installment payment privileges for use in

situations in which an estate contains a farm or other closely-held business. How-
ever, experience has shown that these installment payment privileges are not

liberal enough and certain other provisions of the Internal Revenue Code create

barriers to the use of those privileges.
The special use valuation rules of Section 2032A were enacted In 19r.6 to give

special treatment to farms and closely-held business real estate, by permitting them

to be valued on the basis of their actual rather than potential use.
The problem with these special use valuation rules is that they violate the

criteria of neutrality, uniformity and equity, while adding substantial complexity to
the plannngand administration of estates with this type of proert n attempt

to avoid creating new estate tax shelters. On the other hand, they fail to cope with

the problems experienced by most other illiquid estates without tese assets. While

these rules have found acceptance by many farmers and their tax advisors, the

Internal Revenue Service has administered them in such a technical and hostile

manner that the Congressional objectives in enacting them have been largely
frustrated.

Two alternate approaches can be taken in this area. One would be to make

technical improvements and simplify the operation of the rules, making it clear to

the Treasury that their administration inotobhapproai ch adbetorepltc
frustrate the r underlying legislative policy. The other pproh would be to lacef rT ;t r e .n S e t o 2 0 2 a n

the special use valuation concept entirely, reeal cton 2032A and related
statute complexities. This should only be one ir the farm organizations are

sa7tis ht Iarmers would be better off under a different system providing greater
relief for all illiquid estates and closely-held businesses, relieving their ha ps by

establishing rules that set more liberal and objective standards In granting exten-

sions for payment of federal estate taxes, coupled with a phased in forgiveness of a

portion of the taxes owed by qual"ng farms and closely-held business (whether

or not the latter own real estate) if their operation continues to remain irk the hands

ofth hatlthe proposal low an unlimited marital deductionrill

It is expe that the propa to

substantially ease liquidity problems by postponing the death taxes which would
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otherwise be payable on ee% transferred to a surviving spouse. This will give the
surviving spouse more time to plan for the disposition of an illiquid met at the best
possible rce or alternatively, more time to accomplish business and estate plan.
ninj to insure the availability of funds when death taxes eventually become due
wi respect to the asset. Moreover, the unlimited marital deduction will help to
insure the security of a surviving widow, because it will not usually be necemsary to
raise funds to pay taxes with respect to a family farm or business until after the
death of the widow herself. It is expected that these benefits will be of special help
in connection with estates of moderate size.

In addition, a reduction of transfer tax rates will help to ease liquidity problems,
by lowering the amount of tax due with respect to any given asset.

Besides the proposals outlined above, which will generally assist all estate,
s ific p oa are contained here which are designed to ease liquidity problems
in the cm of estates containi farms and closely-held businesses. Additional relief
in these cases seems appropriate, because such estates tend to encounter more
severe liquidity problems than do estates containing other types of assets. There
nSPCo&lfluotprsa are: in present rules to make it easier for estates conni

farms or other closely-held businesses to qualify for installment payment of des
taxes over periods of up to 20 years.

Executr, and certain fiduciaries should be able to obtain a discharge from
personal =l*ility for taxes on illiqud amets, when the time for payment of those
taxes has been extended, provided that the executor or fiduciary pays those taxes
which are not subject to the extension and furnishes adequate security for payment
of the remaining taxes In general, subject to normal business safeguards, a security
interest in the lliquid asset will constitute adequate security in such cases. Acoo
ingly, the Government should not only permit deferral of taxes, but should bear
part of the risk that the illiquid asset may decline in value during the deferral
period.

Executors should be permitted to enter into security agreements, in lieu of bonds,
when extensions of time for payments of taxes are requested. A modified bonding
requirement would be retained for use in those situations in which the security
agreement provisions are not utilized. In general, the security agreements permitted.
would resemble those authorized by State law under the Uniform Commeral Code.

Additional time should be provided for making redemptions of closely-held busi-
ness stock at capital gains rates to pay death taxes attributable to the Inclusion of
that stock in the gross estate.

These specific relief provisions, taken together, should make it possible for the
owners of any viable farming operation or closely-held business to generate the
resources needed to pay the death taxes and estate settlement costs which become
due at the time of death with respect to such assets.

1. Broaden dfiniWons of clomely-held business eligible for deferred payment of
atate tax.-(a) The deferral sections: Section 6166A permits installment payments
of estate taxes attributable to a farm or closely-held business for up to ten years (if
the value of the business or farm exceeds either 35 percent of the gross estate or 50
percent of tim taxable states). Broadly s ing, it dfn a closey-held business asone in which 20 par cent of the value of the buins is in the deoedent's estate or in
which there are 15 or fewer partners or shareholders.

Section 6166 has a more liberal extended payout alternative where the value of a
closely-held business ex 65 percent of the adjusted gross estate. I so, the
executor can elect to pay interest only on the tax due for the first five year,
followed by paying tax liability In ten yearly installments thereafter, with a
interest rate Of 4 percent on the estate tax attributable to the first one million
dollars of closely-held business property and the regular rate (now 12 percent)
applicable to the excess But all f'the deorred tax may be celebrated If ohehird
or more of the business is of, as contrasted with a disposition of half or
more causing acceleration of tetax under Section, 6166A.

These two alternative sections are somewhat redundant and the most liberal
features of both should be combined and further liberalized, as moeparticularly set
forth below. In addition, if the farm organizations are apeae in u lie thespecial use valuation rule applicable to qualify farms And cloly-held business
rea estate where the decedet or his mi have- m y participate" in the
operation of the farm or business for five of the eight yem prior to death and the
proerty jPases to a qualified hr (spu hildrn and other clo relatit for
=.h year that the arin or closyheld busine Is retained by the heir and for
fang or other closely-held business purposes, one fifteenth of the tax due with
reect to the property the oi estate c omprising the farm or other clom e
buaness interet should be forgiven; the tax forlgiveness to be coordinaewit the
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recommenainm o liberalization. of the SectIon 6166 and 6166A extended Mout
...v..lons. There should be no material participation requirement in order toy

.farm or other closely-held b-sines elible for the Phased in forgiveness and

-v-etended payout requirements. (Snator W Pas bill, S. 1984 pr p e al of the
par pa with respect to te special use valuation rules,

'i-Mce many commentators have been critical of the restrictive character

aeureet.)ehaed in 15 eness Provisions recommended above as a replace-
. h.nment or the special valuation rules would greatly simph'f estate admbira-

C ti" of farms and closelheld business, since there would be no need for a

-recapture tax, no more concern over material participation or over the Other prob-
e y the com xities Of the spec use valuation rules.le- created th onle -ee to

Sdefinition of an Irest in a closely-held business should be broadened

d situations in which an estate may be unable to paj the tax because its
assets consist substantially of an interest in a farm or unliqu business which does

,not meet the present tests. Thus the definition of a closely-held business s)'ould
Include a business 20 percent or more of the value of which (or of the voting stock of

which) wasowned either actually or constructively by the decedent, or the stock of

:-which was not traded on an exchange or in the over-the-counter market. This would

expand the definition Of Closely-held businesses to cover nearly all cases where the

shares of a corporation may not be reaiy sold at their approximate fair market
value.
'Constructive ownership rules attributing to the estate stock owned by siblings,

meas nd spouses should e apl.ed. Thes would extend the Section 6160 treat
meant to those situations where the estate owns less than 20 percent of the business

r roses, the estate is no more liquid than if it owned more. Thisbut, for pracucal. he er is unlikely by itself to

1-9 because diffusion of ownership among family membersI nieyb teft
v rseult Indiinution of therliquidityaproblem, pa ricularly because of the difficultyresul in diminudt, of1 Othe liqutkM vv, , . .

Inelling a minority interest in a closely-held business to an unrelated third part
wher e r mo h are members of a single family. The tests of 8Siwherew other important, shareholders a_ t^+,ol saesodb elcdb

percent of the gross estate or 50 recent ofthe taxable estate .... .er.c
a requirement that the business be only 20 percent of the gross estate or 25 percent
of the taxable estate.

The alternative definition of a closely-held corporation-that it have fifteen or

les shareholders--should be replaced by a test as to whether or not the stock is

traded on a securities exchange or in the over-the-counter market, since this really
deals with whether the estate is in a position to liquidate its hav% regardless of
the number of stockholders Similarly, the requirement that there be fifteen or les

partners should be liberalized (for partnerships) so long as the 20 percent test

remWsithdrawal and acceleration: Another serious problem for the illiquid estate

for which a deferral has been obtained may arise because a withdrawal from or a
dispition of the interest in the business can, under certain circumstances, causecelebration of the remaining installments of the estate tax, without providing the

estate with sufficient liqui sets with wiht a t
Section 6t A(hXXA'an d 6166(gXlXA) respectively provide in substance that, if

withdrawals fM the closely-held business equal or exceed 60 or 3% percent or

Smore of the closely-held business is sold or exchanged, the payment of the remain
finederal estate tax is accelerated .

re appears to be no justification for an acceleration of the federal estate tax
regardless of the percentage of the closely-held business which is either withdrawn

-or sold, so long as the withdrawal or ses proceeds ar aPlied substantially to pay

the remifaining estate tax due, and, in fact, the statute provides for exceptions in the8
Case of a ae or exchange, where the proceeds ar used entirely for the payment of
federal estate tax. But not all ofthe proceeds should havetobeapplied against the
federal estate tax to prevent an acceleration of estate tax payments. Some of these

proceeds will be needed to state death (taxes or other debts) which fall due
during the period of the esa txinstallment payouts.

if ict don 6166 required all of the withdrawn funds or sales proceeds to be applied

to the federal estate tax, the executor who used such funds or such proceedtopay
state dethtax and other debts would then have to borrow an, equal amount o

AIXd to use for the federal estate taxat the next installment due date. This hardly

helps to alleviate the monetary problems of the illiquid estate. The excepting to
aceert sould apply if at least half of the proce are used to a the federal
estate tax.

A similar problem arises under Section 6166(gXlXB) and 6166(hX1X(B). These Make
an "from the gene acceleration provision where there Is a distribution in
redem of stock d Section 808. The st paragraph of subparagraph (B) of
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both of these sections provides that the exceptions will only apply if an amount of
the estate tax not less than the redemption distribution is applied on the next
installment of the federal estate tax. This requirement that the entire distribution
be applied against the federal estate tax causes the same liquidity problem noted
above, namely, that where a distribution is necessary to pay the state death taxes or
other pressing debts, it Is then necessary for the executor to thereafter borrow the
same amount of funds to aply ainst the federal estate tax, thereby compounding
his illiquidity problems. n it is recommended that only a portion of the redemp--
tion distribution, such as half of it, be required to be paid on the federal estate tax
at the time the next installment is due.
Also a "disposition" under Sections 6166(GXIXAXi) and 6166(hXlXAXii) and a

"distribution under their subparagraphs (B) should be so defined that, when notes
are received in exchange for the corporate stock, the "disposition" or "distribution"
would be deemed to occur only when payments are made on the notes or the notes
are pledged for a loan.

2. Set objective standards for reasonable cause for deferring payment of tax, and
extend the period to 20 years.-In addition to providing for more liberal relief

e permitting install t nt of estate tax over a period of years to be
available to a broader class of farms and closely-held businesses, the ten-year
extension under Section 6161(aX2) (permitted whenever a fiduciary can show reason-
able cause for his inability to pay the estate tax when due) should be available on
an objective basis, rather than giving the Internal Revenue Service discretion to
grant this privilege only if an examination of all the facts and circumstances
discloses that a request Ior an extension of up to a year is based upon reasonable
cause. This extension should be for up to twenty years.

The Senate Finance Committee Report to the Excise, Estate and Gift Tax Adjust-
ment Act of 1970, gives six examples in which there would be reasonable cause for
an extension:

The first example involves situations where farms or closely-held businesses com-
prise a significant portion of an estate, but not enough to satisfy the percentage
requirements for obtaining a Section 6166(a) extension. Although these interests
could be sold to unrelating persons for their fair market value to obtain funds to
pay the estate tax, the executor could raise the funds from other sources if he had
more time.

The second example deals with an estate of sufficient liquid assets to pay thWe tax
when otherwise due,-where the assets were located in several jurisdictions and not
immediately subject to control of the executor, so he cannot readily marshal them.

The third example is of an estate a substantial part of whose assets consist of
rights to future payments (annuities copyright royalties, contingent fees or accounts
receivable), where there is insufficient cash with which to pay the estate tax when
otherwise due and a loan cannot be obtained, except upon terms inflicting loss upon
the estate.

In the fourth example, the estate includes a claim to substantial assets which
cannot be collected without litigation, so that the size of the gross estate is unascer-
tainable as of the time the tax is otherwise due.

The fifth example deals with assets must be liquidated at a sacrifice price or in a
depressed market, to pay the estate tax when otherwise due.

In the sixth example, the estate has insufficient funds (without borrowing at a
higher rate of interest than that generally available) to pay the entire estate tax
when otherwise due, provide a reasonable allowance for the family during the
remaining period of administration and satisfy claims against the estate. The execu-
tor has made a reasonable effort to convert assets in his possession to cash (other
than an interest in a closely-held business to which Section 6166 applies).

In all six of these cases, an extension of time to pay the tax for up to twenty years
should be automatically granted upon representation of the existence of the prob-
lem in a sworn affidavit from the executor. This would still leave to the discretion of
the Internal Revenue Service other cases where an examination of the facts and
circumstances discloses that a request for an extension for up to twenty years
(presently ten years) is reasonable. However, in these other cam, the Code should
require the Commissioner to grant such an extension unless he determines that
there is reasonable cause not to grant one. Should It later become apparent that the
taxpayer submitted false or insufficient information, existing civil and criminal
pe ties are adequate to deal with that problem.
8. Lngthen the maximum extension to 20 years.-The present maximum period

for obtaining extension of time to pay estate tax under Section 6161 and 616A is
ten years and it is fifteen years under Section 6166, but an extension under Sections
6166 and 6166A must be elected at the time the return is filed. This election should
also be available if a deficiency Is assessed and, furthermore, installment payments
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of the tax under the conditions described in both Sections 6161 and 6166 should be

permitted for up to twenty years.
4. Reduce interest rate on extensions to hal of that currently PresribeS.-In all

where payment of the estate tax is to be deferred under Section 6161, 6163
aling with extensions for the payment of estate tax attributable to a future

interest), 6166 and 6166A, the interest should be reduced to half of the rate current-

ly prescribed. For many years, until 1975, interest was imposed at only 4 percent

rate on extensions of time for undue hardship (Section o1(aX2)), because of a

future interest (Section 6163), or where there was a closely-held business in the
estate (Section 6166), although the regular six percent interest rate applied to

twelve.month extensions under Section 6161(aX1). The 4 percent rate now applies

only to the tax on the first million dollars of farm or cloey-held business property

under Section 6166.
Effective June 30, 1975, the preferential rate of interest was abolished at the same

time that interest rates were raised to 9 percent (now 12 percent, at least until
February 1, 1982). The Senate Finance Committee explanation of the change that
eliminated the preferential interest rate overlooked the fact that estates hold
closely-held businesses and other illiquid assets must not only earn profits to pay

the interest charge, but also to pay the unpaid installment of es tax. It would

further the purposes of the extension provisions as originally enacted and the

liberalizations as proposed to reinstate a preferential interest rate which would rise

and fall in proportion to the current rate of Interest for income tax purposes. (For

the next two years at least, this would be 2 percent higher than the preferential

rate available under Section 6166.)
Adoption of the above proposals would go a long way to solve most liquidity

problems exrnced by estates. From the standpoint of sound tax poli c, the

uniform of these provisions, regardless of the nature of the MllqUid
asset wouod further the objectives of neutrality, equity, and uniformity of applica

tion of the estate tax laws, as well as prik' certainty that relief would be

available in most cases.
5. Create an extended alternate valuation date for hard to value aets.--Great

difficulties are created for estates holding hard to value assets and for the Internal

Revenue Service in dealing with these assets. Current rules require appraisals

which can be expensive, can result In costly and time consuming controversies with

the Internal Revenue Service, and may result in unfairness to one side or the other

when assets are sold within a reasonable period after death. Therefore (besides a

recommendation made later in this statement to set the alternate valuation date at

one year), it is recommended that where an estate holds assets described in Section

6161(aXl), 6166 or 6166A or real estate or tangible personal property (other than

property which depreciates in value due to the lapse of time or noma use--such as
the family car) at the time of filing of the return, the executor should be permitted

to elect a deferred alternate valuation date for such property (separate from the
normal election with respect to valuation dates) which would permit the valuation
of these asset to be postponed for a period of up to three years following the date of
the filing of the estate tax return with valuation to be fixed by actual sale or, if

none, by appraisal at the end Rf the period. Needless to say, unless otherwise
deferrble, te federal estate tax attributable to these illiquid assets should be paid

on an estimated basis and there should be a tolling of the limitations as applied to

questions affetin these assets&
6. Revision of ectwn 6165.-Under existing Section 6165, District Directors may

require, as a precondition to the granting of an extension of time to pay taxes, and

the taxpayer furnish a bond for up to double the amount with respect to which an
exnsion is granted. Administrative practice under Section 6165 varies widely and

procedure may be expensive to taxpayers.
it is prpsdthat Section 6166 be ried to permit the use of security arrange-

ts, Ircoeu bonds, when extensions of time for payment of te ar requested.
The bonding requirement would be retained for use in those situations in which a

satisfactory security agreement is not funished. The bond would be in the amount
of unpaid tax, plus any anticipated additions thereto, including the interest which
may reasonably be expected to accrue on the unpaid tax during the extension of

time for payment.
The revision in Section 6166 would authorize use of security

4UL44SA" 0 _ Q1Pe* pledges, and escrow agreements, in lieu of bonds
Tepeise form of us ry interest which will be required in a specific situation
sholbe left toth. dth e ton of the District Director. These provisions would also

establish the method of cr security interests in property In accordance with
the terms of a security agreement, the furnishing of collateral which is to be subject
to these security interests, the standards for determining the necessary amount of
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collateral, the way in which security agreements become effective, the method of
terminating security agreements and interests, and the rights of the District Direc-
tor in the event of default in payment of taxes. These proposed provisions of Section
6165 follow the basic pattern and terminology established by the Uniform Commer-
cial Code, which has now been adopted in a majority of the States.

In determining the amount of collateral to be furnished to secure the payment of
taxes when an extension of time has been granted under Sections 6166 or 6166A,
Section 6165 should provide that the decedents interest in a closely-held business
(including farms) Wall, in all cases, constitute adequate collateral to secure the
payment of taxes Imposed with respect to that business interest. Such collateral will
normally be adequate to secure the Government's interest, since the tax with
respect to a closely-held asset will always be smaller than the value of the aset
itself. However, an exception to this rule may be made in situations in which the
closely-held business is encumbered by prior liens. In such caes, the District Direc-
tor may demand enough additional collateral to *ive reasonable assurance that he
will ultimately collect the unpaid tax and any additions thereto.

In Instances in which the decedent's closely-held corporate stock has been fur-
nished as collateral subject to a security interest, the District Director will be
entitled to all the rights granted to stockholders by local law, including notice of
corporate actions which might impair capital. In addition, in order to provide for
instances in which local law does not provide adequate safeguards, Section 6165
should specifically provide that the District Director is entitled to 90 days notice of
sales of corporate assets of a value greater than $1,000 (other than sales in the
ordinary course of business), to notice of the declaration of a dividend, and to notice
of any other action calculated to have a substantial effect upon the liquidation value
of a firm, including changes in the salaries of officers or directors. Failure to furnish
such notice will constitute a default, which will authorize the District Director to
enforce his security interests.

7. Revision of section S204.-Section 2204 relieves the executor of personal liabili-
ty for subsequently determined estate tax deficiencies only in those instances in
which the executor pays in full the amount of the estate tax which has already been
determined to be due. Consequently, a Section 2204 discharge cannot be obtained
when an extension of time to pay estate taxes has been requested. A related
problem arises in instances in which trust assets are includible in the estate. In
such instance fiduciaries administering the trust may rind themselves liable as
transferees for unpaid estate taxes, even though the executor of the estate may
have been discharged under the provisions fof Section 2204.

To deal with these problems, Section 2204 should be revised to permit an executor
to be discharged from personal liability If two conditions are meL First, the executor
must pay all taxes and additions, including deficiencies, which have been assessed
prior to the date of discharge and for which no extension of time for payment has
been requested. Second, the executor must enter into a Section 6166 security agree-
ment (or furnish an adequate bond in lieu of a security agreement) to assure
payment of taxes in those instances in which an extension of time has been request-
ed.

Similar rules should apply to fiduciaries other than executors who hold assets
which are includible in the gross estate. If such a fiduciary makes a timely applica-
tion for a certificate of discharge from personal liability for unpaid estate taxes, and
if the executor fulfills the two conditions outlined above, the fiduciary should also
be relieved from personal liability for those taxes.

Another minor change which could be made in Section 2204 would give the
Service up to 18 months from the date of filing of an estate tax return, to issue a
certificate of discharge to an executor or other fiduciary. This conforms with the
Service's normal estate tax audit cycle.

8. Section O revisions.-Under present law, capital gains treatment is accorded
to certain redemptions of corporate stock to pay death taxes, funeral and adminis-
tration expenses In order to qualify for this favorable treatment, the redemption
must be acomplished by a corporation whose stock comprises more than 50% of the
value of the decedent's adjusted "s estteIt s ro -t , A,_be i. ti d to conform to the proposed rc -.4ed

prvsosof Sections 6160 and 6166A. Section 303 redemption should bepemtd
to extend over a period of 20 years-but the use of notes or similar to avoid
these time limitations would be ended. Thus, the maximum time period for Section
308 redemptions would match the 20 year maximum time period for payment of
taxes set forth in proposed Sections 6166 and 6166A.
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D. Tonfe-r..fon dmPtio, and the inadequacy of the $,000 present nteret gift
tax exclusion

Two major problem are becoming increas~gly serious in the area of Inter vivos
transers to people other than. te s ouse ofthe donor. one of these is caused by the

comn abutOe git tax u0 iene of . o i financial

astceto famil y members and others where 1=iids provigaedaenot consid-
ered sup..o.,. The average person does not realize that there may be lIability for
filing a gft tax return and an impairment of the eemption uivalent to the credit
aainst th unifi gift and estate taxes if he Provide@ a chld with educational
benefits beyond those legally required or if he pays the medical bills of a sick

relative and these exee $300 a year for any one Person. g -- rrow
While it is clear that the use funds to discharge legal ob ur

does not involve a taxable gift, a second problem arises because expenditurs
deemed to discM a legal obligation to support another person ar determined On
the beai of local law, which is neither uniform nor clear in this area. Thus, to the
extent that freedom from gf tax ability is founded on the legal-obligation test, the
federal gift tax (or more accurately the requirement to file a gift tax return and

impair the unified credit) is Imp.sed on some and not on others in Identical

circumstances, solely because of a difference in applicable local law.
Both problems have been compounded by the ontinu and ever accelerai

rate of ftlon while the gift tax annual exclusion of $3,000 has not been c-nrafte ofgil beingt Ait• e at $5000 in

since it was reduced to that figure in 194aft' orina being set $5,
1932. At the time the exclusion was cut to ,000, this was evid to be sufficient

to take care of most birthday, Christmas anniversary gifts, while the problem of
Sansfs option was not a serious one then. As a matter of fact, the

eirsp. opon o reduction of the age of majority from 21 to 18, coupledwidespread adopton Of the rdc g. .. ...

with the elimination of a requirement to support children over 18 in many state

has further aggravated the transfer for consumption problem during the last ten

years.exlsobeicesdta
Therefore, not only should the present it tax annual cus e ase d toao

figure more in line with the depreciaton of the dollar over th lasmptioer

(possiblyto $10,000), but in addition various so-called "transfers for consumption
uld excluded from the gift tax base, without regard to wheUr me i fact

involve a wiltend o a legal oob .on to support a d Thi will teto
eliminate the significance of the differences in local law as to what constitutes A

legal obligation to supprt another, and thus promote equity by applying the tax
laws in substantially the same way in all states. At the same time, the increase in
the gift tax annual exclusion will restore what the latter has lost to inflation over

the years. The basis problem is responding to normal family nsin.cts with respect
to intr -fimy trainers of property and preventing these shifings of property
interests from affecting the beginning rate appticable to death-time transers.

The ,transfer-for-consumptiont prpoMl hai no significance so far as transfers-
for-consumption between minuses are concerned if the unlimited marital deduction
is adopted. If this unimited marital deduction is not adopted, then the transfer-for-
consumption proposal should apply to interspousa transfers, too

Th proposal wihrespect to trnmferwfconsumption should apply only to life-
time tiansfers, since the underlying policy of the proposal does not carry over

gniflcantyto death-time dispositions, in the same manner that the annual Per
d e uo j vailale with respect to death-UM transfers.In ' "us n is note S ase some diffcul fi . .a

While a "transfer-for-consumptIon" exception may rise so clearl t on one
issues in borderline situations, in most CS a transfer w fall c lea o
of the line or the other. The creation of the difficult borderline arma Justifted to

accomplish the larger benefit of excluding typia transfer that are motivated by
considerations other than the buildupo weath in the transferee. Whe isch a
tr 0afer occur it should of course, be immaterial whether the payment is made On
behalf of the transferee. When such a transer o it should, of course, be
immaterial whether the P nt Is made on behalf Of the transfer Or to the
tra er r the an expenditure should be excluded from the gift tax if itis for the benift of any p n i the donor's household, for the-benefit of a

il of the denorunder 21 yers of age or who is a full time student (defined underchild of th donor ud r2 o

Section 161(60) a in attendance as such at an educational nstitution d ineach

ot fie cal) whether or not he resides in the donor's household.r
vided tahe th endr does not result in the recipient acquring prprty which
will rown srfff t value after the elapse of a year m date b ie ex, ldI-

tu An xlusion should be available for the current edmc national, medi-
cal detalor elcssofny peso or the current costs of food, clothing and

maitennceOf living accomodatlons of any peso who Is in fact wholly Or parially
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dependent on the donor for support, provided the expenditure is reasonable in
amount under a facts and circumstances test.'
A The complted versus uncompleted gift problem

(internal Revenue Code em 2012, 2035, 2086, 2037 and 2038.) Under present law,
a lifetime arrangement with respect to property may or may not be a completed Of
for gift tax purposes. Moreover, even though the arrangement involves a oomplt
gift for gift tax purposes, it may not remove the value of the property from the
donor's gross estate for estate tax purposes This treatment of such completed
lifetime gifts-in other words, the ar of double transfer taxaon-h been
thought to be necessary to prevent lifetime tiansfere that have some of the chars-
ts of a death-time transfer from escaping the higher estate tax rate schedule.
the gift tax paid on these transfers that are alo subject to estate taxation will give
rise to a credit against the estate tax assessed on the same transfer (IR.C. Sec.
2012).

It is proposed to eliminate this double taxation area by treating eveiy arrange-
ment as -ivolving either a lifetime transfer or a death-time transfer, but never
both. This elimination will simplify the transfer tax structure.

Under the present unified tax, the ultimate tax liability is designed to be approxi-
mately the same whether a transfer occurs during life or at death. Hence, the line
between lifetime and death-time transfers can be drawn wherever is most conven-
ient. Under the pe1976 Tax Reform Act dual tax system, on the other hand, it
became important not to treat as a lifetime transfer any arrangement with signifi-
cant testamentary features, because the tax burden on lifetime transfers was gener-
ally not an adequate substitute for death taxes.

1. Retained or granted power. --Often a transferor retains (or confers on a trustee
or anther) power to determine later the ultimate disposition of property trans-
ferres by him. In such coms, it i propse that under a unfied tax the exisence of
a power In a lifetime arrangement shoul not prevent a transfer from being com-
pleted for transer tax purposes unless (1) the power can be exercised in favor of the
tanferor, and (2) the power isexercisable by him alone or in conjunction with one
who does not have a substantial interest that would be adversely affected by the
exercise of power.

The acceptance of this policy in the power cases would result in a completed gf
in many case that would be subject to estate taxes today. It would allow a transer-
or to retdn many strings on a transfer and nevertheless get the value of the future
growth out from tnder transfer taxation, as long as the strings do not permit the
transeror to pll the property back to himself.

2. Retained current bene l enjoyment.-It is proposed that a lifetime arrngs-
ment under which the transferor retains the current t beneficial enjoyment of the
transferred property be regarded as an incomplete gift even though the interests of
others in the traniferred property on the termination of the current beneficial
enjoyment are irrevocably fixed. Tis is a change from present law, under which an
irievocable transfer of property with income retained y the transferor involves a
completed gift of the remain er interest for gift tax purposes. The transferred

is also included in the transferors g estate for estate taxea credit for some or all paid
In eliminating the double tax area, this transfer has been placed on the uncomplet-
ed gift side of the line with the result that it would be taxed asa transr only at
the time the current beneficial joyment ends. This would make these arrange-
mets possible without the transfeio diminishing his holding by the payment of a
transf tax at the time the arrangment is establised.

8. Retained revmionary interest that is certain to become possssory.-lt is pro-
psdthat if the transferor retains a reversionary interest that is certain to become

Possssso70T he be treated as makinga completed gift of only the interests that
inteest sub sequent to this reversionary

interest would be treated as transferred only upon the termination or transfer of
tre e a intr The rry interest that is certain to
become pmeory is close to the retained-onrrentbeificial-enjoyment casm insofar
as interests that follow the retained interest are concerned nd the two should be
treaeoll lary

4. 18 ' death ebnefls-t t poposed that any inter vivos t a to
th e t of empoyee death ' would be on the uncomp gift side of
the S u uh an t is like a transfer with current benefits retained by
the employee am be treated accordingly. The employee death benefit rule

the material and proposals wi rsped to transfer.-o touption have been adopted
With a from the r-oom-- o( the American taw Inttute Report on Fera.
moats and Gift Taxation (19680.
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The limitation of this comparison to corporations whose securities are listed on an
exchange is a technical defect in the law. Accordingly, Section 2031 should be
amended to permit comparisons with the securities of other corporations engaged in
the same or a similar line of business, regardless of whether their securities are
listed on an exchange.

Under regulations promulgated pursuant to Section 2031, tangible personal prop-
erty is valued at the price at which an item or comparable item could be obtained in
the retail market. Thus, replacement value is the criterion for valuation rather
than the price obtainable in the market or markets available for the holder of the
property being valued. This approach of the Service was rejected by the United
States Supreme Court in United States v. Cartwright, 411 U.S. 546, 93 S. Ct. 1713
(1973), which involved the valuation of shares of an open-end mutual fund. The
price obtainable by the executor or donor in whatever markets are available to him
is the only fair measure of value.

Accordingly, amendment of Sections 2031 and 2512 (gift tax) is recommended to
provide that tangible personal property be valued for estate and gift tax purposes at
the price obtainable by the executor or donor in the market or markets available to
him. If this proposal is coupled with the previously made one pei~nitting an election
of a delayed valuation date for hard to value assets, many of the valuation disputes
that now occur would be avoided and the large expense incurred by estates possess-
ing closely-held businesses in obtaining appraisals of them for tax purposes could
also be reduced, if not entirely eliminated in a large number of cases.

H. Estate tax credit for gift tax paid
Section 2012 should be amended so that in computing the limitation on the estate

tax credit allowed for gift taxes paid in respect of property included in the dece-
dent's gross estate, the estate tax attributable to such property should equal the
reduction in estate tax if such property were removed from the gross estate. At
present, the estate tax credit for gift tax paid in respect to property included in a
decedent's gross estate for estate tax purposes is limited to the lesser of the gift tax
paid or the estate tax allocable to the gift.

Those limitations are computed under present law by a complicated method
involving the average gift tax rate and the average estate tax rate. Substitution of
the highest applicable bracket rates determined under present law would greatly
shnplify the computation of the credit and would reduce the number of cases in
which the credit is partially lost by application of the limitations. Thus, the compu-
tation used to determine the amount of gift and estate taxes allocable to property
subject to both taxes for purposes of the limitations should be changed to reflect the
incremental amounts of gift tax and estate tax attributable to the doubly taxed
property.

I. The spousal-transfers-to-others-.problem (Sec. 251)
Under present la%, when a gift is made by a married person to a person other

than his spouse, one-half of the gift can be treated as if made by the non-donor
spouse for federal gift tax purposes. This is referred to as gift splitting by husband
and wife. Gift splitting has been allowed since 1948 and came into the picture as a
part of the tax legislation that was designed to equalize to some extent the tax
situation in community and non-community property states.

If the subject matter of a gift is community property and the donee is not the
spouse of the donor, the gift is one-half from each spouse without any election since
each owns one-half of the donated property. Gift splitting in common law states
produces the sarhe gift tax result.

1. Gift splitting at death.--Gift splitting is not now allowed with respect to
transfers made at death. That is, a surviving spouse cannot have one-half of the
death-time transfers made by the deceased spouse to others attributed to her. The
deceased spouse could make a marital deduction death-time transfer to the surviv-
ing spouse and she could in turn give it to a beneficiary of the deceased spouse and
in effect produce an ultimate result comparable to the gift splitting result available
for lifetime transfers. If a deceased spouse makes a death-time transfer of communi-
ty property to another and the surviving spouse acquiesces, the result is a lifetime
gift by the surviving spouse of one-half the community property and a death-time
transfer by the deceased spouse of the other one-half. In a sense, it could be said
that gift splitting is available for death-time transfers of community property while
as to non-community perty a more cumbersome procedure to accomplish the
same end must be employed. To reduce the complications in relation to other than
community property, andto achieve greater equality of treatment between commu-
nity and non-community property, it is proposed that gift splitting be extended to
death-time transfers.
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2. 8pih~ nratios other than 5O-Ib- prsnt law reuires that one-half ofmto the donorn 0=a4-onoro

. . t, y e zenbyt e rae th. therofa
the gif€oud by the donor spouse beatit the e
Tme .me-half rule is tied to he f"at that a tranfr ofo property

sos n ently half and half. It is if the 100 percent ulnlimited

m a i Ie as adopted that the ,9M.- allowed on bais agree-

.Reelfthransdeduction

able to the conenting nondon Od tne 1Eti 27percent mar education Is

-Ii could give any portion Of an i 2te nded wi his ou
if shecould b eoxnthedono of that portilo The same result baeo tt we d me

to be aMse directly by her consenting to be treated s the donor Of ny
particula pot. lime opening up of gift splitting In this way would also to

0 0 iiulay portyo so that on a gift commit property to antherM.M r

spoUe col coent to be treated as the donor of any portion of the total com-
munity property.

The extension of Oft splitting to deat-time transfes mkw t easier to utile the

childrn roup5 bottomrate schedule. This is not .a.t .....ynif t because

under the unified transfer tax such utilization moves up the bn'grt rce

_that wil be applicable t future t Orfers, lifetime and d bthe comm
jug non-donor4PWlisO
j• Repeal of the orphan's deduction c 205 to th q., ern, Revenue
The 1976 Tax Reform Act added a new Scin25 oteItra eeu

..... " f a deduction equal to $.000 rar for the number of years

orphiaied ild'is under the age of 21. This dedcti =s gater an ert

rty which is includible in the decedent's estate and which esor has

ped' from the decendent to the child-either outright or in a form that, wee the

prty eI to spou, it would qualify for the marital deduction-. Te interest

eusibe forute nhe child's gross estate, is unavailable if the child has a

sing a reinctldvifthesre has been a divorce and is unavailable where the

child has been orphaned but his parent is survived iy a spouse, although the latter
is mrel hisste-parent. A relationship created by lega o stetda n

lacing a biood relationship, so the existence of a placed natural paret Of an

adopte "child will not bar the availability of the deduction, unlne s the adoption was

intene solely to Obtain the benefit of the provision. (How could that ever be

provets ) y for the orphan's deduction include outright bequests, bequests

Ine es ausinp .eia sa tx. d c rm n'h,,

under the uniform Gifts to Minors Act and trusts similar to those qualifying for the
maritalductina including a ngle trust for the benefit of a number of or

Children as a group, called a "qualified Minors' trust".

w _ , af~r eexempt o f tui an e credi t he orph .s a n " .eucx-S_

While only a very small mn estae oa u

tion, since no one ever knows in advance which estate will qualify, estate planning

for any family with children under 21 or which may have Children under 21 has to

include an orphan's deduction provision (or at least the matter must be discussed

with the Clients). Failure to do this in the unlikely event of the client's estate being

eligible for the orphan's deduction, will result in the loss of this deduction, produc-

ing additional tax, dissatisfaction with the attorney who prepared the estate plan
and a potential malpractice claim against him.

h ambiguities and uncertainties inherent in the concept of obtaining the dduc-

tion, at least In any form of trust which will provide proper protection for the
orhnssaethe fact that the concept of treamnq orphansi differently from other

beneficiaries is inappropriate in an estate tax as distinct from an inheritance tax

and most important of all, the rareness of its utility but the universality of the need

to include it in an estate plan, cries out for its elimination as unnecessary
gimkry.
K Allowing the unified credit for gift tax Purpose to be elective

The use of the unified credit for gift tax purposes should be made elective, so that

where gifts of cl osely-held stock or other hard to value assets are made, the donor

can elect to frgthexemption equivalent to the credit, pay small gift tax (as he
coul beorethe19,76 Tax Reform Act) and obtain the bnefit Of a statute of

limitations with respect to the values of the assets donated. T he American Bar

Amoliation's Tax Section is currently working on a legislative reommendation On'
this -ujc

LBrodening the ascertainable standard eception to general Powers Of APPointment

Section 2041(bX1XA) should be amended to extend the ascertainable standard
exception. This permits a decadlent to invade property for his benefit without having

the property he has not used included in his estate, provided his Invasion power is
limited by an ascertainable standard relating to his health, education. support or

maintenance. This exception from considering a power! as a genral Power Of ap
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oltmnshould be extended so it applies to a power exercisable by decedent in
V omf his dependents. Thus, the lfe beneficiary of a trust would then be able not

onlt invade corpus for his benefit under the ascertainable standard rule, but also
to d c that it be paid to his dependents if needed for their health, education,
support or maintenance. . .
M. The alternate valuation date should be extended to a year following death and

turns not required until 15 mon nter detih
From the introduction of the cone of an alternate valuation date into the

federal estate tax law at the start of the great depresion of the 1930s until the
Excise, Estate and Gift Tax Adjustment Act of 1970 the alternate valuation date
was one year following death. In 1970, as a result of an expensive settlement of a
postal strike, Conpreas accelerated the payment of estate and gift taxes by, among
otmr thing providing that the federal estate tax return would be due within nine
months insteadd of fifteen months) of death, with an alternate valuation date of six
months from death instead of one yar.

The federal estate tax' return fling requirements will apply only to less than
three percent of all estate of decedents dying after 1980. In man, estates to which
they apply (estates in excess of $175,000), it is difficult to obtain all of the data
necessary to file a complete and accurate return within nine months after death. As
a result, in many if not most cases, extenaiontar lawested for filing of estate.tax
returns, resulting in estates not being closed any faster by virtue of being required
to file returns within nine months of death, since executor. are usual able to
convince the Internal Revenue Service that there is reasonable cause to allow
extensions to fifteen months after death.

Since the objective of obtaining earlier distribution of decedent's estates (by
shortening the time during which a federal estate tax return can be filed) has not
really been accomplished for the small minority of estates large enough to file a
federal estate tax return, there is little point in perpetuating th]e present practice. It
would be far more sensible to go back to the fifteen month filing date requirement.
As a corollary to this, a return to the former year from date of death alternate
valuation date would be more equfiable, since it would give estates a more reason-
able period of time between the date of death and the alternate valuation date to
experience market fluctuations.
N. Permit elections etvn after the date for filing the federal estate tax return has

Several elections, principally the one to use the alternate valuation date can only
be made on a timely filed return (that is on a return filed within the prescribed
period for filing the federal estate tax return or an extension thereof). The existing
penalties for the late fling of a federal estate tax return (5% a month up to 25% of
the tax shown due on the return, together with one-half of one percent (interrelat-
ed) interest, as well as the regular interest on late payments) are a sufficient
deterrent to the late filing of a federal estate tax return. In cases where the estate
can show reasonable cause for late filing and late payment of the tax, the late
payment penalties (but not the interest) are excused.

it seems unnecessarily harsh to penalize an estate even further by preventing it
from using the alternate valuation date election and other elections which can now
only be made if the return is timely filed. While it in--i-yinot have been the intent of -
the Congress to impose this as an additional penalty, and perhaps it was put in the
law merely for the convenience of the Internal Revenue Service, since there are
many elections (such as whether certain expenses are taken as deductions on the
federal estate tax return or the estate's income tax return) which are adjusted after
the filing of the federal estate tax return during an audit, there seems to be little
reason to impose the terribly onerous penalty of loss of the use of the alternate
valuation date and other elections in addition to the existing penalties for late
filing. Accordingly, it is recommended that the alternate valuation date and other
elections be available at any time while the estate tax statute of limitations remains
open.

CONCLUSION

The pro l made in this statement have all been designed to retain the basic
concept of the unified estate and lift tax system to prevent, retard and break up
large concentrations of wealth, while at the same time ease the burdens, many of
them caused by the tremendous inflation which has occurred just since 1976, on
surviving spouse, family farms and businesses, and people who have acquired a
modest amount of worldly goods which they wish to pass on to their descendants,
other relatives and charities. Simplification of the administration of the tax laws
and reduction of the cuts of complying with them are also major considerations.
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STATEMENT oF DAVz L. ColunED

My name is Dave L. Cornfeld. Iam a partner in the lawfim Cmof Husch, Eppen-

berger, Donohue, Elson & Cornfeld of St. Louis, Missouri. I have practiced law in St.

Louis for over 35 years, with heavy emphasis on tax and tax related matters.

including probate and estate planning. I have taught a graduate course in "P-

mortm and Post-mortem Estate Planning, as an adjunct professor at the Universi-

ty of Miami, and am currently apart-time member of the faculty of Washington

University in St. Louis teaching the course on "Income Taxation of Estates and

Trusts" in the graduate program there. At present, I am a Vice-Chairman of the

Section of Taxation of the Americna Bar Association, serving as Editor-in-Chef of

The Tax Lawyer.
I am here testifying in my individual capacity and not as a representative of any

organization. The views expressed in this statement and in mV testimony before this

Comnittee are solely my own individual views and shoul not be construed as

representing the views of the American Bar Association or the Section of Taxation

of the American Bar Association or any other organization of which I am a member.

The present gift and estate tax laws tetherer with certain related income tax

provisions) are a complicated maze of highly technical provisions which ar ex-

tremely difficult for even the most experienced estate planner to comprehend. The

law contains many inequitable and harsh previsions which as Senator Byrd has

noted can have a potential devastating efect on the family and faimily-owne
businesses. In many instances, it rewards artificial course@ of conduct while penaiz-

ing natural familial financial activities and relationships. Where properly advised,
hiband and wife are compelled to conduct their finances in a manner which is not

conducive to a sound happy family relationship. Inproperly advised, they may be

subjected to excessive and inequitable taxation. In many instances, the law is

ignored and unenforced with respect to f because the ordinary citizen is

unaware of the requirements and wouldprobably beup in arms if me aware.

Even where the taxpayer has competent counsel and is aware of the problems

created by the gift and estate tax law there is nevertheless an unnecessary deter-

rent effect upon the creation of capital and the gowth of family-owned businesses-

In all too many instances, the complexity of e law compels unnecessarily high
and unpr e .ganoh ami re expense. In all such instances, hs

law should be change Revenue loss, if any, to the government would be minimal

and more than offset by the benefits to the economic condition of our citizenry.
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This testimony necessarily can cover only some of the more significant substan-
tive and administrative problems. I shall attempt to cover these problems in princi-
ple rther to recommend specific technical statutory language. Any e
detied suggestions should be considered merely as illustrative of the ricple
discussed and not necessarily the only ,method of achieving the desired result.

oir TAX PXODLEM8

Transfers for consumption
Perhaps the area of gift taxation which is most ignored both in voluntary taxpay-

er compliance and in enforcement is the imposition of tax on gifts which are
intended to be and are consumed by the donee. Typical situations involve support
payments for the support and maintenance of parents or indigent relatives, for
whom the taxpayer has no legal support obligation under state law, college tuition
payments for adult children and other payments for the support and maintenance
of adult children. I am satisfied that the number of rift tax returns filed reporting
such gifts is far rarer than the number of such "gifts'.

At present, the imposition of gift tax depends upon local law obligations of
support which are far from uniform. In some states there may be a legal obligation
to support an indigent parent, in most states there is not. Why should an individual
who lives in a state which does not imppose a legal obligation to support a parent or
other relative be penalized for recognizing a moral obligation? The income tax laws
reward him with a special deduction. The gift tax law, if complied with, would
impose a tax. The gift tax law should be consistent. Such "gifts" should be encour-
aged as contributing to a sounder society through healthier family relationships.

It is no solution to the problem created by the law, that in actual practice few
such gifts are reported. It does not lead to a general respect for the law to have a
tax which is generally ignored. It is also no answer that there may be partial relief
through the existence of the annual exclusion. Even if increased from its present
inadequate $3000 level, the exclusion is likely to be insufficient in most instances.
Private college tuition alone today would exceed the highest increased level of
exclusion seriously proposed. In addition, requiring the exclusion to be used for
support creates inequitable treatment in comparison to taxpayers who can use the
exclusion to create capital for their donees.

The American Law Institute, in its Federal Estate and Gift Tax Project in 1968
recommended the following:

Resolved, that an expenditure for. (1) any person residing in the Transferor's
household, or the benefit of a minor child of the transferor, whether or not he
resides in the transferor's household, or (2) current educational, medical or dental
costs of any person, or (3) current costs of food, clothing and maintenance of living
accommodations of any person or persons in fact dependent on the transferor, in
whole or in part, for support, provided such expenditures are reasonable in amount,
be excluded from transfer taxation under either a dual tax system or a unified
transfer tax. A transfer is not an expenditure so as to come within this exclusion if
it results in the -transferee acquiring property, other than property usable by the
transferee primarily for his educational or medical purposes, which will retain any
significant value after the passage of one year from the date of the transfer.

Would recommend the adoption of the American Law Institute proposal with the
following modification; there should also be an exclusion of gifts of the use of
tangible property for personal use by the donee and not for the production of
income, and of outright gifts of tangible personal property not exceeding $3,000 in
value (or some other reasonable amount) for such personal use if such tangible
personal property may be expected to lose at least one-fourth (or some other reason-
able fraction) of its value within the first year after the gift. Under this recommen-
dation, permitting a person -to occupy premises owned by the taxpayer would not
constitute a taxable gift whether or not dependency could be proved. Likewise, a
"gift" of a television set could be disregarded even if an additional gift equal to the
annual exclusion were also made.

At the present time many donors make gifts of exactly $3,000 a year in cash to
family members without filing gift tax returns, blissfully unaware that they are
required to file a return because during the same year they also made birthday gifts
of ties or candy in addition, so that total taxable gifts for the year exceeded $3,000.
While it may seem that the foregoing problem is of no real significance, the present
rules under § 2035 would cause the entire $3,000 as well as the value of the tie or
candy to be subject to estate tax if the donor dies within three years. It is not likely
that under such a rule, audit controversies will arise vith respect to estate taxes
where such $3000 gifts have been made within 3 years of death.
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AnnuaW cl=€usion and split gift return requirments
R r of the rules for trainers for consumption, the p t annual exclu-

sion too low. Despite inflation, the exclusion has rfm at aOO since 1942.

An increase at this time to at leas 00013s long overdue.
The requirement that a retuen in order to take advantage of the split gift

nmeoofl 
2 513 should be eliminated where the only gifts-M#-k--- both

o- nex eed the exclusions available on a split sift basi for
cow manyied payers who make gifts in excess of $3,000, but not more

ta $000, do not file returns In the mistaken belief that no return is required

because "half of the gift belongs to the spouse". Such failure to cmpy th the
lteral t,-- IS& can cause serious adverse tax conquences in later years

consent be lusively preumed where no adverse tax to the

spouse cold result. Such elfntion of a return requirement woud affc h
oeion of present § 205, but 12035 could be easily modie to retain present

. -Congress so determines. As will be later seen, my own
would beto eliminate 12086 as well..-

A further amendment to the i vim of 2513 permitting split gifts should be

made to allow such gift to be split onrather than only
on a fifty- bai. Such an amendment would permit sp ous to eu a1i" their
available uiedcredits and gift tax brackets, in situations where one spuehas
made a larger amount of tazable gifts than the other in p nor yeasT. Ferm

to equalize their respective tax liabilities would e conducive to
famiial relationships Any revenue deferral resulting from such a change would be
extremely minimal It would be a worthwhile change for improved family relations

and equity In the tax law.
Interspouml transfers

The parent law imposes artificial limitations and restrictions on normal inter-
spousal economic relationshiM that is, the relationships which would be created

absent any tax considerations. A system which would it unlimited intrspousal

transfers without immediate tax would permit fammea to establish their inter.

spoua ,economic relationship with only minimal regard for tax consideatims

Teeshould be no _manter'.,overall revenue 1, but merely adeferraloft
payment at most until the death of the survive spous. Suh deferral, however,
,- _t p fning for retirement and for

Security in the event of the death of the bread-winning spouse. Any revenue loss can

offset by Congress in its determination of the overall rate schedule. The husband-

f"mtal p nership should be permitted to utilize the full fruits of their Joint

labors unreduced by death taxes during their respective lifetimes.
The inequity of the present limitation on interspousal transfers has been aggra-

vated by the unification of gift and estate taxes by te 1976 Tax Reform Act. As the

American Law Institute stated in its April 0, 1968 draft discussion of JMaAJOr
Problems in Federal Estate and Gift Taxation, prepared -by Professor A- James

Casner as Reporter. "Mhe 100 percent marital deduction is almost essential where a
unified transfer tax is involved., The correctness of this observation has been

proven as a result of the 1976 Tax Reform Act which unified the gift and estate tax.

Under the new law, there is a severe tax penalty on substantial InterPOUSl gifts.
Aggregate lifetime marital gifts in excess of $100,000 plus annual exclusions wi

result in a greater increase in the donee-spouse's gross estate than the resulting
reduction in the donor-spouse's taxable base. As a consequence, there will be a

greater combined tax on both deaths in every case where the donor-spouse prede-

cessthe donee-spouse and the donee-spouse's estate will be subject to tax.

The following example will illustrate the effect of current law. For purposso
plicityofustration, the effects of the $3,000 exclusion and state death tax

ignored and the 1981 unified crWit is used. It is assumed that the famil

has tot assets of $1,000,000, all of which are "owned" by the spouse who ll
predecease the other. It is also assumed that the predeceasing spouses Will take full
advantage of the marital deduction and provides that all assets in excess of the

maximum marital deduction are to be left in trust for the benefit of the surviving

spouse1 but in such a manner as to avoid estate tax thereon in the surviving

Spouses estate at the surviving spouse's death. The tax calculations, showing the

consequences or no gift and gift of $200,000, would be as follows:

Saws 1,00,00IO 1,000000
a b Spam- -* -* -. - 0 200.00
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W S t ..ad* It........... .... ... ...... o,000o 8 ,000
Mvduu sOUI ucwro it d" 500,000 400,000

Tsis mat* .00............... 5,000 4000
AO W t f ...... ............ .................. .............. ..... ...... ..... ............. .......... o 100,0oo

To m ........ ..... .... ............................ .......................... ... ..................... 500,000om om118 10.80 10M,0
Do~ MO VOMd500,000 50M.000

19 1 ....... . . ............ . ....... .......... ........... .......... . ..................... .5..... 000 1 00M

Canm tm d dana and dm. . ... . .. ..... 211.600 254,600

In the example, the additional $100,000 of gifts to the spouse costs the family
f87,000 in additional tax. A sound tax system with due regard for improvement Of
fam ily relationships should not discourage interspousal gifts.

Without an unlimited marital deduction an even greater inequity and tax trap for
the unwary may result under the unified gift and estate tax law, if the interspousal
transfer 1. made in the form of joint property. This may be illustrated by the
following example (again for convenience, the annual exclusion is ignored. Assume
a taxpayer has assets of $500,000 which he places in joint tenancy with his spouse as
kgift The g will be treated as having a value of $250,000 resulting in a marital

ddcon of $125,000 and a taxable gift of $125,000. If the donee-spouse predeceases
the donor-spouse, the entire amount will again belong to the donor. At the death of
the donor, the donor will have a taxable estate of $500,000 and adjusted taxable
gifts of $125,000 so that there will be an estate tax computed on $625,000 even
though the entire family wealth never exceeded $500,000.

In addition to the problems caused by the limitations on the amount of marital
deduction available for the gift tax or estate tax the present requirements for
qualification of a gift or bequest for the marital deduction are too highly technical
and interfere with the manner of making interspousal gifts which would be followed
in the absence of tax consideration. The chief problem is caused byr the so-called
terminable interest rule. This rule denies any marital deduction if the interest
transfered may pass to someone other than the spouse or the spouse's estate upon
the occurrence or failure to occur of an event or contingency. There is an exception
only for transfers of life estates with powers of appointment meeting highly techni-
cal requirements. This rule has led to much litigation, has increased the cost of will
drafting and estate administration and interfered with the accomplishment of the
donee or testator spouse's normal desires for disposition of the family assets to
achieve financial security for the entire family.

Whether or not the unlimited marital deduction is adopted, the terminable inter-
est rule should be eliminated. A deduction should be allowed for the value of any
interest passing to the spouse. Such interests should be valued under normal valua-
tion procedures but without regard to any contingency other than the spouse's
death. In order to prevent tax avoidance, the following rule could be adopted:

Upon the occurrence or failure to occur of the event or contingency (including the
death of the spouse) terminating the spouse's interest, the original gift or bequest to
the doneeepouse would be revalued upon the basis of the actual facts. At such time,
the donor-spouse, if living, would be treated as having made a non-marital gift to
the extent that the value of the gift as revalued proved to be less than the marital
deduction previously allowed. If the donor-spouse has died, then the estate tax

reoly assessed and paid would be similarly recomputed based upon the actual
facts. The additional tax would be due within some reasonable period (such as 6
months) after the termination. Any tax due would be collectible out of the gift or
bequest property, if collection could not be made from thi donor or donor's estate.

The application of these rules to a specific example will illustrate. Let us assume
that a decedent's entire estate is left in trust with income payable to the spouse for
life or until the spouse remarries. A marital deduction would be allowed for the
actuarial value of the spouse's life interest without regard to the remarriage contin-
gency. However, if the spouse remarries five years after the decedent's death' the
original marital deduction would be recomputed and allowed only to the extent of a
five year income interest.*

Administrative 0oviions--statute of limitations
The unifiction of the gift and estate taxes has created a serious problem for

taxpayers with respect to valuation of gifts especially gift of real estate and family
held business interest. The amount of all taxable gifts (whether or not a gift tax is
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Ipi)are now added back to the taxable estate in determining the estate
--tfiaw is not entirely clear as to whether the valuation of such gift as

jpwvlouh1y nrte wAill be subject to review for estate tax purposes when the estatelwrtrIsadtdeeifagftah benpad wih to
aon "In of this law, absent regulations, is that a vida .ltion wwt

be b for gift tax pupe with res subseuent gfa would also be

estate tax purposes. See 1200(db). However a gift has been

repotd on a gift tax refurfi with to which a gift tax hasbeen actually paid
or s d t is no statute of limitations with respect to the value Of suc

for the purpose of determining the tax bracket of subsequent gifts. Se

The unified redit i arently mandatory and the Internal Revenue Service has

al taken the office position that it can not be waived. The law is not entirely

afoervrwhether ifsa taxpayer files a returnreotn.gf and acuallytaxn e o ,-, -  the.. ". •si

pa a tax (even though not reqiurd to, the pi ns of § _04c ,.will be appli-

b1"M any event, the taxpayers executor maybe required to litigate f

hard to value gfts such as farmlands or closely held business intfeests many, many

years after the gift. As in almost all tax litigatn, the burden of proof will be on the
yer. The passage of time plus the unavailability of the donor-will make the

tone for the executor of the donor's estate.

hus, a p eue should be provided for the taxyer to obtain certainty as to

valuation of gifts even though the unified credit would otherwise eliminate any
immediate tax. The law should be amended to permit a taxpayer to waive a portion

Of the unified credit for any taxable period for the purpose of invoking the provi-

sions of I 204(c). The waiver once made should be irrevocable for such taxable

po so that the internal Revenue Service would not be required to litigate only to

findno immediate revenue at the end of the litigation even though it is su•cessful.

Ihe waived portion of the unified credit should be available, however, for future

0 ft
The proposed procedure is of especial importance for farmers and owners of

closely held businesses since gift of interetin farms, other real estate and closely

held businesses present valuation problems leading to potential audit disputes.

Interfamily gifts of such assets should be encouraged and not discouraged. The

p d prwedure would eliminate a present chilling factor in the making of such

Joint popl y
Despite many adverse tax ramifications, acquisition and holding of property as

joint owners with right of survivorship has remained extremely popular. in this

country. This formi- ownership has many advantages from a non-tax viewpoint.

While perhaps it is used chiefly to avoid the problems of probate, there are other

sound non-tax reasons for use of such ownership form. In many states, for example,

holding title as tenants by the entirety (one form of joint ownership) will provide

protection against claims by the creditors of only one spouse.
in most cas the individuals utilizing this form of ownership are blissfully

unaware of the tax consequences. In only a small fraction of the cases, are gift tax

returns filed. In my own experie nce, I have many times had to advise clients to file

diuent returns reporting gifts made over a large number of prior years involv-
Sty. Hapil i ost cases the amount of tax due has been small or9h;Mt prope. Hp i[ m m '" so mrtldutinad

noneint. Prior to 1977, the combination of exclusion, marital deduction, and

$30,000 specific exemption minimized the tax where the gifts were made over a

number of year.
Prior to the 1976 Tax Reform Act, gifts of interests in joint tenancies always

involved a double tax. Where one joint tenant furnished the entire consideration,

there was an immediate gift for gift tax purposes, except in the case of real estate

djitly by s ,in which case an election was required for gift treatment.

However, upon 1t e of the donor joint tenant, the entire property was .cludi-

ble in his pose estate for estate tax purposes. The 1976 Tax Reform ct eliminated

this- inequity in the gift and estate tax treatment of Joint property insofar as joint

interests Of spouses are concerned but the old ineQUItable treatment has been

continued for other joint tenants such as parent and child. In many cases after the

death of one parent, the surviving parent will transfer property into joint tenancy

with children.
In many of these cases, there is an understanding that the entire income from the

property will continue to be received by the parent and that the parent will control

the sale6 and reinvestment The transfer in made to avoid poae and sometimes in

the mistaken belief that the child will be free to manage property in case of the

of the parent If the parent has retained such rights, there should be no

ji irgift tax purpose. However, unless a lawyer has been consulted (who would



198

in any came discourage such arrangement and suggest more effective alternatives)
these agreements are rarely documented and potential tax controversies at death
are created. There is no justification for treating joint tenancies differently based
upon the nature of the relationship of the joint tenants. To the extent that different
treatment for gifts between spouses is justified, such treatment should be covered by
the marital deduction provisions. Many, although not all, of the joint tenancy
problems of spouses would be cured by an unlimited marital deduction provision.

In addition, there would appear to be no jurisdiction for treating joint tenancies
in real property differently from joint tenancies in personal property. Gift tax
treatment of all property, Whether real or personal, held as joint tenants with right
of survivorship, regardless of the relationship of the parties, should be made elective
in the same manner as provided for tenancies by the entirety in real property under
§ 2515. Such a provision should have no material adverse effect on the revenue since
the well advised taxpayer will not incur such a tax while the unknowledgeable or
ill-advised taxpayer usually does not report such "gifts" prior to the time that the
joint tenancy shows up on an estate tax return. While some interest and penalties
on delinquent-gift taxes uncovered by estate tax audit procedures may add to the
revenue, they can not be significant.

MSTATR TAX

Unlimited marital deduction and split bequests
For the reasons already stated with respect to lifetime interspousal transfers, an

unlimited marital deduction should be allowed for estate tax purposes. While in
most instances the well advised testator would probably not desire to take advan-
tage of an unlimited marital deduction to its fullest extent, nevertheless the tax
laws should permit the fullest interchange of property between spouses, both during
lifetime and at death, so as to impose a minimum of interference with the marital
relationship.

Just as the marital partnership is permitted to file income tax returns on a split
income basis, so should the marital partnership be permitted to be taxed as a unit
with splitting of assets for gift and estate tax purposes In furtherance of this policy,
the surviving spouse should be permitted an election in connection with the estate
tax return of the decedent-spouse to have an amount up to one-half of all transfers
to third parties made under the Will or by intestate succession to be treated as gifts
made by the surviving spouse. Such a provision would permit the earliest effective
utilization of the unified credit available to both spouses so as to minimize the death
taxes payable by the marital partnership and conserving the family assets for the
benefit of the spouses who earned and built up the estate, at least during their
respective lifetimes. Such a provision obviously would merely permit a deferral
until the death of the surviving spouse and should not materially reduce the
aggregate taxes payable to the government. A similar provision was recommended
by the American Law Institute in 1968.

Gifts within three years of death
The 1976 Tax Reform Act simplified the administration of the estate tax laws by

amending Section 2035 relating to transfers in contemplation of death so as to
eliminate any subjective test and substitute a mandatory inclusion for all transfers
made within three years of death. However, because of the change to a unified gift
and estate tax law, the provisions of Section 2035 are largely unnecessary to prevent
avoidance of tax. The law and its administration could be greatly simplified if the
provisions of Section 2035 were limited to those of Section 2035(c) relating to gift tax
paid with respect to gifts made within three years of death, and (if the present rules
relating to taxation of life insurance for estate tax purposes are retained), to
transfers of life insurance.

*With respect to other gifts, the section now serves only to pick up for taxation any
appreciation in value of the property transferred over a period of less than three
years but may also result in excluding from taxation any depreciation in value of
such gifts between the date of the gift and date of death. The actual operation of the
section is haphazard. It can operate unevenly and inequitably especially in cases of
gifts of interests in farms, other real estate and closely held businesses if death
unexpectedly ours within the prescribed three year period.

The section as amended in 1978 also treats taxpayers inequitably in that a gift
having a value of exactly $3,000 may be made the day prior to death and be
excluded for estate tax purposes; whereas, a gift of $3,001 made two years, 364 days
before death will be brought back into theestate.
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On. of the best intentioned provisions of the Tax Reform Act of 1976 was the

ssi lt of Section 2057 to poieaost tax deduction for the benefit of
otphaw where both &rents have died. U a ,the section was Made VT y

- and unnecessarily technical. C~omequently adiin spense has been imposed on_

an paretits of minor children throughout the United States as a result of finreased
costs ofr Will to comply with t q ensr of this section While

u, the deduction will be uV are fortunatelyetm l a

eVery attoruey A... w aWill for the parents of minor children must include

specill aras 8oplcae trust, and the legal e ies increased.
As r K othe Univerlsity Mcian has pointed out, because Of the

uret limitations and restrictions, it.often for good planning to

heft a testator create at lest two trusts for his orphaned children-one to qualify

under I 207 and a second to utilize more flexible prvions. The use of two trust.

will In0rese trustee fees. If possible the tax law should be designed so a no to

14, stimulate the use of other wise, inefficient means. of psiga testator's estate to his

The chiefj complctn factor is the requirement conditions the orphan's deduc-

tion on compliance with the provisions for interests of a surviving spueude l,
Marital deduction provision An attempt under the 1978 Revenue Act to i p*lify

the r ions leaves much to be desired, .nd, for technical reasons, will be unusa-

ble n Many cases. Even without regard to the relatively insignificant number of

ce where this deduction will come into play, there should be no re eu los if

the existing restrictions would be eliminated so that the deduction would be allow-

able in every case where there are orphans and where the Value of the interest

passn for t he beefit of the orphans, as a group, determined in accordance with
ordinary valuation procedures, equals the amount of the permissible deduction. It

sh oe noted, that the maximum allowable deduction for ayran will be

$105,000, and that even if that orphan were to die immediately teafr with full

vesting of that amount, there would still be no estate tax since the unified credit

available would shelter more than that amount. -
The orphans deduction provision is not the kind of provision which is sucetil

to manipulation for tax avoidance purposes. Parents can be relied on to see that

their Wis are written in such a way s to assire the availability to each child of

the maximum available amount. The overly technical provisions are completely
unnecessary.

Liquidity problem of estates
The greatest threat pedto the growth of small business in the United States

and a major concern of all smiles relying for the livelihood on farms and family

businesses is the requirement for cash to pay federal estate taxes. These taxe must

be pid in cash with a short peiod of time after the death of the princi#a owners

of thebusnes Recognizing thtalong with- the non-tax problems which will be
caused by the principal oWnr's death, there will be a substantial drain on the

liquid aets of his estate, is it any wonder that the owners of small business ar

asiy convinced of the desirabilit of sell outs to larger coq options. Even where

an individual has substantial liqd assets, prudence would dictate that the individ-

ual not place his family in the position where all, or almost, of the liquid assets

available at his death are used to pa the tax bill while the family is left with all of

its a . in one basket a closely h business where the founder and driving force

has just died.
Mh 1976 Tax Reform Act granted some additional relief in the enactment of a

new ecin6166 permittn pyet ofa portion of the federal estate in install-
Ments over a 14 year per.o fortaly the threshold eligibility requirement@

ee m so strict that the relief is not available in m nstaice where it is
needed mThe requirement that the closely held business interest constitutes more

than 65 per t of the decedent's auisted gros estate is too severe. It must be

recognized that the estate is si required to Pa A much as 35 percent of the

egt estate tax (the proportionate a tributable to the non closely held

asestlwthin 9 monthsof death, even where the section applies.
W singency of t 65 percent requirement encourages unwise t of

liquid assts in order to and discourages transfers of closely held hessmembers~' of t f amHy r or .ample, a pat,- =_ --

intereUts to other members oft iy. or eaph l oely
nmore than t of the parent's assets may

s of the stock to induce a the family enterprise. However, if the

would reduce the parnt's holding below the 65 percent threshold, the economic

c PAeuec upndet of the parent would he severe. On the other hand, where
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the holding is less than 65 percent, there is great temptation to strip oneself of
oth assets in order to meet the requirement.

While the provisions of section 6166A remain available for estates where the
closely held business interest represents only 35 percent of the gross estate or 50
percent of the taxable estate, the other provisions of Section 6166A are less liberal
than those of Section 6166. For example, the interest rate required of the estate
under Section 6166A will be 12 percent per annum. The available return from most
closely held family businesses, after payment of income tax, will not reach that rate.
Under these circumstances the interest rate should not exceed 6 percent per annum.

Further, the provisions of Section 6166 and Section 6166A are confusing and
create problems in administe ring because of differing rules and requirements. The
sections should at least be made consistent. I would recommend that Sections 6166
and 6166A be combined with a threshold requirement of 35 percent of the adjusted
grows estate (rather than the gross estate) or 50 percent of the taxable estate and
otherwise with the more liberal provisions of each, if Congress desires to encourage
the growth of family businesses.

In addition, the Tax Reform Act of 1976 changed the requirements of Section 303
of the Internal Revenue Code permitting a closely held corporation to redeem its
stock for the purpose of providing, cash or payment of estate taxes. The threshold
eligibility requirements for Section 303 should be liberalized in order to grant
liquidity relief for the holders of closely held stocks. Under present law, an estate
could qualify for relief under Section 6166A, but be unable to use Section 303 to
obtain the cash to meet the installment payments. At the very least, it should be
restored to the pre-1976 requirements which were substantially the same as those
under section 6166A.

One other problem under § 6166 and § 6166A is that a redemption of all of the
stock will accelerate the due date for payment of the tax even though such redemp-
tion is made by the corporation on an installment note basis to provide payments as
the corporation is able to meet them and as needed to pay the tax. Both sections
should be modified to permit such installment redemption by treating corporate
notes, or other corporate obligations, as stock of the redeeming corporation so as to
prevent acceleration of the tax. The American Bar Association has approved a
recommendation for the foregoing changes in Section 6166 and Section 6166A. A
copy of the Report of the Committee of the Tax Section on Estate and Gift Tax
proposing that recommendation is attached as Exhibit A.
Disclaimers

It is obviously desirable that the federal tax laws apply uniformly to all citizens
regardless of residence and regardless of individual quirks of state law. In the Tax
Reform Act of 1976 Congress enacted a new Section 2518 and section 2045 dealing
with the subject of disclaimers.

Unfortunately, the new law is not entirely clear as to whether the disclaimer
must also comply with state law as well as the new federal requirements. As a
result, we are left with the same lack of uniformity which existed prior to the Tax
Reform Act of 1976, except that persons desiring to disclaim must meet the more
rigid tests of the federal law in those situations where state law is more liberal. No
provision is made for those cases where state law does not permit a disclaimer.

The American Bar Association, prior to the Tax Reform Act of 1976, adopted a
legislative recommendation permitting disclaimers under special federal rules even
though ineffective under local law and providing for uniform disclaimer rules in a
number of other situations not covered by the present law. A copy of this recom-
mendation is attached as Exhibit B.
Generation skipping transfers

The new generation skipping tax imposed by the Tax Reform Act of 1976 has
added a new dimension of complexity for the economic planning of the American
family. Because of the newness of the law and the fact that to date there are no
final regulations issued with respect to any of the provisions of this law, it is too
early to attempt an analysis of all of the problems which this new chapter will
create. I will mention only a few serious problems which should be corrected as
promptly as possible in order to simplify family estate planning.

In connection with the effective date of the new law, the law was made retroac-
tively applicable to trusts which were not irrevocable on June 11, 1976. An excp-
tion was made for transfers, in the case of a decedent dying before January 1, 1982,
pursuant to a Will (or revocable trust) which was in existence on June 11, 1976 and
was not amended at any time after that date in any respect which will result in the
creation of or increasing the amount of any generation skipping transfer. Under
Proposed regulations proved by the Internal Revenue Service on December 22,
1978, the Service takes the position that any amendment which adds to a trust
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(othe than a ietal addition resulting from an administrative or clariying oro technial amendment) will completely disqualify the Will or revocable trust as

an empt Will or revocable trust.
While the provisions of the Tax Reform Act of 1976. as amended by the Revenue

Act of 197 are-certainly susceptible to such an interpretation. it is obviously

inequitable and a trap for the unwary. Thus, the execution of a codicil cancelling a

$50.-00 specific beque t may subject the entire residuary trust under a Will to the

nw ti.--.on skippin provisions, even though the decedent dies before aary
new9 rn the othr had t s cea under the Code that if an additionoO,0

is made to an otherwise exemt trust in existence on June 11, 1976, only a propor-

tionate amount of the will d e subt to the new tax.
The effective date provisions should ' ed so a to treat any increase in the

Stransfer under a Will or revocable trust in exist-

ence on June 11, 1916 as causing only a oportionate taint and not a complete

taint. The existence of this trap requires sub trial extra leA time by knowledge-

able lawyers in reviewing documents and advising clients with respect to p Ose

am- ndmmts toWillswhch were in existence on or before June 11, 196 . Such

adiioa csssolntbeipsed upon the American family-In the liht of the

)t f Chapter 18, it woul be entirely reasonable and no substantial threat
.o.retyn if the effective date were amended so as to apply only to transfers

pursuant to a Will (or revocable trust) of decedents dying after December 31, 1981,

without regard to the date of execution of such Will or revocable trust.

Another provision of Chapter 13 which interferes with normal family estate

a is the provision which treats a trustee as a beneficiary even though such

cannot receive any personal benefit fromt the trust. As a result, testators

who do not deare to use a professional fiduciary but would prefer to use one of the

children or other younger generation member of the family as trustee cannot do so

without subjecting the trust to the new tax, except in very limited circumstances

_ under ection 26 3(eXI). Even under those limited circumstances the testator will

require an extremely knowledgeable and sophisticated draftsman to prepare the

Will. The use of family members as fiduciaries should be encouraged and not

discouraged. Not only is there a saving of substantial expense, but family members

will have the greatest personal knowledge of the family needs. It is only natural for

a tetator to choose an able son or daughter as the trustee to determine whether

encroachments for the surviving parent or other family member are needed, espe-

cially in cases where the surviving parent or other family member is incapacitated.

The law should be amended to provide that the term "power shall not include any

p which is exercisable only in a fiduciary capacity and which cannot be exer-

cs f te benefit of the holder thereof.

Mother provision which should be modified in order to permit more flexibility in

famil arrangements is the provision for a $250,000 exclusion for transfers to

r hildren. The Joint Committee on Taxation, General Explanation of the Tax

Reform Act of 1976, stated:
"This $260 000 exclusion is to be available in any case where the property vests in

the grandchild (i.e., the property interests will be taxable in the grandchd's estate)

as Of the time of the termination or distribution, even where the property ntinues

to be held in trust for the grandchild's beuiefit., and regardless of whether the

grandchild receives his interest under the express terms of the trust, or as the

result ofthe exercise (or lapse) of a power of appointment with respect to the trust.

The " vesting requirement imposes conditions which may not be for the best

interests of the family. I can cite one example from my own recent experience. I was

consulted by an elderly couple whose total assets were approximately $150,000. All

except one of their children are well off economically and do not need any assist

ance, but one son is not in secure economic circumstances They have a number of
grandchildren, one of whom has health problems and is retarded. The father of that

gJ randchild. has a reasonably adequate earned income. They expressed the desire

that after their death all of their property should be held in trust to provide income

for the son in need for his lifetime and thereafter the income to be available for the

retarded grandchild for her lifetime. If the father of-the retarded grandchild should

predeceasehis brother so that the grandchild might need income, then the grand-

chd should become a beneficiary of the trust at that time, with income to be

divided between theB grandchild and her uncle. Upon the deaths of both the son and

the retarded grandchild they desired their property to be divided among a Of the

Other grandchildren. Under the foregoing facts, unless the retarded ndchil were
given a general power of appointment by Will the tr u st ofuld be

to a susntial generation skipping tax-as much as $38,80. On the
h h a teew - that the grandchild would not exercise that

p a there was no a fuurance tnOf appointment. aome , future time, thus sending the remaining assets to
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stragers rather than their other grandchildren as desired by this couple. There
would appear to be no reason why the $250,000 exclusion should not be applicable to
the actuarial value of the interests of the grandchildren at the time of a taxable
termination. If the grandchildren die before receiving the $250,000 there will be a
generation skipping transfer at that time, so that no revenue would be lost. The law
should be so amended.
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EXHIBIT A

CoMMIrE ot EsTTE A Guf T.aXI
TAx Scrom RiSOaMm sTIO" No. 1979-4

TO AMEND THE INTERNAL REVEOuE CODE OF 19%4 TO MAXECON-

SITEN4T THE TZkTS FOR ACCELERATION OF UNPAID INSTALL-
MINTS OF ESTATE TAX IN CASES OF WITHDRAWALS FROM

CLOSELY HELD BUSINSSES AND DISPOSITIONS OF INTERESTS IN

S= BUSINESSES. AND TO LIMT THE ACCELERATION OF UNPAID

INSTALLMENT WHERE OBLIGATIONS OF THE BUSINESS ARE RE-

CEVIED IN SUCH TRANSACTIONS.' Adopted with the fbowm cha.ges:

Sub W. the word *b"q for -ad' in the third Um oft elrst Resolution. and

Wimn aftr tfeis R D •

FURTHER RESOLVED tb the Section ofTfaatli is directed to uwS on the

OpW C0 s me ofete C*res &wendmts wich w, achieve the forooi

Commrrru om ESTATE AND GIfr TAxs

TAX Sacnom RZWCO MDATn0o No. 1979-6

TO AMEND THE INTERNAL REVENUE CODE OF 1954 TO MAKE

CONSITENT THE TESTS FOR ACCELERATION OF UNPAID IN.

STALLMENTS OF ESTATE TAX IN CASES OF WITHDRAWALS

FROM CLOSELY HELD BUSINESSES AND DISPOSITIONS OF

INTERESTS IN SUCH BUSINESSES. AND TO LIMIT THE ACCEL.

ERATION OF UNPAID INSTALLMENTS WHERE OBLIGATIONS OF

THE BUSINESS ARE RECEIVED IN SUCH TRANSACTIONS.

RESLVED Athtefllbwng Rasejubo'u be mnwefld by wt Secnom of TanoI

s House ofDebo8es of the AssentoR Div .uoriin

RESOLUTIONS

RESOLVED. that the American Bar Association recommends to the

Congress that the Internal Revenue Code of 1954 be amended to make the

provsos governing termin-ato of the privilege of paying estate tax dF.
sallnents upon withdrawals of property from a closely held business

content with the rules governing termination of such privilege upon the
. of interest in such businesses, and to provide that acceleration

of paid installment of estate tax will ot occur where invests in a close-

lV held businm are exchanged for obligations of the business;

REPORT

Under present law a withdrawal from a closely held business or a disposition of

an interest in such a business can. under certain circumstances. cause accelera-

don of the remaining installments of estate tax without providing the estate with

sufficent liuid assets to pay the tax.
It a riw mmi d (i) that the provisions for acceleration of unpaid installments

upon withdrawal of funds or other property from a closely held business be

made consent with those relawng to dispositions; and (it) that the provisions

for accelerion upon certain dispositions of an interest in the business be mod-

ified so hat, if oiligaions of a closely held business are received in exchange for

an inwaet in such busiwss, such an exchange will not trigger acceleration of

unpid irallments of estate tax, but such oblitions will thereafter be treated

asan interest in th cloJey held busne, so that a subsequent distribution. sale.

exchange. or disposition may trigger acceleration.

Sections 6166 and 6166A permit an executor to elect to pay in installments the

este tax actributable to an interest in a closely held business. Under present taw

a termination of the privilege of making installment payment of estate tax under

Tm Lmvpr. Vol 32.Not. 4
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dosely beld b ess wki g fte ama h
determined are withdrawn. or it s "Sg ftedcdn' itm
such doey held business are dibs . 5- Q thewce s isped.
of. other than by transfer to certain p. , be i. or pursuam taer .

ti -fax-re exchanges. Under section 6164(., 3 withdrawal o onet-ihrdnr
motr of the value of the closely held business. or a disptut1,n ol )ne-hire ,
more of the decedent's interest, causes such acceleration, Cidtr W4,,,1
6166A(h) a withdrawal of fifty percent or more of the value of the clomelv held
busine, or a dispositon of fifty percent or more of the decedent's oteresa.
causes such acceleration.

These acceleration provisions do not apply., however, to withdrawals from a
cogporation or dispositions of its stock which qualify for special treatment under
scion 30 if the estate tax paid on or before the date of the first installment
which becomes due after the distribution (or. under section 6166, any earlier day
which is one year after the date, of the distribution), equals or exceeds the
amount eceived from the corporation pursuant to the section 303 redemption.
Except for secoon 303 redemptions. however. a withdrawal or disposition ex.
ceeding the relevant limitation terminates the privilege of paving the tax in
inmsaliments regardless of whether the 'icr,<:--i ,r dispositen :"':i-s -'e
es tae with slfldent funds to pay the remaining tax in a lump sum.

The withdrawal test in its present form applies only to a narrow class of
taxpayers. Because the withdrawal test covers only withdrawals of one-third or
fifty percent of the value of the business (depending upon whether section 6166
or section 6166A applies). the test will not apply unless the estate has at least that
large an interest in the business. For example, if the estate had a one-fourth
interest in a partnership which qualified as a closely held business the estate
could withdraw its entire interest without causing acceleration of the remaining
unpaid instaulments.

The dispostion test. on the other hand, is more even-handed in its operation.
It applies to any disposition of one-third or fifty percent of the estate's interest in
the business, (depending on whether section 6166 or section 6166A applies).
regardless of whether the interest disposed of represents one-third or fifty per-
cer of the entire business (as the case may be).

It is proposed to eliminate the disparate treatment which now exists between
the withdrawal and disposition tests by eliminating the withdrawal test as an
independet test and by making withdrawals subject to the same Ulmitation. as
are applicable to dispositions. The disposition test would be further amended to
prevent acceleration to-the extent that the consideration received in the disposi-
tion consists of obligations of the closely held business, since such obligations are
not likely to be marketable except at a substantial discount. It is proposed that
such a transaction not be considered a disposition that would trigger accelera-
tion. HoWever, the obligations would then in effect take the place of the original
interest in the business. so that a subs -'luent disposition of the specified per-
centage of the obligations would tripr Acceleration. Consideration was given to
the difference that will exist bewt-, pre-death and post-death obligations re.
c in exchange for a closely held business interest and such difference was
no regarded as material in light of the policy considerations inherent in sections
6166 and 6166A.

Te LW VOL 32. No.4
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1466 COMMnITTE RECOM)"NDATIONS

The Section of Taxation has no earlier recommendation that is related to ti
iRecowmendatiofl Recommendation No. 19768, which deals in Large part with
the rne subject mauer as this Recommendation. adopted by the Section at thq

1976 Annual Meeting, 29 TAx L~wynu 1165, was not submitted to the Howe of

Delegates as a result of the passage of the Tax Reform Act of 1976.

No member of the originating committee or of the Council of the Section of

Taxation is known to have a mest in this Recommendation by virtue

of a specific employment or engagement to obtain the result of the Recommen.

dada.. It is recommended that the amendment be given only prospective ap.

plicatim In that a. diets would not be affected in any pending matter.

MOPOSED STATUTORY LANGUAGE

RESOLVED " th Seems of Taxatn mpemn A* foregong by urging the foe.

"gaw~gndnenui or chw equival mi purpw and .effict, on the propr commtee of
the Couw

Sec. I. Section 6166(g)(1) is a-nded co read as oows (eliminate matter

smack through, insert new matter in italics):
(1) DfposTOIOm Or FtArHST. =T---'.

- - r-.?I -- o- "- .OsLN".

0" .thi r of -- ... of a inere a ele ly he!

b---ie - w--'- ie0
l' t

quv. e tinde-. r" u se ie a l i iitb t

.. . . .M .o a-jl," .. .a -.. o-- p---:= o- t--! -- I M... ....VA"Iden 44HI) __d q__ 41h. -re -------.-- sO Mv.- qul

them (he entemin of timfe or paYMet of lowt pred in eno s a) ich

OkM~4l fpl, R &opapo~n f eha* bepaoftMU
ue~ S.t boie Pie P"ase and denand FrmteSeay rom WI hoeverathe aueu

tha t*othgra on mr th cohe of hen ns r i a ereau fo al or a0n

a*"f us ners uathe lse hel jbusiness),1 sc exhanM shallno b deeme

o di) . ss orbsbautwi sa leo anpge o.th dpos-

Ago d stuck rea a nd for purpose of his suhsbpara and schpnem shal rejtr wtete sa interest ind ol edbvw w cant Aoel hel bsiness

far purpwse af applying this subagoraph te ay subsequen payment, disnbss.

i. sale, exch., or other dsoitina whole or a. part, of such ligsbos
(3) In. the case of a distribution in redemption of stock to which

section 303 (or so much of section 304 as relates to section 303)

(I subpara h pb(A i)do"W shal not apply with respect to
the stck r= and for purposes of such sb4ragraph the

hw Lapp. VOL SI& M&. 4

63-769 0 - 80 - 14

+
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imetewva i the closely held business shall be considered toW bem
inerm reduced by the value of the stock redewnwdrem6

(i -- p --- (' wi) i--- . tip M @s-.. opr-

r .. .. .... .. r 68- - a" rh .. ... 06 .... .. .... .... .. - -- a -160wee isb Iaa sug I:Lz~ Pofe be s ma:o t
_L- 14 A tb :..J- ,k . .. ...ii

fp e m g o~w r p rp . . . = w

This subparagraph shaU apply only if. on or before the date pre-

scribed by subsection (a)(3) for the payment of the first installment

whic becoosPs due after the date of the distribution (or. if earlier, on

.. beicre the day which is I yewr after the date of the distribution).
thme is paid an amount of the tax imposed by section 2001 not le
dns the amount of money and other property distributed.

(C) Subparagraph (ANI4e-ff to not apply to an exchange of

awk puruant to a plan of reorniation described in subparagraph
(D), (E), or (F) of second 36(a)(1) nor to an exchange to which section

s (or so much of eco 35 as relates to secon 355) applies. but

my sto& received in such an exchange Sh be treated for purposes

of subparagraph (A)(4 as an interest qualifying under subsection

(D) Subparagraph (A)*R-4 shaU not apply to a transfer of

property of the decedent to a person entitled by reason of the dece-

dents death to receive such property under the decedent's wiU. the

applicable law of descent and distribution. or a trust created by the

decedem.

Sec. 2. Section 6166A(h)(1) is amended to read as follows (eliminate matter

smrck through, insert new matter in italics)-

-0-

(44188r ld %A. of mone a-. 04e ; Pmlifis: F
,- - 7-. I--'

,... i... arf 2-o-- -. ..... • • • •eimi -W 6n5 '. an i 1 d

kM ~wkz -..he ;fou P&YW ; 06 w -F! 1 (s) ir seda.

easz e e1u.z ofly sn-a fV W"a~ af tx &heII in-PMes i

ifteNU 2IVII6A be Said 4 Ad dmand f"W#ik: Sae-
-I-0

(1) Dwrvosf Omur-t
(A) If 50 pera or wre in telue of ans i,,es in a ciosek, We~ bsines

which quoLws ur.&r susechi@ (a) is uwtdraw4 from due bwmness, or dutrsb-

aged ^44d exchnged or otherzise disposed of,." Mhe =Whe O eUuof fMW for

Payunta of Ma Provide s thiS swtimn shall Ciwe to PPjY and any WSpaid

P~edW of 64etox pqasble in btaiaet "h~ be paid upon notie and dendW

pg.v Ate Sammey or his delegat: provide hmwwr.A thao he aes" "ha

.hguisof the dosek hel bwins are receiwd in exchange for aLL or any

1*w Lma.. VeL At 1*4. 4
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PW of Vick i"Weest M the buwMMus swig u4cha's sAa "w be &oWmd a

uck,.Mrestis &he clalulAd bwmwsafor purpose of &WisSubpwgrdaek b"g
nick ebEqgidaas sUUl thereafer be treaWd as ans mger*a in U,, deiy AW
friwMfor PurPue of app*u*g AUi subparara$ 90 a'ny subsqUIwap.
Me K d ^bu is. =Chiag. or otr dispimoss, in wuo or in pan, of

(B) In the case of a distribution in redemption of stock to which
section 303 (or so much of section 304 as relates to section 303)
applies.

.. . .... r-" - p" -r. . . . .. ......:s f ul f "-- .......

(i) subparagraph (A)(i)- f es not apply wth respect tO
the stok redemed; and for purposes of such subparagraph the
interest an the closely held business chat be considered to be such

interest reduced by the value of the stock redeemed.

This subparagraph shall apply only if,. on or before the date pre-
crb b ssio(e) for payment of the first insalment which

becomes due after the date of the distribution, there is paid an
amoun of the taz imposed by section 2001 not less than the amount

of money and other property distributed.
(C) Subparagraph (A)Wii-do shai not apply to an exchange of

stock pursnt to a plan of reorganization described in subparagraph
(D), (e), or (F) of section 368(a)() nor to an exchange to which section

355 (or so much of section 356 as relates co section 355) applies: bus
any stock received in such an exchange shall be treated for purposes
of such subparagraph as an interest qualifying under subsection (a).

(D) Subparagraph (A)(.pm-en oa nt apply to a transfer of
property of the decedent by the executor to a person entailed to
receive suchpropersy under the decedent's will or under the applica-
oe law of" desert and distribution.

Sec. 3. re aendments md by s ons and e sha be efectioe with
respe p to es t of decedents dying after the date of enactment thereof.

EXPLANATION OF PROPOSED STATUTORY LANGUAGE

Confrminir and cleri"I zm#"%vnr* - . .. .. a-.-.
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EXHIBIT B

C**m U o EestA em Garr T.ut

Tax 3crs RaeMswruxw No. 1974-2
TO AMEND THE rNTE NAL REVENUE CODE OF 1984 TO PROVIDE
FOR ESTATE -AND GIFT T.X TREATMENT OF DISCLAIMERS.

AWOLYTD th" the Jogowix@ Resoh ,uo mdw compeaww Report e ,6,
mn bpe the iom of rossed.. to the Mone of Delegates ol the Anam Be

ROLUTONS
UOMVED that the Americas Bar Association recommends to the Cee.

__m that thq Internal Revenue Code of 1964 be ameded to provide cow
pehb ve unilorm mkis (or the exemption from estate and gift taxes of
propty thdt is discaimed in a speahe MAne within a ,peexhed time;

FUKYHE RESOLVED that the Section of Taxation is directed to ';P
doth proWe commiteso of the Congress amendments which will achiev*
th -- REOLVED that Recommendations Not. 196-la and 13, re.

Wag to uelmptio 1 , disclaimers from etate and i taxation. proposed
by the Section of Taation in August 196 11 TAx L.wvu 93. 94 f 19U),
8 ABA. Rw. 21 213 (198) And embodied tn met"n T2 of H.R. 11430.
S0th ConI t See. 0 g96). be.,ntbdrawn.

REPORT

Whether disclaimed property is exempted from estate and gft tazation now
depai s pr-maily on scat. law. Th state laws are not uniform on wh subject
and any states hare no law on it at all. It would be desirable to have tompre-
bmisi federil diecl amr rulen which apply uniformly for federal tax purpose.

It i recommende tha estate pd lft tax rules be euated to provide that the
disehaae by a pesn or his personal representaiv of property receivable by
bin by iaoetase, gift or other Ut er is not to be coniderod a taxable
Umaer by him (or mate or g tax purposes, provided that mquired formalities
we filled. Requirements would include the taking of approprate action within

aime meatlis after the death of a decedent, the efective date of a trader, or in
the use of a future inters the dat% on which the takers interest is Inally
ascertained and indefeaible.

- - DiseWeiO%..
It in doesble to exempt dicaimed property from gift and estate taxation be-

c peso Aoud be free to refuse gifts or inheritances without suterin ad-
ver tax cmeq~umees if they do not receive any benehts from *.he property.

Uadw p-met law, whether a disclaimer of property passing by devise, bequest,
istaey or gift im a trainer :saum- estae and gilt tax consequence for *he
pereas mahiag the disclaimer depends on state law. A number of states have en-
aot disclaimer legislation, Umay of them patterning their law After the Model
Dibdimer AL The Commisioes; on Uniform State lAws have recently pro-
Poed aUa m = DWcime Act, based upon the Model Act.

D.a the ezietenee of such laws ad proviss conterning disclaim. a-
siimeab and releses in asval sections f the Internal Revenue Code of 1964
ad Trms..W Regulations throunder. there is insucidet specifiity with respect
to the n as and glt tax coa equenc s of a disclaimer. An even more seious
probhm e:W in itate that have not enacted statutes. since the common law
backprond of disclaimers is spotty. Court decision on the imu prseted dif-
far gratly. often focusing on the technicalities of locall law with repect to the

r eeP YetW. OL e. '.
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pr mor asence, of pump of title to the recipient prior to his disclamer.

The" technicalities appear irrelevant to the tax policy questions involved. Vnio
fogmt of tan tmtment is highly desirable and ts the major goal of the Rec-

Cas have held for enampk* that disclaimers of property passing by intestacY
ae trainers subject to estate and gift tax. Hardenbert I. Commiwoi r, 198

S (Mt Cit. 196), aert. denied, 344 US. 6 (196); Wiuliam L..MrAI

17 T.C. 1IM (1262). Other cases have long held to the contrary as to property

pmong by will. R4, Brown v. Rout za, 83 F2d 914 (6th Cir. L9M2). ceft.

40ed290 US. 641 (193). The decisions depend in large part on whether the

disdmmr was eetive under loa law. State isw is not uniform (even where

thiwe d-elainer statute) and it is not always clear. The differences in re-

mit we meble because similar t.ramtion in dieret state are not now

b uei treated Mdmf y for estate and gift tax PUrpO
Tbestate snd ga tax laws do not contain a defituion of the term "disclaimer"

or a povinom.of general application establishing the tax consequences of a dis-

cinw A diwsium *s however, threat in.certain specific insta ces otherwise
tb as a r p o( an interest in property followed by a trainer by the recipi-
etb. ithr-pe . the donee of a genera) power of appointment, sections
M06(a)(2) and 254M(b) provide that the disclaimer or renunciation of a power

during lifetime is not deemed a release and is, therefore, not a table event.

With reepet to the trandero*of property which is the subject of an effective

dislaium by the recipient, sections M06(&) and 2066(d). relating to the estate
tan charitable and marital deductions, respetively, state tht te afeed prop-
euy is deemed to pan from the traffer*r directly to the person who receives it

by reason of the disclaimer. Risj 125251141(c) is also significant because it pro-

video rule that must be foUowed i addition to compliance with state 'Aw, in

order for a disclaimer to be valid for gift tax purposes. However, the regulation

doe" not purport to be ciprehensive and does not solve the problem of varia-

tim in state laws.
xstn state A federal law concerning the time within which a disclaimer

must be made is unclear. This is illustrated by Keunth v. Commisioner. 480

FM 57 (fb Cir. 1973), reu'g 58 T.C. 352 (1972). In that case the son of a testator

M given a remainder interest under a trust if he sunived his mother. He wa a

trues and was aware of the interest The mother's life estate continued for 19

yese and shortly after she died the son disclaimed the remainder. The dis-

claimer was lid under state law; however, the Tax Court held, relying on Reg.

#2525l-l(e), that a disclaimer must not only be valid under state law but must

be made within a reasonable time after the recipient lea r of the bequest in

order to be mon-taxable. The Court of Appeals reversed holding that under state

law a voted remainder subjected to divestiture may be disclaimed within a me-

sonabletime after death of the life tenant.iThe result in that case appears to be

cet, but it illustrates the diffculty caused by a lack of uniform federal law.

There could be many vaitions of the factA in the KeiMnS case with dierent

results in different states depending upon the applIcatiou of local law.

The Recommendation would amend both the evate and gift tax laws by pro-

viding similar, comprehensive disclaimer provisions.
The Recommendation would provide that a refuel to accept property pawwg

by intestacy, which would be effective is a disclaimer in the case of a bequest or

devise, would be an effective disclaimer of an intestate share. This should result

in uniformity of treatment. even through 3 state without a disclaimer statute

would for purpose of local property law and state death taxes not recognis the

The ReeommendatioU would eliminate the undesirable situation illustrated in

the Keism case by providing a uniform federal standard for determining the

time within which a disclaimer mom be made. In the cm of a future interest it

would be within nine months after the event when the taker of the -interest is

Onait ascer gained and his interest has become wholly indefeasible. The result

under that test would be the same as the one reached in !einath. To be effective

the disclaimer must be in writing must describe the disclaimed property mad

raw z wee. Vet. . Se. a
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mug be 4ped sad acknowileed by the yewo discaiming. Within the t
pwmred tb* dislai must be delivered to the pets benestin froe it
M to the fidusary or other persn In pcinemon of the property. A pemme ma,
n& d-im after the right to do s has been waived or the property hag be%

A dishieer =ade within the time and in the manner pree by the fedeti
stm may severtelews be ineffective under state law. In such cases the do.
elaim may still be treated as effective under the fedrl statute if the property
is uumhnd within the federal time Limit to the persom who would have be"m
entiti therto bad the dlecaiman predeesed the prior bolder. Such twsa.
fe uMid no be regarded as m eptance of the property or am e iis al

leooatL It is recagaised that in sowe sitwmio s tnLMayermsm g
make the enmry tmer under state law and therore ma yo

be ble to twim advantage of the stauu.
Job*t iaft vsig as the *result of axrvorshnip may be discled -- witin

- mosthe uftw the death of the deceased joint teuant to the etent that the
isert is iacudile in the drmnd joint tenant's estate. To the ezteLt that the
xrope y is aot include in the tat"e of the deeased joint tenant1 the di.
chi In ms be made o later than m mneethe after creabon of the joint
tenamey.
The Reommendation would pouit Odisclaimer by a personal rpetative.

Thi will allow an effeti disclaimer to be me where the designated taker i
s intent, or is inompetent, or where death oemra within the time allowed for

makig a dislimer. The right of a personal rej'fese*tative to disclaim Is, of
couw subject to his Oduary obligationstand the limitations of locall law.

No pmviaca is made for any adjustment in tWk tranderoes taxes which may
rm frm a dislaime. The seed kff such adjustments could remlt from changes
in the amounts claimed as maritar'or charitable deductions or if the transfer
failed and thi property reverted to the tranderor. unlss the transeror has pro.
vided in the instrument of tranMer (his wiU or trust insment) for the rediree.
tim of the property in the event of a disclabber, the recipient of the disclaimed
biter will be determined under applicable local law.

The Repot' Study of th American Law Institute Federal FEate and Gift
Tax Proit (p. 96) commendd. that the pesson making a disclaimer be per-
mied to diet the detinatim of the. property in his disclaimer. This recoss-
mnedetiom was conidered but rejected because it is inconsistent with an under.
ly6 pemsem of proposed sections M nd 251S that control over property
should give rise to a tax to the person having such control The power to re&di-
reft onstitu ecttol over the property sii- to a general power, and should
be ts d similarly, whether or cot the mipienterives a btuit frm the

The subject matter of the Recommendation wus brought to the attention of
the Seetion a a result of recent state legislation affecting disclaimer, the tion
of the Aneimn Bankers Associatio in re- amending similar !egislatio sand a

=emmintion of prior disclaimer recommendations, discussed below, which ar
now thought to be inadequate.

The Recomendation would supersede Recommendations .,e. tNS-12s ad
le lathn to exemptions of dislaimers from the estate and gift tames proposed
by tw Section of Taxation in August 19M, 11 TAx LAwTU 96, 94 (1968), 3
A.A. Ra. 212. 213 (196), and embodied together in section 72 of MEL 11490,

SCoe, Ist Sm (19M). Unlike the prio recommendstions, this Recoinnea
dad= (1) gives defiitiona of a disclaimer and property which may be dis-
dimd (2) provides for disclaimers by a let represtative, (3) nse forth the
tecisal requirement for a vald disclaimer for federal tax purposes and (4) pro-
vides for the time within which the disclamer must be made. The prior recoce-
mendanos we far more limited in scope, merely providing that a disctimer

w not to be considered a tnsfer ad that a refusal to accept an tntestat inter-
a would be as effective as a disclaimer of a bequest or devie.

It is recommended that the proposed amendment apply to disclaim*= made
TMr Z*WoW. VOL 21. NOe. 4
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.1 tw the dee of ascimmst In web msm neitiser members of the Sectio of

Tmatim amr thwef lient would be affecWted mn y peadmn matte-
The RIOnEwandatim W formulated by the Secton's Committee oa E te

and Gift Tia. It is within the speil CoMpeeo of the lepE profemon

becom of the profem's inter"n in promote rul of taaUou wbich ae

-tabl and uniformly aPOW.e
No member of the Council and no member of the Committee on Estate sud

Gift Tazm wbo actively participated in preparing this Recommendatboo has sy

Material interet in it by virtue of a specific employment or representation of

PROPOSED STATUTORY LANGUAGE

AML VID that the Seoction of Twaosio implemeint ths foregoiNg by yii

dse j.on'J eme-mdwssmu. or their equvaert uin purpose olsd effet, as e

Peep 0OiWWntteee of the Conrs":
See. 1. Prt M ad subehlepter A of ebapter 11 of subtitle B (Estate Tax) is

amended bry addin thereto the following new section (inset new matter ts
italics): .1

Sm MW. DISCLAIMBD PROPERTY.

(4) GmAWBAL RuLT.-'he tw of the gross Wad shaU not include te

uos *I en property disclainsed by LA. decedent.
(b) DnfITrIONs.-F'or PwlpoWs of ths soctio-

(1) The gem Idise eimee Mea s an 4evocbl, unqualiied refusal to

zaoep property, or Wty Par1treIMI, owade ad delivered as required bv

subsection (W).
( i) The term propertye me. a, i terest us property -.hich, it not

e 1 could be- nc s in the gross estate o1 the decedent.
(a) RaQUZADMIN?S FMR DISCLAIMJ.-'

(1) irN 1N39-Mo disclaime0 of property shall be efectwe* un~s-

(A) such disclimer is in writing, describes the disclaimed ,ropertv, is

signed by the person making the disclaimer and acknowoledged, and is do-

Uivered to the per or persons benefiting therefrom or to the fiduciary

or otM perso in possession of h.e proper ; and
(B) sunch diseci e is dslivred-

(a mf tA*e of @1a present interest in propertV which, if not die-

dlsmned, would hay, been. acquired by git within the neamng of ChaP-

ter it, not later dam. nine months 4@14 asth do"a of the Oflt;

(it) in the can of a present interest in property ishh, "Y not dis-

claimed, wnoud howt been acquired by bequest, devise or inhertac

from another decedewnt.ot later thar%'.ws months alter tde date of

such decediev death;
(ii) in the Mas of a present interest in property which, if not di..-

claimed, would have been acquired by the ezercise, release or lapee of

a power of appointent, not lawe then. nine months alter the date of

a" " e, rel ease or (ops; or
(W) in the ccse of any future interest is property, not later than

mne months aflter the event when the Laker of the interest is ftnally

aegertained anad Mis interest has become ind.feasible.

(5) SPDCIAZ BuuM3-'oY purposes of paragraph (B) of this subsec-

(A) elms. (i0, (iii) anud (iW) of paragraph (1)(4B) shallt appIy to 4l

property which, if not disclaimewd, would have been acquired by ;ift

withipt the mening of chapter it, uiehdiusg such property as nsay be re-

quired to be iuscluded in the grown estate of the donor ude section tM,

SM JW. iM, 30 or 3004f.
(B) lNotwithatcutdiin A UPOTgraph (A)l, it the beneiiarv of fle insur-

an"e proceeds under a policy that has been acquired by qift within the

macnius of chapter it during the lifetime of the insured is a person

?M ZOWNev. VOL. T. M&s 4
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COMM R3COMXZNIONS

oth m o t pli, a (i) of pwsup (1)(a)
t apply to th elatww of such proceds

(C) C irs () of pooere (f)(a) Ads apply to th interest ojf a.
other decedext which pesaw to the decedent as .urvanimqJoit temeusor
ton" by thes moireet, butt only to the etent that such ineet no.,
padre to be inlue amth grows estate of the odhe deeent Unde

(D) ClAmn (iv) of psraph (I) (S) shell appy to the interest,.
bemeficirV in an anuitV or other payment described in section V .
(8) IlPwc OP ACCPpANCI O WAIEw R OP wOr TO DICLaIM.--A

other praieis of this section ,otwithstui, n disAa mer shal be g
f"if the pa's. uOekO the discllume acepts the property, or *er=M

p'spsV control or Wis, a within, te Fight to disclad.
(4) Dw cZaMU VEpwDCTriv a-voCFiD* C.L, LAw.-A dismero f

papaty which is ineqeetive under governing state law shall be g n efseg
fo do he o this section if te proper v is tra tmerred, within the t .
eWin wr wb for demvd of e d tlewsmer, to ths perss or person eA,

would Uw, been entitled thereto had the diincliinast predecease A*e prior
1e ower *I th property. t

(5) DUIeUwvaa NY PESONAL RIPSURWAfl-A disclaimer made
by a prol epreeerhtive A44~be gten' #elc for the purpose of this sec.
ties if maede within the time and in the manner prescribed herein. A per.
somal reprowntatiwo is an egecutor or administrator of the esate af a de.
dent 6r a guardian, committee or conservator of the properly of an infanst or
A-ilopee", or a persrn perarnwig nsbstantsaily similar itunctiorw under
applicable local raw.

Se 2. Subehapter B.of chapter 12 of subtitle B (Gift Tax) is amended by
addin thereto the fallowing new section (isert r-ew matter in italics):

ee S. DISCLAIMED PROPERTY.

(a) GLVmzR RI7LI.-A disclaimer of property shal nsot be considered to
be. a etwer of the property by the disclaim e .

Mb DPJIrNfOs.-For purpda. of hi. section-
(1) The term Odisclimer meau am irrevocable, tsquljld refusal to

aept property, or my port thereof, made and dsvered as required by
sbectim (W).

(0 The tem "Property' mana 6an interest M property, O Lt"er
of whic could be abije" to the ta imposed by tis chapter.
(a) RDQUmwims Foa DI*CLijhxR.

(1) I N i G EL4..-o dsclaimer of properitv shall be electiv wnle*--
(4) suc disclaimer is is riti, dsreIs the d property, is

signed by the perm making the disclaimer and 4AckIsvedged, and is de-
ivered to the pems or pemae beniasting therefrom or to th Aducwiav

or otho perso in poassi of the prortv; and
(M) such di limer is devwed-

) in the ca a present interest in property vhich, if not diet
doomu"e, would have been acquire by gift with, the meaning oJ this
chapter, AW ow ne the .me mos the after ahe date of the gift;

(sl is the ca a/ apmesen interest in property which, iI a"t die..
claimed, would have been acquired by bequest, devise or 6theritauce,
net late thm sue month ater the date of the deeder4e deUa;

(.N) im the Oas of presn interest in property which, if not die.
clssmed, would hae been acquired by the ezers. release or lepee of
*6 P00Wo a pitet met Waer then mooi months after the date of
the uechjrlaeor lepee; or

(09) is the ams of my futurs WOWree is property, "et later then
ra ee wwev. VOL 2?. No. 4
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WrATS A" Orr TA=Z 823

Mae ,moata$ alter ohw eVMSt When the Uter *I the ier",t as *14i4 We

-- tsp d and his iaterst Am beconse indueeJe
(0) SPm'Le& RUAPo? pwopoes o oa/ o ()o ths.ubee-

(A) Clees (S), (ii) ad (iv) 0l pWGura0 (1)(B) shal apWV to a
ptopwp which, if ntot idiused, twouLd have been. acquired by gift, in..
&N , WJ property as may be required to be included in the oSI
estat *I the dowo 'AWde Mseton' XW, XW 2087- -088, :V41 or 20W.-

(a) ,VowUhs w fig subpararaph (A), il the beneficiary of file iftr-
as peed. under & policy that has been acquared bv gift within the
Mei 0 of thir chper d 4wi the lifetime ot the nwed is a person

oher them th, domes of t h po)icy cause (W of paragraph ()(B)
SOWl appiy to the dingwlalss of sAc poceeds.

(C) Chm (i) of p.owrrp (1)(B) Sha apI to a interest in pr
ew4 wicih pOse.ss to a wviwmi opdat tenant or tenant b s emtiety.

but o to th aden that .ch interest is reqtd.d to be inl in the
gv estate of the deceased teiint utder section JV40.

CD) C l.. 60 o* paagraph (i)(8) sha appy to the teruet *o a

benefiiwm- it an anmuilt or other pame described in jectn 2039
(S ) SNac op Ac C fAVD0 oAir Or mor Ao RTO DISCLAIM-Ay

other provun this sect o's notwithstandin, no disclaimer shalU be #ffe-
C ithe p oa e aig p dicm accepts te property, or e oerc'M5

opetw contra or ai es, ee waiting, the right to dinairm.
(4) DrecwusNm iZIRpPICTN Lvoirs LCAL LAw -A disclainer oI

prpety which is ineffective aunder governing state law shoa be given elect
for purposes 01 ths sectio if the opera y is tansterred ithin the time
hereis prescribed /or delivert/ol a disclaimser, to Ahe person or perbons who
would ha been' eni &ekd thereto had the dUeimasp r#dc#aswd the prior
holder of as propty., p

(5) DI CzwM(2 a PS rSoA 5s5pfue nAUB-A dickaier made

by a personal rpre ,taiv shal be given elect for purpokee of this Mec-

ties it made with the time and i the manner preambed herein. A per
-me representative is an executor or administator of the e-,.ae of a dece-

dent or a guardian, committee or conseraor o1 the property of ' ainlnt

or a Snompetent, or a person erformmq substantsyi similar functions
under epicable Woal Lawva -

Sem Seeton 2041(a) (2) is amended to reed-as follows (insert now matter in
iaiii):

(2) Nwua CATW ~U ocMIISm 21, 1942.-To the extent of any

prprywith respect; to which the.4.dceden%, be* at the time of his

a general power of appointment ca d after October 21 1942, or
with respect to which the decedent has at any tJsf@ exercised or released
such a power of appoint-ent by a dispcdition which is of %xh nature that

if it were a transfer of property owned! by the decedent, such property
wold be includible in the decedents go estate under sections S to

2M inclusive. A disclaimer of such a power Made in accordance with

section 2045 shall ckot- be deemed a release of such power. 1'or purpse of
this paragraph (2), the power of appointment aiL be considered. to exist

as the date of the decedent'. death even though the exercise of the power
is subject to a precedent giving of notice or even though the exercise of the

pow takes decte only on the expiration of a stated period alter its ezer-
mie. whether or not, on or before the date of the decedent' death notice
boo been given or the pawer ba been exercised.

See 4. So much of susectio (a) of section 3W6 as precedes paragraph (1)

thereof is amended to read as follows (eliminate matter struck through and
nmrtow Gume in italics);
(a) In OGrruAL-For purposes of the tsx unposed by section 2001. the

value of the tam"bl estate shall be determined by deducting from the value

eaZeursr VOL 21, S46 4
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- coiarru moMmzrAomS

oft. Voss oft&@ the amount of alH bequests, qacies, doism or treamto
( n the intend whic falls into any such beuest, !4514, devis%
Nwd- a m t of --is -- i- -ble L discla; of a bequest ties
dvis, trasa or power ite disaimr is me before the da"epru.
fes te l6 Of the eate tax n'tum d is 4ccrde w N ctiom W4 .-

SO &SetIon 206(d) is amended to read as follows (eliminate matter UU4
tlaungb and ' -t nw matter in italim):

(d) DuArmuan-
(1) SUN IVE. mm-.EL under this section an intent omit

is the absec of a disdaimes ol nock inL*ss by the surviving spo
m m pa g from the decedent to sub spouse, and if a -Now

41 a& interest is made by wueb spouesisn ccordowse w~A section 00
tbm much interest shalL for the purpose at this section be consderd to
p to the piwm of perio entitled to rse. such interd as a

matof the dimlaie.
(2) Br -wrr ovu1 mms.-lfU~~ this section an interest wold, i

the abssn& of a dWia r by say petso other than the surviving span",
be csnided s passing from the decedent to such person, and if a dim.
caimer of mch intend in made by suc person and as a result of mvc
disclaimer the surviving spouse is entitled to receive such inteed, then..

(A) if the disaimer of such intet is made by such person bet.o,
the date prescrated for the dling of the egat* taz return -eAd-4-m*b.

8, we eINA 410on 045. PAch interest, shL for purposes of this
stio be o ."id as paying from the decedent --to the suviving
spow and

(W) if sbipo 'spapb (A) does not apply, such interest shall for pur.
pose of this section. be considered as pain n, not to the surviving
sp me, but to the person who made the disclaimer, in the same man
as it the disclimer bad not been made,

S 6. Section 14(b) is amended to rmad s follows (eliminate matter stMuck
through and isert new mattr in itaUm):

(b) Pow merw Arn Ocoes U1, t942-
The enIrae or release of a general power of appointment created after
Qetober 21. 19, shall be deemed a tracer of property by the individual

su mch Power. A disclaimer revo of Such a power of
appontmeAt mwad in acordme with section Nis, shall not be deemed a
reem of mach pow, .

Se& 7. The amendments made by sections I through 6 shall apply to dis-
claimer made ater the date of enactment there but shall not aelct adversely
say exitig right.

EXPLANATION OF PROPOSED STATUTORY LANGUAGE

Under section t and 2 ad the Recommendation new sections 2045 and 2518 are
added to the Code to provide comprehensive rule !o the disclaimer of interests
in prmerty for astae and gift sa purposes. Sections W041(a)(2), M6(s), 20a
(d)(1), M(d)(2) sad 2514(b) a amended by eliminating any material which
dm or limin &'dhwcam and by re rin in all came to ew section 204S
and 218 for the defniticn of & diselaimr.

As an at ernativ drafting technique, sections 204 (relating to disclaimer for
estate taz purposes) might have Wcrpoated by reference a substAntial portion
ad the tat of setion 2518 (relating to disclaimer for gift tax purposes . How-
ever, be e= there ae some diftences between the estate and gift tax statute
aad beesuse it sem desirable to have a complete statement of the law within

helptes 11 (estate tax)-a we an within chapter 12 (gift tax), the alternative
doffing uchniquie was not adopted

raw ZOuv.. TeL 21. Ne. 4
- if
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EM WA" A Wr TMm

Section 3 ad the -eommendatioe enKdS action 2041(a)42) to refer to me-
3u& specifyng that any disc laimer of a power of appointment. if not to be

deemed a release ae se power -mt be made in accordance with Oetio 20.
em o the Roef mmdatikm amnds the first parapapb preceding sub-

a (1) Of section M06(a) in a similar manner, by deleting the requirement
6 tat suetom that a disclimer be irevo ble (ince such a requirement exits
is mti M6) and adding the requiment that a diclaimer under section 2W
be made in aecordan" wt section 2M&

Seto 5 of the R ee iendatioo makes similar amendments to section 2 0
(d) by requiing th" a disclim" made by a surviving spom under section

d)(1) be made in accordance with section 2M4S and providing in a similar
m for a disclaimer by any othar pesr under section 2056(d)(2), a well as
&-g the new supertuos requirement that the peson diselsaig the intet
ho. metacepted the interest before makin a disclaimer.

Sectm 6 d the R amesdtdsnction 2514(b) to provide that a
discl of a power. of appointment for gift. tax purposes shall be made in ac-
ordm with section, 25

Sgeg. 7 O the Recommezdttio provides that the amendments ipply to dim-
laimers made aftii the date o( enactment- In order to avoid a pomibl, conet-

tutional im it is aso provided that no existing rights woWuld be affected ad-
- vm* y,., where at the timevof enactment the time had expired within whieh
S disclaimer could be made under the federal law, a discimer would still be ad-
festive if made within ny longer time limit under applicable state law.

Clerical and onforming amendment have been omitted.
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r vzAcMNT oW EDwAmD C. HALBAM, JR.

SUMMARY OF PINCIPAL POINT

A. Gift Tax Annual Exclusio: No increase in the annual exclusion in reommend-
ed because the tax relief would be distributed Seletively, regresively and in ways
that complicate tapyrbehavior rather than simplilying matteM as could be done
if like revenue =7u. were used to fund other specifiay lne ee

thelegtimte rolems an increased annual exclusion might alvaeoidbfa
be a rby redefining gifts to exclude certain transfers for education and

B. Liquidity and Special Use ValuatozE The selective (and discriminatory) bene-
fits inherent in these "sulmidies" for small business and fams should be cautiously
handled to minimize intrusion upon equitable treatment of tax ayers and upon

incentives for the benefited taxpayers toD provide for the liquidity needs of their own
estates; these and also Simplicity factors sua s that emphasis be shifted from

7 special use valuation to the tax deferral rMes and that the latter be carefbfy
rbewmd.

C. An Unlimited and Simplified Marital Deduction:
1. No current propol for reform could do so much for smlicity and even-

handednes in the transfer taxes at so reasonable a cost as a 100% exemption for
mnterspousal transfers.

2a Inequitable double taxation (plus some undesirable pressure to use trusts) could

be avoided by such change, as could ine tiescused by the order of spouses'
deaths as well as unfortunate harshness and distortions with respect to inter vivos
transfers and co-ownership between spouses.

3. The principal costs would be some revenue loss. mosdy temporary.
4. Short of a 100% deduction, several worthwhie but less complete reforms are

5. The terminable interest rule should be eliminated or greatly simplified, with no
significant revenue implication.

D. Other Important Areas for Reform
1. Joint tenancies should be treated as equal tenancies in common for both

greater equity and greater simplicity, and revenue is not at stake.
2. Sections 2035-2038 and also § WO39c) need quite thoroughgoing reexamination,

hopefully in the context of an unlimited marital deduction as well as to adjust to
the 1976 unification of the gift and estate taxes.

3. The 1976 orphans deduction should be relieved of its treacherous, intrusive and
wholly unnecessary qualifying requirementr-or else it should be repealed.

4. The 1976 disclaimer rule should be clarified and improved by repealing a
subsection which precludes socially and equitably desirable post-mortem corrections
in planning, for its present operation is undesirable, probably not intended by
Congress and not based on realistic revenue concerns.

E. The Generation-Skipping Tax: No particular proposals for legislation are pre-
sented. but a watchful C ongeonadintrest is urge for thi new and inernty
complicated area of future development that is of such.grea.t long-n signifcance
and where there already are signs of dubious admnstrative rulemaking.--even in
the view of one who strongly endorses this major step in tightening up the transer
tax system. .
-The estate and gift tax provision of the Tax. Reform Act of 1976 repnded to

several major stutua and policy issues affecting the. taxation of weat tnsfmer
during lif and at death. Most significant were the unfcation of th gift and estate

taxes and the enactment of a tax on generation-skipping, transfers. Subsequent:- actions have cleaned up or undone some of what were wi dely considered to have
been the meet grievous errors of that legislation. In my view,. however, misake

/ remain in some aspects of the 1976 changes, and furter changes are. need
! .elsewhere, especially in revising the law to fit the ¢ontext ofthUe new7 unfe a
S structure. Suf~ficint attention has not yet been given to the need, for improved
S equity and simplification-and puprted ailiication will prove illuoryoif we d

not honor the equitable objective oft affording, like treatment to taxpayers..who,.in all

_ fundamental respects, are similarly situa.tedl. Petty, or arbitrary distinctons invit
unq -iyand require tedious, often manipulatve planning, and thUS produce comn-

... Ple"iy in its most sigificant sense, is not a matter.ofmerelyoidin

Complex language in a statute butm is roperly a nmt-er of not injecting compexit
ditotin and the need (or opportuinty for tedious, manipulative and cosly plai-.-ning into the personal and finranciallives of taxpayers. A prviin that txeo

- does not tax deedn on deais ditictons or requirments that.are irreevant
-=. or insignifiant-from-a policy viewpoint is a provison that requires expensive
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lawyer-work in order to avoid unnecessary taxation-while also exposing those with-
:,ut counsel (or whose counsel are guilty of technical ovem ght) to harsh treatment

wl kethat given others whose positions in all properly relevant respects are

-Identical. Te transfer taxes remain replete with flaws simply awatinicorrectons

Aht are or ought to be noncontroversial; and, of course, other matters offer op, rtu-

nlt~es for important long-run simplification and improved equity but involve serious

policy questions or, in my opinion at least, political difficulties.
-n short, our long-run goal should be a sound, fair, efficient system that is both

'simple to understand and, more importantly, simple to live and operate within. The

r of any revenue reductions that are acceptable to Congress in this area

.houl therefore be to "finance" worthy permanent reforms that will improve the
-overall quality, of the tax system-a capital investment in the system itself. Such an
i-,nvestment will pay dividends indefinitely in the form of reduced costs of adminis-

ktration by government and of compliance by taxpayers, in the form of enhanced

. ...ctand honesty on the part of taxpayers whose ehavior is fundamental to our

-_elf.wessm-,, ... and ' in the form of greater natural equity and hence reduced

-,jonomic distortion and planning costs i arranging the personal, financial and

,-,testamentary affairs of taxpayers.

INCREASED 0171' TAX ANNUAL KXCLUION-A DUBIOUS IDEA

A number of proposals have suggested increasing to $5,000 or $8,000 the present

2 $3,000 per-donee annual exclusion in the gift tax. Despite the antiquity of the $3,000

figure, 1 believe such an increase is not only unnecessary but highly undesirable. If

.N substantial relief is to be offered in the gift tax or elsewhere, it would be far more

S-advantageous to grant that relief by underwriting reforms or concessions where

E-=. significant problems exist. Also, an enlarged annual exclusion offers significant

e escape only for the extremely wealthy and even then only for those who are induced
t, ke, ,wisely or os gifts. The increase would thus

aid taxpayers on a selected basis that is both regressive and based on no worthwhile

. dtax policy objective. In addition, it would tend toward further inequitable treatment

of taxpayers who ought to be viewed as similarly situated and would invite complex-

ity in planning, es ecially with respect to those for whom substantial gift programs

wZ-ou d present prlems of liidity and control because their primary assets are

closely held business or family farming interests-often the very people we are

seeking to relieve of undue pressures, burdens and complexities. Tax relief, if it is to

Sbe given, will be better allocated, simpler and more helpful to these and other

= taxp if it takes the form of an increased marital deduction, an enlarged unified

credit and gentler rates.
Even the traditional generosity of the gift tax annual exclusion has been justified

-o on the rund of simplicity of administration and compliance-i.e., "not to have

- InternalR nue agents under our Christmas trees." Well-to-do taxpayers, especial

l i married and blessed with large families (children, sons- and daughters-in-law

a grandchildren) can now annually and with no transfer tax impact make ex-

tar mounts of gifts to deplete their estates. To double the exclusion would

In, manyinstances allow such tax yers to give away as much as $250,000, or even

More, entirely tax free and tut so much as denting their unified credits.

Inflation and problems with certain types of unreported ifts, however, may

§ present problems worthy of some attention. As rior studies have suggested, the
most sin icant of these problems can be dealt wit by articulating (or providing for

regulations to articulate and clarify) what is now a de facto exclusion for transfers

for education or consumption, where the essential net effect is not to enlarge the

tranzferee's own estate. An argument might even be made that the gift of an

L expensive automobile or furniture (e.g., as wedding gifts) should be exempted under

'- such a definition, much as they are now often disregarded- but even here a husband

and wife vi to a newly wed couple would have -$12,0 of exclusion available to

them un der present law, espeially if gift splitting were simplified and granted in

typical situations without the necessary of a return, as the law ought to provide

anyway.

JQUIDITY AND SPECIAL VALUATION

I should like to raise some doubts, if I can, concerning the understandable tempta-

tion to confer eges selectively upon certain taxpayers, which also means to

discriminate against others, in order to deal with liquidity problems or to offer

incentives and subsidies to certain activities. I am among the many in the public
who believe, that+ the special use valuation adopted in 1976 was a mistake, the

general purp of which might better be accomplished in other ways and the

principles efects of which were to create inequities and complexities. If special
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incentives are deemed appropriate for the family farm and small business, it would
be better if these openly took the form of subsidies to all who are interested in those
opportunities rather than of special advantages conferred only upon those fortunate
enough to inherit such opportunities. These objections would not apply to continu-
ation by a surviving spouse, whose needs are better and more appropriately taken
care of anyway through interspousal exemption or at least a liberalized marital
deduction.
. To the extent the concern involves liquidity, reasonable but cautiously subsidized
borrowing from the government via tax deferral is preferable. Even here, when
special privileges involved there are both the danger of inequity and the inevitabil-
ity of complexity (not to mention sporadic relief within the intended class) due to
the need for rules defining and confining eligibility. Some restraint and imagination
with respect to such eligibility rules, however, can help significantly to reduce such
compete ria sporadic reli..
It is difficult to see why one group of heirs should be preferred over another

merely on the basis of the manner in which the decedents made their fortunes, and
it is difficult to see why special privileges should be available only to those who are
attempting to retain a business that has been given to them rather than to pay off
the much higher debt burden necessaty to acquire or develop that business or
farming enterprise on their own. Temporary problems during a period immediately
following an owner's death, however, may well justify special aid to meet liquidity
needs at temporary y subsidized interest rates. Here, suest serious consideration
be given to shifting emphasis from special valuation (§203,A) entirely to better
integrated and rationalized deferral privileges (reworking §§ 6166, 6166A and their
kindred). All in all, the types of questions here involved and the arguments in favor
of such special privileges are not always easy to resist, but I believe it worthwhile to
re-examine our approach, to shift our emphasis and to consider whether the trans-
fer taxes themselves are a good place to express so many of our social and economic
values. The price we are paying is high in terms of equity and complexity, and the
results are not as good as they might be if death tax relief were sought in other
ways.

EXEMPTON OF INTZRPUSAL TRANSIRS

Despite reservations I once had about a 100 percent marital deduction, I have
become convinced that the complete exemption of interspousal transfers-essential-
ly along lines recommended by the 1969 Treasury Studies-is highly desirable and
to be preferred to the present 50 percentl$250,000 rule. Total or expanded inter-
spousal exemption is consistent with underlying policies of the transfer taxes would
contribute significantly to equity in their operation and would offer more simplifica-
tion in tax administration and estate planning than any other type of reform. It
would also improve the structural background against which to deal with other
troublesome problems in the gift and estate tax laws (e.g., joint ownership, employee
benefits and some of the most distressing of the business/farm problems). In addi-
tion to total or partial expansion of the marital deduction, a total or partial revision
of the rules of qualification (the terminable interest rule and its power-of-appoint-
ment trust exception) is called for.

In its 1969 report, following an excellent, long-term, comprehensive study of the
estate and gift taxes, the Treasury noted that existing rules "have curtailed the use
of some natural forms of transfers between spouses." After mentioning some of such
problems caused by the terminable interest rule, the report noted the unfortunate
necessity of planning to insure "that no more property. than the exact amount
needed to utilize the marital deduction passes to the surviving spouse" because the
result of "overqualifying" by will or through joint ownership "is to leave property in
away in which it is taxable in the survingM spouse s estate without a corresponding
deduction in the first decedent's estate." The report continues: "It does not appear,
then, that transfers of property between husband and wife are approprite occasions
for imposing tax. An eepe6aly difficult burden may be impose . . when property
pesees to a widow, particularly if there are minor children. The present system of
taxing transfers between spouses does not accord with the common understanding
of most husbands and wives that the property they have accumulated is 'ours.
Furthermore.... the distinctions drawn by existing law between transfers which
qualify for the marital deduction and those which do not qualify have generated
drafting complexities, artificial limitations upon dispositions, and consid le liti-
gation. Tax lieform Studies and Proposals (U.S. Tres Dept Feb. 6,1969) p. 368.

The limited 1976 increase in the marital deduction as it applies to moderate sized
estates ($250,000 or the traditional 50% of the adjusted gross estate), falls to resolve
effective many of the troublesome problems concrn interspousal transfers.
Any specific figure will require constant revision; $250,000 represented substantial
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"property five years ago, today represents a nice home and in a few years will

represent a garage.
S1. Revenue loss.-The Treasury was right, I believe, not to be inhibited in its

p"oposals, by concern over revenue loss, most of which would be temporary and a

m Price to pay for a long-range impny-emient in the transfer tax system. (At one

point estimates of long-run revenue loss from a 100 percent deduction were put at?

percent of transfer tax receipts, but a substantial portion of any such loss has

Ready been imposed by the 1976 changes in the allowable deduction for the vast

majority of previously taxable estates.)
The one enduring form of revenue loss from a 100 percent marital deduction

would actually be loss of revenue that ought not to be collected anyway and which

is not collected from planned estates: double tax in the spouses' generation under

certain circumstances. Property left to the surviving spouse in excess of the present-

ly allowable marital deduction is taxed both- in the first decedents estate and then
.the survivor's (with an inadequate p.p.t. credit or none at all). This burden

ltypicav on estates that can least afford it, and this double tax reaches beyond

both the purposes and design of our present tax law. Thus, unfortunately, the 50

-percent rule requires the use of trusts to provide for one's spouse if the second tax is

Jo be avoided-an ironic inversion of the generation-skipping problem. This modest

revenue loss is therefore virtually dictated by goals of fairness.

J_ Now that the transfer taxes have been integrated, the other "loss" from a 100

-percent marital deduction-a temporary revenue loss-should be modest and soon

recouped. This is actually a deferral of revenue from a greater deferral of taxes

,tanisnow allowed by the limited deduction. In this respect, however, the plan

-advantages and disadvantages of the marital deduction must be understood

considered realistically by policymakers as well as by estate planners. After all, the

primary advantage of marital deduction is in allowing equalization of the

spouses' estates (with deferral to that extent), and this is already allowed by existing

nlaw. Beyond this estate equalization level, players must weigh alleged advantages

of further tax deferral against the combined disadvantages (1) of increasing the

aggregate tax base of the two spouses and (2) of subjecting the property eventually

to a higher rate of taxation under the progressive rate structure on the second

death. Note that unification of the taxes has removed understandable earlier con-

corn over the possible effects of ifts the survivor might make during the deferral

period Note also that, as a practical matter, deferring a transfer tax is not like the

interest-free loan that results from deferring income tax: the government, in, effect,

gets its tax-share of the property by a proportional sharing in the property's fruits

until the tax is finally collected; the larger tax base at the later tume (income and

appreciation during the deferral period) compensates fully for the deferral, and may

z even overcompensate due to rate progression. Thus, it will rarely be desirable under

a graduated, unified transfer tax for the property owners to plan for more than the

estate splitting already allowed by present law. -

2. Ifarshnem_ inequity and other objections to the present s tem.-In addition to

the inequity of double taxation in-both estates of property passing to the survivor in

excess of the present marital deduction ceiling (mentioned above), several other

concerns should be noted in justification of a liberalized marital deduction ceiling.

One additional inequity is described in the 1969-Treasu report: 'The proposal

for the unlimited marital deduction, as it applies to the gift tax, willbeof advan-

tage where the poorer spouse dies first. Under present law, the minimum tax is paid

if the estate is split equally between husband and wife for tax purposes by, for

example, taking a 50 percent marital deduction on the estate of the first to die,

paying tax on half, and then paying tax on the other half at the death of the

a suvivor.... This tax saving is lost (except in a community propetste)ith
poorer spouse dies first. It could be preserved by givinghalf the Property to the

Spoore spouse during life but under present law the gift tax marital deuction

(which is limited to half of the actual gft to the ppouse) would involve a tax penalty

at the time of the gift. The proposal would permit a married couple to so arrange

their property holdings that there would be no tax penalty armingg from the order of

their death. This would also remove an undesirable d mination between common

law and community property states." 1969 Studies, p. 359.
Furthermore, among the most troublesome ractical problems and inequities of

the gift taxis that which arises when the iaepenenpro_.r.ypj nePo,,

Streaked as "ours" and Is-cohverted to jointly owned (especially joint tenancy or
community) property. The problem results from the gift-tax marital deduction bein

limited to 50 percent e of the pro rty ven inter vivos, whereas the present so-call

- ,0 percent deduction at death isrelly an exemption of 100 percent of the amount

tran-sferred upto a maximum of 50 percent of the adjusted gross estate. The

lifetime-trans"er deduction, therefore,sdoe fairly correspond to the advantages of
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community property systems. The 100 percent marital dd'-ction would, of courue
resolve this polem too; the 1976 modification (which allows complete
for the first $100000, no exemption for the next $100,000 and 50 present the
excess over $200,00) neither resolves the problem in most substantial estates, nor
does it do anything to eliminate the unrealistic requirement of record keein,evan
with respect to modest gifts. If complete interspousal exemption is dn t
other steps should be taken to remove the often harsh problems of unintended gifts
and the unrecognized, sporadically enforced tax liabilities that result from the
natural, almost instinctive and tax-neutral behavior of placing "our" property in
concurrent'ownership.

3. Alternativa to the 100 percent deduction.-Absent a complete exemption of
interspousal transfers, this array of current problems can be dealt with in a practi-
cally limited but reasofiably workable way by allowing a 100 percent mrit deduc-
tion only for inter vivos gifts (not changing the ceing (or ransfers at death),
reinforce by a rule that restores to the gross estate (and thus charges agais the
marital deduction at death) transfers made during the last three years of the
donor's lifetime (cf. THC 1 2035). Another approach could be to extend the present
nonrecognition-of-gift rule for joint-tenancy and tenancy-by-the-entirety l (IRC
* 2515) to other forms of co-ownership by husband and wife, and to personalty as
Well as realty, with appropriate adaptations.

4. The terminable interest rul.-&-The 1969 Treasury Studies and many other
proposals have recognized that the present terminable interest rule is unnecess
it is retained only out of sheer inertia. Because it is sadisticaly complex, treacher-
ous even for the skilled who are mortal, and unduly harsh with some regularity, it
should be changed now. There is no reason to further the demand .for opiti
counsel and to create excessive risks for non-specialists and their clients, Whether in
the context of a 50 percent or 100 percent marital deduction rule. (At present, just
to note one set of examples, general power of appointment properties are often
included in a survivor's gross estate under §.2041 even though the power is defective
to qualify a trust for the marital deduction in the first spouse's estate under
12056-result: wholly unwarranted double taxation again)

Where a survivor receives only a life interest or certain other limited interests in
property, a deduction could be allowed in the first estate if the survivor consents to
later taxation in his estate.(or as a gift if the interest ends during life), with the
increased tax to be born at marginal rather than average rates entirely from such
marital deduction property. A similar provision was suggested in the 1969 Treasury
Studies. Short of this, the law should at least be changed to eliminate all of the
technical marital-deduction requirements that exceed the requirements for inclusion
in the survivor's estate, so that the terms of the terminable interest rule and the
risks to the taxpayers are confined more rationally to the polciy purposes underly-
ing the rule.

. Conclusion A Workable Marital Deduction A combination of (a) a simple new
rule to replace the present terminable interest rule and (b) either (i) an unlimited
marital-deduction or (i) rules that would eliminate both inadvertent gifts and the
need for tax-avoidance trusts for spousal provisions in excess of the deduction would
result in a tax law far less intrusive into private decisions and planning than the

ent law, and such a combination would also alleviate the almost brutal inequi-
&iof the present marital-deduction rules. Absent tax policy considerations to the
contrary, an ideal state of affairs would allow a property owner to provide for his
spouse as he sees fit without tax consequences wither influencing or turning on his
specific decision. This type of neutrality, together with resolIng the most urgent of
the small business/family farm liquidity problems, is achievable with equity an4.
simplicity throughout the interspousal transfer area without significant, long-term
revenue loss.

JOINT TZMANCIR

Section 2040 and other aspects of the estate and gift tax treatment of joint
tenancies and tenancies by the entirety are a nightmare to taxpayer (both in
administration and planning) and government alike; yet it Is a nightmare that has
an easy, appropriate and revenue-neutral solution. In fact, the present approach has
no justification now that the estate and gift taxes have been unified.

evidence enough of the law's difficulty is the increasing length and detail of
12040. Additional provisions were added in 1976 and readjusted in 1978 to deal with

which need not exist but which were created by an approach that is no
warranted because the problems for which it was d nol exist

S ssentialyC, IRO § 2040 provides a consideration-furnishod t fr deter in-
cluson in the gros estate at death, with a 1976 amendment for qualified inter-

spousal tenancies plus some further 1978 corrections and amendment overall the
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scheme is as deficient as it is complex, because even elaborate rfinement canno
fit a large square into a Small hole. Furthermore, 1256 (an unfortunately designed,

l..e. ueof non-recognition) can be exe mted (see above), or ought to be expand-

ed and adapted if the present gift tax marita deduction is not improved.

In short, all that is needed under our present unified transfer tax system is to

treat joint tenancies as if they were tenancies in common, treating each co-owner as

holding an equal interest. For both estate and gift tax purposes this would corre-

spond to both property law and tax policy realities because of the unilateral right of

severance possessed by each joint tenant. With respect to tenancies by the entirety

(where they exist), however, this treatment does not correspond precisely to the

realities Of property law in that the interests of the s uses are not typicarly equal

or subject to severance by unilateral action. Nevertg informed commentary

and also e earlier proposals of both the American Law Institute and the Treasury

(1969) sup )port this type of proposal, disregarding the distinguishing characteristics

of tenancies by the entirety; this seems especially appropriate inasmuch as that title

form (unlike joint tenancy) is available only to husband and wife. The resulting

comparability of all forms of concurrent ownership, including commu-

mty property, effects a startling simplicity and eq uity of treatment.

oh as r change in this area is thus a simple one based on fairness, simplicity

and reality: (a) joint tenancy and other forms of concurrent ownership are matters

about which the public, especially spouses, are generally misinformed, unaware and

virtually incapable of compliance as a practical matter; (b) inequity and complexity

go hand in hand in this area, as in unusual; (c) past efforts at correction have

understandably failed in a scheme that fails to reflect the realities either of family

life or of property law; (d) administration and enforcement by the government is at

best difficult; (e) equity 9wth community property residents can be achieved by the

change; and (M revenue is not in issue. In all honesty, if there are serious, valid

arguments from any quarter to be made again st such a change I have not heard

them and they have not been stated in any of the hearings during which nothfrg

more than understandable preoccupation with more urgent concerns has led to the

neglect of this area of obvious and significant reform.

EMPLOYEE DEATH BENEFITS

Recent Congressional efforts have sought both to rationalize and to limit the

special treatment of qualified employee benefit plans and other favored retirement

and death benefit programs. The topic is no dout politically delicate, but I believe

that the special exempt treatment of death benefits is unjustified in the estate tax;

the considerations ire in reality far different from what they are in the income tax,

where the policies and the issues are essentially only those of when and how to tax,

rather than issues of exemption.
I see no justification for these a r m f wealth transmission to be

singled out from other ways of provide or one's family. The complexities and the

discrepancies in treatment should, I believe, and readily can be removed. If a 100%

'-aritial-deduction were adop pted, the advantages of eliminating special priv eges n

the death benefit area could be obtained with a minimum of dist an

troversy.
LIFETiME TRANSFERS INCLUDED IN THE GROSS ESTATE

Only the press of more urgent Congressional business and the haste with which

the estate and gift portions of the 1976 Tax Reform Act were enacted would seem to

explain the failure then to rewrite International Revenue Code § 2035-2038, the

entire function of which either ceased or changed with the inegation of the estate

and gift taxes. After all, the essential purpose and effect of unification was to

eliminate the enormous opportunities for tax avoidance through intbr vivos gifts

and to reduce the significance of whether a transfer was subject to the gift or estate

tax. Now that this has been done, there should be a thorough reexamination of the

rules dealing with will substitutes and the whole question of when an inter vivos

transfer should be deemed sufficiently complete to be removed from the estate.

Essentially as both the American Law Institute and the United States Treasury

recommended earlier when these matters were patiently and carefully examined,

under a unified system rules should and can be designed to prevent the application

of both taxes to a given transfer. There is no reason for earlier rules to be retained

or merely patched up, and to perpetuate complexities and risks of inequity, when

the problems for which the earlier rules were designed have for the most part

(although not entirely) become extinct. Even . 2035 is virtually a relic, except for

deling with specialized problems involving life insurance and so-called "gross up"

ax payments on certain lifetime gifts. Some of the questions about the precise

manner and details of revision (as distinct from whether or not it needs to be done)

63-769 0 - 80 - 15
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do, in fact, involve some policy questions and they have led to different sets of
specific proposals. Although I personally have my own favorite answers to these
various questions, any proposal that is carefully worked- out should be able to
improve upon the present situation to the reasonable satisfaction of those who are
interested.

THE ORPHANS DEDUCTION

The orphans deduction was enacted in 1976 and is a rather civilized innovation in
our estate tax. Unfortunately, however, the legislation included conditions for quali-
fication that, with some modifications, parallel the terminable interest rule of the
marital deduction. In this situation, neither revenue nor any other policy is at stake
that justifies even the existence of detailed qualification rules, which turn out to be
complex, treacherous and unduly burdensome even for planning the simplest of
small estates.

There are two reasonable alternatives: (1) simply grant an increased exemption to
an estate based merely on the existence, number and ages of qualified orphans
without regard to the nature of the decedent's dispositions; or (2) if it is really felt
necessary to require the deductible property pass in some qualifying form to an
orphan, it shout be sufficient that the arrangement make any substantial provision
for the orphan (and examples can be put in the legis lative history). Also, the
underlying reasons for the deductions would suggest it should be available even
though a spouse survives (except so far as mooted by an unlimited marital deduc-
tion).

The importance of doing something to remove the totally unnecessary qualifying
requirements can readily be illustrated in two ways. First, at a cost in staff time
that must already outweigh the foreseeable risks, the Joint Committee Staff has
attempted both initially and again in the 1978 Act to develop rules that would make
perfectly wholesome forms of family trust arrangements (so common in traditional
planning for the possibility of parent's simultaneous deaths) eligible for the deduc-
tion-but with dsmaying lack of success; I was told by a high level Treasury
spokesman who had telephoned me on another matter, but with whom I shared my
strange mixture of laughter and tears over this matter, that he agreed that there
was no need for imposing troublesome qualifying requirements in this area but that
the Joint Committee staff was dealing with that matter. The government's overin-
vestment in this problem has only begun, inasmuch as the more elaborate work of
writing regulations will not be undertaken until the staff investment in statutory
language has been completed. Second, on the private side, the importance of this
question can already be seen in the understandable and widespread overreaction of
lawyers who are prepared to ask for repeal of the whole deduction in order to get off
their backs and out of the client's wills (and bills) what turns out to be a very
troublesome planning and drafting problem (involvin* both the formula amounts
and the terminable interest concerns of marital deduction provisions) to deal with a
situation that is unlikely to arise and with modest sums at stake but which most
feel cannot ethically be ignored so long as the deduction is in the statute. I do not
feel so hopeless about the orphans deduction if a real new start can be made, but I
(who advocated this deduction in 1976 testimony before the Ways and Means Com-
mittee) will join those who have already given up the faith (see e.g., Statement of
Frank Berall, this panel) if the only alternative is for the staff to again attempt to
patch up an inherently defective solution to a virtually nonexistent problem.

- THE DISCLAIMER STATUTE

Section 2518 was enacted in 1976, ostensibly to bring some uniformity and certain-
ty to an area where this was needed. Some believe federal legislation was not
needed, but I personally do not agree-especially if the legislation has stuck to the
problems it was ostensibly addressing and had not snuck in provisions to cover
other and most dubious concerns of the IRS. What we did not need was a new
definition of a "qualified disclaimer" that would undercut prior concepts and also
sound and socially desirable post-mortem planning. The statute was drawn almost
punitively, as if there were legitimate concerns and as if revenue were at stake. All
that is needed in order to make the statute workable is: (1) to make it clear again
(as it was clear in the past) that the timely renunciation or a general power of
appointment doec not constitute a release or otherwise a transfer of the appointed
interest; and (2) to remove subparagraph (X4) of the statute, which is an undesira-
ble provision which has already been amended (inadequately) in 1978 and which is
about to become the source (in an effort to narrow the amendment arbitrarily) of a
regulation that has no reasonable foundation in tax policy.

In short, ff a disclaimer is made in a timely fashion, without qualification and
without accepting any of the benefits of the interest or power disclaimed, that
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interest or power should be treated as if it had not been created. The present rule

places an unrealistic, unwarranted and excessive demand for wills to be kept

updated and to be perfted before a testator's death, at the expense of traditional

and socially desirable post-mortemn opportunities for adjustments to be made (with

some but not all benefits being retained by one who wished the lesser benefits). The

priary imact of the provision I have su ested le deleted is to require regular

ad virtually mistake- free) review and eating of wills t6 respond to frequently

overlooked changes of circumstance, even on one's deathbed, under the threat of

unwanted and potentially adverse results that previously could have been avoided

by prompt post-mortem evaluation and action. The objective of my proposal is

simply to allow to be done, when necessary, by simple post-modtem actions that

which is not prohibited or disfavored in principle, for the decedent could have

naade the adjustments in his will had he had foresight-and time-to do so. That

is we should treat the results of timely, unconditional disclaimers as if the results

had been accomplished by the testator himself.

To put the net effects of the objectional provision (§251(XNed) in another way, it

reures, that a seriously ill property owner see his lawyer before seeing his doctor,

wishes his family to receive the same treatm e tha pefe tl issible

for other families under an updated will. I do recognize that in some circumstances

results must inevitably turn on how a property owner's affairs have been planned,

but this does not mean that we should accept such situations where not necessary

or dictated by valid tax policy considerations. The fact that occasional disparities in

the treatment of people similarly situated are inevitable does not require that we

accept it where it can readily be avoided.

- THE P.P.T. CREDIT

I have some suggestions to make with respect to the credit for property previously

taxed. This credit presently applies without regard to the generational relationship

between the transferee and the decedent and is so degned as to decline 20% every

two years and to expire after ten. Thus, the average woman who outlives her

husband (by just over ten years) loses the entire credit, and the average Widower (by

surviving just over six years) loses most of it (60%). Unless a 100% marital deduc-

tion enacted (which would eliminate the interspousal need for this credit) considera-

tion should be gven to retaining a full credit and giving it an unlimited duration

with respect to the estates of surviving spouses, or possibly even the estates of all

members of the transferor's and higher generations. On the other hand, I do not

believe that hie PPT credit should continue to be available at all to younger

generation transferees, even on the declining basis.

GENEFRATION-SKIPPING:. NEW CHAPTER 13

The new tax on generation-skipping transfers is based on an intricate but I think

inevitably complex set of provisions. Unlike the c carryover basis rules under which

complexity increased as one's maste of the statute increased-the sign of a fatally

defective concept-hChapter 13 desy ome easier to handle and live with as bur

understanding of it improves. I personally believe it was, though painful, an essen-

tial reform if we were to have a sound transfer tax system. In fact, I would have

preferred that some of its more lenient provisions had been omitted.

Nevertheless, these "weaknesses" (as some may see them) are a part of chapter 13

and should be accepted in the regulations. There is already solid basis or belieng

that arbitrary distinctions and fine lines are being drawn administratively that are

justifiable neither by the legislative language and history nor by legitimate policy

considerations within the presently given context. The whole area is so new and so

significant in the long run that I urge Congress to maintain a continuing interest in

this part of our transfer tax system. This broad, novel legislation offers many

opportunities for ill-conceived regulations or rulings to create situations that will

give rise to inequities among similarly situated taxpayers, and thus horribly compli-

cated planning problems-or opportunities. If, for example, the underlying purposes

of the so-called 'grandchild exclusion" and its qualifying requirements are not kept

in mind and if regulations cati pose technical requirements beyond what is appropri-

ate to safeguard those policies we will have situations in which qualification de-

pends on the alertness, expertise and luck of the draftsman, when legitimate policy

considerations would not justify having the result turning on such a specific provi-

sion or detail of draftsmanship.
The regulations should a proper concern for the fairness as well as the integrity

of the system, and this m eans that regulations and rulings should not attempt to

trap a taxpayer, and grab a tax dollar any time it is possible to do so without the

regulation being in flagrant disregard of the clear language of a statute. This may
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be an exaggerated but not totally paranoid characterization of some of what we

haye been seeing recently in regulations and rulings. In developing the rules of the
game, as distinct from the inevitable adversariness that arises in attempting to
enforce those rules, it is important to guard against even an understandably adver-
sary outlook in order to assure the long-range quality of the system. I hope that
proposed administrative interpretations will not continue to offend even those of us
-who are basically believers in this new tax. Congressional interest and watchfulness,
however, may be particularly important in this significant, developing area of the
transfer taxes.

Senator ByRw. At this point Senator Nelson is in route from the
airport and will be here very shortly. The committee would like to
delay the hearing of the next panel if it's convenient to the two
panelists until about quarter of 1 so that Senator Nelson would
have an opportunity to be here when the panelists begin.

With that in mind, the committee will take a short recess until
say 20 minutes of 1.

[A brief recess was taken.]
Senator BYRD. The committee will come to order. There was a

brief recess. At this point I'll call on the distinguished Senator
from Wisconsin, Mr. Nelson. Senator Nelson is the chairman of the
Small Business Task Force, which was appointed by the majority
leader of the Senate to consider the recommendations of the White
House Conference on Small Business. Senator Nelson was instru-
mental in arranging for the meeting today. Today's meeting and
two subsequent ones will consider various proposals recommended
by the White House Conference on Small Business.

Two measures before the committee today have been introduced
by Senator Nelson, S. 1825, introduced by Senator Nelson for him-
self, Mr. Pell, Mr. Roth, Mr. Cranston, and Mr. Packwood. S. 2220
was introduced by Senator Nelson for myself, Mi. Baucus, Mr.
Heinz, and Mr. Stewart.

The committee had earlier under discussion, or still has under
discussion for that matter, S. 1984 introduced by Senator Wallop
and Senator Thurmond.

Senator Nelson, you may proceed as you wish.
Senator NELSON. Thank you, Mr. Chairman. All of us appreciate

your being willing to take the time to schedule hearings on these
important measures that are pending before your subcommittee.

Mr. Wolf, Steven Wolf, is here today on behalf of the National
Family Business Council. Mr. Mark Burrell, who is not here today
is from Green Bay, Wis. He is past president and a current
member of the board of the National Family Business Council,
which has a great interest and concern over the question of estate
taxes and family enterprises. I believe we all share that concern
and recognize that we have a responsibility, in my judgment, to be
sure that the tax laws and inheritance laws and other matters
within our jurisdiction are designed in such a way as to encourage
and help preserve family enterprises within the family.

Mr. Chairman, I apologize for being here late today. I had a
previous schedule in Wisconsin and didn't return until 12 today.

- In order to economize on time I think I will just ask that my
statement be printed in full in the record as though read and then
we can move to admit the witnesses who have come some distance
in order to present their views.

[The prepared statements of Senators Nelson and Dole follow:]
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STATEMENT OF SENATOR GAYLORD NELsoN

Mr. Chairman, I wish to commend you for your foresight in holding today's
hearing to consider three major legislative proposals to reform the federal estate

and g tax laws.
As you know, I introduced the National Family Business Preservation Act of 1980

on January 24. This measure, S. 2220, is cosponsored by Senators Baucus, Heinz.

Stewart,, Ieahy, Durkin and Boschwitz.
At the White House Conference on Small Business, 1,625 delegates from every

state in the nation voted as their third highest priorty the preservation of the

fi samiy-owe uioness.Th posalswa develoed a0s a result of, and in response

to, the Conference directive. it is designed to ease the tremendous burden federal

estate taxes impose on many independent family-owned business and farms. By

reducing that burden, this measure will allow an entrepreneur who has devoted a

lifetime to building an independent enterprise the opportunity to pass the business

on to his children.
This proposal would change current federal estate tax law so that up to one-half

the value of a family-owned business or a maximum of $M0,000 would be exeitipt

from tax. An heir would earn a five percent ownership interest for each year he or

she worked in the family busin An heir could accumulate a maximum 60

percent ownership in The uinessnot to exceed $500,000 in value, by working 10

years in the business. In order to qualify for the exemption at all, family heirs

would be required to actively work in the family business for a minimum of five

years following inheritance oft he business.
The concept of this legislation deserves the careful consideration of the Finance

Committee.Irealize, however, that technical changes and modifications to various

provisions in the bill may be necessary. Therefore, I look forward to reviewing the

testimony of today's expert witnesses- I welcome any productive suggestions they

myhave for improving the measure.
Today's hearing will also focus on two other proposals which I have sponsored.

The first measure, the Estate Tax Adjutment Act of 1979, is cosponsored by

Senators Pell, Roth, Cranston, Packwood,lelcher, Thurmond and Jepsen. This bill,

S. 1825, would increase the exclusion from federal estate tax to the equivalent of a

$250,000 exemption. Under current law, the estate of a decedent dying after 1980 is

entitled to the equivalent of a $175,000 eemption. The current exemption is totally

inadequate in light of our double digit rate of inflation. For example, it is fairly

common in my own State of Wisconsin !;r a small family-owned farm to be valued

at well over $200,000. Values of $400,000 trd over are also easy to find. The owners

of these farms are not wealthy individual. Mrny of them have never earned more

than $16,000 to $20,000 a year in their lives 'Ihe only reason their farms am valued

so high on paper is because of inflation. And this is another nail in the coffin of the

family farm in America. When the owner of a family farm dies it is extremely

difficult for his or her heirs to retain the farm in the family. Because of the inflated

value of the farm, the estate is "paper" rich and subject to a potentially stiff federal

estate tax. In many instances, the heirs simply cannot pay the tax and are forced to

sell in order to do so. I believe an increase in the estate tax exemption to $250,000-is

a modest, but necessary step in alleviating the cruet burden inflation has placed on

not only these estates but the estates of all Americans.
I am also pleased to have joined Senator Wallop in cosponsorig the third bill to

be considered today. This roposal, .. 1984, would effectively eliminate federal

interspousal transfer taxes. ntially, it would create an unlimited marital deduc-

tion for purposes of computing federal estate and gift taxes. This measure is long

overdue. It recognizes once and for all the contributions a wife makes to the

accumulation of a family's wealth. Until now, the wife who has worked side-be-side

with her husband on the family farm or small business has been virtually neglected

in terms of her economic contribution to the success of the enterprise. When her

husband dies, the entire value of the farm or business may be included in the

husband's estate and a significant estate tax may be imposed.
Two years ago, Congress passed a measure I ntroduced which reduced the estate

tax burden for these widows. The proposal was enacted as part of the Revenue Act

of 1978. It provides that a spouse who has materially participated in the family

business or farm will be considered the owner of up to 50 percent of the enterprise

for federal estate tax purposes. A wife will be considered to have earned an owner-

ship in the enterprise at the rate of two percent for each year of work. Thus, after

26 years, a wife will have achieved a maximum 50 percent ownership interest. S.

,1984 is a natural extension of this proposal. It recognizes the contributions of not

wor wives but the spouse who s at home and takescare ofthe

children an performs all of the necessary tasks which enable her husband to earn
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his living. hie old saying that behind every successful man there is a good woman
is more valid than ever before. This bill reflects that fact.

Taken together, the three bills under consideration today are designed to prevent
the federal estate tax law from falling further behind due to inflation. These
proposals will make it easier to preserve family ownership of business from one
generation to another. The adjustments are meant to leave the family farmer, the
independent business person and the surviving spouse in the same position they
would have been in if inflation has not intervened.

We all hope that inflation can be brought under control. But, even if we reduce
the rate of price increases in the future, we must still deal with the inflation that
has already taken place. I believe these proposals are moderate, reasonable and
sound steps in dealing with the problem.

STATEMENT OF SENATOR DOLE

Mr. Chairman, the Senator from Kansas is pleased that you have provided the
opportunity for public discussion of the important issue of estate and gift tax
revision. This is an area involving several of my greatest concerns regarding federal
taxes.

First, I have sponsored with Senator Percy, S. 1859, which would guarantee that
crop share rentals may be used in the formula method for determining the current
use value of qualified farm property. I believe the hearings on S. 1859, held on
March 4, were very informative. This is a subject of great importance for the
continued viability of the family farm and I am gratified that Senator Wallop's bill,
S. 1984, contains a similar provision and hope there will be further discussion of the
issue at this hearing.

Second, I have long been concerned about the increased burden of Federal taxes
upon the people of this country resulting from inflation. The adverse impact of
inflation is not limited to income taxes, but also affects other taxes with a progres-
sive rate structure such as the estate and gift tax. I welcome the opportunity
presented by this hearing to obtain further information on this issue.

Finally, it is obvious that there is a great need for simplification of the Internal
Revenue Code. The estate and gift tax contains many traps for the unwary and is
ripe for review with a goal of providing equitable, understandable rules on which
taxpayers can rely to plan their affairs. I believe discussion of the bills which are
the subject of this hearing today will provide an opportunity to focus attention on
the need for simplification.

Mr. Chairman, I look forward to receipt and consideration of the testimony which
we shall hear today.

Senator NELSON. I'd like to say just one word, however, to Mr.
Wolf. I've gone through your testimony and I think you have some
very good suggestions for improvement in the legislation that we
introduced. And of course that's the purpose and function of these
hearings, to give an opportunity to those who are knowledgeable
about the subject matter to analyze proposals and make sugges-
tions for their improvement.

As you know we drafted this legislation based upon the general
endorsement of the concept by the White House Conference. Thank
you, Mr. Chairman.

Senator BYRD. Thank you, Senator Nelson.
The panel consists of Mr. James Powell, tax committee chair-

man, National Cattlemen's Association, and you have with you,
Mr. Powell?

Mr. POWELL. Bill Jones of the staff of the National Cattlemen's
Association.

Senator BYRD. And Mr. Stevan Wolf of the National Family
Business Council, and you have with you?

Mr. WoLF. Harry Jacobs, president of the Harry Jacobs & Asso-
ciates, Inc. out of Buffalo, N.Y.

Senator BYR. Thank you. Who would like to proceed first?
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STATEMENT OF STEVAN A. WOLF, PRESIDENT, NATIONAL

FAMILY BUSINESS COUNCIL, ACCOMPANIED BY HARRY

JACOBS, PRESIDENT, HARRY JACOBS & ASSOCIATES, INC.

Mr. WOLF. Thank you very much, Senator Byrd and Senator

Nelson. My name is Stevan Wolf. I'm the general manager of the

Letty Lane Co. in Westville, N.J. I'm a third generation of Wolfs

that have been in the candy business since 1945. We're manufac-

turers and wholesalers of various candy products.
I'm also the past president and current government affairs chair-

man of the National Family Business Council, trustee of the Na-

tional Small Business Association, and the NFBC representative on

the Small Business Legislative Council.
With me today as I said, is Harry Jacobs, who's president of the

Harry Jacobs & Associates Co. out of Buffalo, N.Y., and they're

primarily business consultants on business continuity.

Also I'd like to point out that Mr. Jacobs was a former middle

linebacker of the Buffalo Bills during the world champion 1964-

1965 seasons.
Senator BYRD. We don't want to get mixed up with you too much.

Mr. WoLF. It's very nice to have him here with me because

Harry and I worked together since Harry's a member of the NFBC

and also on the legislative council committee with me, and he s

worked directly with me in preparing this statement.

The entire membership of the NFBC also wishes to thank and

compliment Senator Nelson, as well as the other cosponsors, Sena-

tors Baucus, Heinz, and Stewart, for introducing S. 2220. We also

appreciate the foresight of the Senate Finance Subcommittee and

in particular Senator Byrd, who understands the problems of

family businesses, for scheduling the hearing at this time.

The National Family Business Council, for your background, is a

nonprofit membership association that was chartered to promote

the interests of family business in the United States with all mem-

bers of the council active family business people. Unlike other

trade associations, we do not represent one industry grouping, nor

are we primarily a lobby or special interest group. Rather, our

member base is widely divergent, drawing representatives from a

variety of manufacturing, wholesaling and retailing firms, as well

as some of the professions.
At this point I would like to vary from our prepared text that

will be put into the record and try and summarize some of the

points that we have here to explain the constructive criticisms that

we had entered, that Senator Nelson also mentioned.
In addition to that, I think Harry would like to comment on

some of the activities and other testimony that was made this

morning.
Also, in addition to the legislative issues that the NFBC has, we

sponsor seminars and workshops aimed at providing a forum for

of ideas and information relating to problems

common to th family busixtess community. With over 10million
family firms in Ancrica, we are the only organization devoted

specifically to the betterment of family enterprise.
We also recognize that out of the hundreds of issues that the

White House Conference of Small Business elected as their prior-

ities, we were fourth among the top 20, only 20 votes short of
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second. And I think that gives a very strong indication of how the
small business community feels about the estate tax issue and the
changes that are needed.

Because of that, Senator Nelson and his staff demonstrated their
commitment and -sensitivity to the small business community by
introducing S. 2220 on January 24, 1980, just 7 days after the
closing of the White House Conference.

In reviewing S. 2220, I'd like to review some of the points that we
felt would enhance the objectives of the bill and go a lot further in
accomplishing the goals of perpetuation of family business in this
country.

Under section (b), the limitations and the 60-percent exclusion,
we feel that the 50-percent exclusion is fully acceptable, but a
definite clarification has to be made as reference to section 2040(c),
joint interest of the Internal Revenue Code. It should be clearly
stated that the qualified recipient, the child of the decedent, and
the spouse, are each entitled to a separate application of this -
section with only the spouse required to include section 2040(c) in
the aggregate value of his or her reduction of the decedent's gross
estate.

This would definitely clarify the problem that we had in deter-
mining where the aggregate total came from.

Under section (b), the limitations and aggregate reduction, we
strongly feel that the $500,000 limit is inadequate as an induce-
ment to perpetuate family business. The National Family Business
Council, based on a poll of its members, firmly believes that there
should be no imposition of estate taxes on business assets that are
transferred to qualified recipients.

In its entirety, the estate tax represents such a small segment of
the total revenue that was brought out earlier this morning that
we feel that the jeopardy that it puts the family business in is
something that should not be considered in the estate tax law, thus
allowing the family business to pass on without having problems
with the estate tax law and planning for it.

If you take the anticipated loss to the Treasury, which was $0.2
billion of revenue, it represents such an insignificant amount of
percentage that it's less than one-one thousandth of 1 percent of
the total Federal budget. And this just goes further in explaining
the fact--

Senator NELSON. Could I ask a question, Mr. Chairman?
Tke Treasury's estimate was an estimate based on what?
Mr. Wou'. Their estimate was $200 million loss, $0.2 billion in

the first year, or every year, due to these changes.
Senator NELSON. Under the provisions of this bill?
Mr. WOLF. Yes. -
Senator NELSON. And did they have an estimate of what the loss

would be if you had no tax at all?
Mr. WoLF. No, just on the estimates on this bill it would be a

$200 million loss of revenue each year. We feel it's so-insignificant
that the specific tax on the business property should be eliminated.

In addition, the gains that were made in the estate tax treatment
as a result of the Tax Reform Act of 1976 have basically been
wiped out by the inflation over the past 3 years. With the increas-
ing trend toward merger and economic concentration in the United
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States, major changes in -the estate and gift tax treatment are

needed to insure the continued independence and competitiveness

of the small, private sector of our economy.
We fully and somewhat regretfully-acknowledge the fact that to

eliminate the estate tax on the business entirely is probably some-

thing that will not be immediately accepted. Based on that fact we

would feel that $1 million ceiling or limit would be a first step

toward the eventual elimination of the-tax. So we would like to see

the change from $500,000 on the limit be made at least to $1

million, thus allowing both the spouse and the heir apparent, as

long as he's materially participating in the company, to have the

opportunity to have this reduction in the value of the estate.

Senator BYRD. Let me see if I understand. You would change the

$500,000 to $1 million?-
Mr.- WoLF. Yes. We feel that that is a very important considera-

tion because $500,000-as a matter of fact, if I may use your

example of the inflation on your house, the inflation that has

caused the increase of your house to go from $40,000 to $250,000 or

whatever the example was, just put that into the same considera-

tion for a family business, that you know, was once a very small'

part of-it could be a very small part of the estate, depending on

the -size of the estate, but I know the value of our business has

jumped up tremendously over the past 5 or 6 years, and that

$500,000 limit on the business is not going to mean anything. The

property alone will be more than that.
Senator BYRD. Inflation is pushing the value constantly upward.

Mr. WoLF. Right. Therefore, as a first step, the $1 million limit is

significant to have any effect on the business at all, because of the

inflation rate, not only specifically the business but the property

alone that would be involved with a business.
Senator BYRD. Leaving businesses out of it, although we're talk-

ing about business at the moment, just a home that's valued today

at $70,000, with a 9-percent inflation rate, which is one-half the

rate we've got no*, over a period of 20 years, that home would be

valued at $421,000.
So I think that dramatizes, along with the testimony that you're

giving, dramatizes the need to do something about changing the

estate tax laws.
Mr. WoLF. Let me clarify this position by stating that later on in

the presentation I talk about separating the business and personal

assets of one's estate. That could definitely simplify the problem

that we're having with perpetuation of family business. Not only

will inflation increase the value of the family business, but you're

actually putting a burden on the family business for the entire

estate and you know, we're in a situation-you know, I II be 35 this

year, and to pass on the business-I'm the third generation-to get

it to the fourth generation is going to be an astronomical problem.

My son will be 3 this year and by the time he's ready to get into

the business, besides the fact that we're having enough struggles as

it is just dealing with the 1980's, I have a tremendous problem

giving him the business without having the estate tax law com-

_pletely wipe us out because of the inflation rate and many, many

other factors.
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This is something that's very important to us. So a $1 million
limit is just a first step. There has to be something built into this
so that later on, as the values continue to increase, the limit
continues to increase to the point where maybe estate tax should
be completely eliminated from the business assets of one's estate, of
the business property, which is what we feel has to happen so that
the business can pass on from .generation to generation. And I'll
get into that a little bit later.

Later on in the bill it talks about 2040A property as "any inter-
est in a real or tangible personal property." Here the words "tangi-
ble personal property," by definition, clearly excludes goodwill and
might exclude the value of patents, copyrights, exclusive contracts,
-exclusive territories, et cetera, et cetera.

We think that the term "tangible property" should be removed
because if you get into a case where you have a franchise and
you're passing on the franchise from one generation to the next,
goodwill is a significant part of that franchise, in particular a
McDonald's-type franchise, where this is where the whole value of
the estate comes from.

So we feel that tangible should-to include in tangible property
that's all included in the value of the estate, the business property
of the estate.

Under the proposed law these items could not be taken into
account for section 2040A reduction purposes. However, they still
would be considered by the Internal Revenue Service for inclusion
purposes.

Therefore, both tangible and intangible must be considered
under 2040A. The key is not what-passes but what is included in
the gross estate.

Next, under section (cX1), it limits the deduction only to cases
where the farm or other business interest passes to a surviving
spouse or any child. This particular section should be expanded to
include all those who are covered under the attribution section of
code 318. And of course this would add parents, spouses of children
and grandchildren to the surviving spouses and children. Therefore
a son-in-law could very easily get involved with qualifying for this
reduction in the value of the estate.

To limit it only to the spouses and children, I think you're
narrowing down the opportunities that one has to p ass on the
business from generation to generation, specifically if those spouses
and children are not interested in the business but maybe a son-in-
law is.

Section (cX2) which defines the 2040A value of the interest with
regard to this section by reducing the 5 percent of the taxable year,
of each taxable year a qualifying heir materially participated in
the farm or business, is specifically in question.

I think earlier in the discussion this morning there was some
reference being made to the fact that the property itself should not
have-there should not be a tax-I'm trying to understand the
technical part of this, which is really not my forte, but if I under-
stood the testimony this morning, they were referring to not
having a qualified recipient who had materially participated in the
business. Therefore, there could be a tax break for an individual
who does not work in the business but owns the business and can



231

hire someone to work in the business, therefore carrying on the

family business but not doing it himself.
And the National Family Business Council is very specific in this

area. We feel, No. 1, that the heir has to work in the family

business in order to effectively carry it on. He has to materially

participate in the business on a regular basis. Obviously, all those

who are in our organization work on a day-to-day basis, and this is

very important. And if the qualified heir is there in the business,

whether he works before, during, or after death, he should have

the opportunity to receive the full 50-percent reduction up to the

limit established by the fact that he's willing to take the business

and carry it on in the future.
This is what's most important to us. We're not interested in who

works basically before, but who's going to carry on the business

afterward. This is what's important to us.
So we strongly urge you to give us the 50-percent reduction with

the full recapture of the tax available if he doesn't carry the

business on for 5 or even 7 years.
Senator NELSON. Does or does not?
Mr. WOLF. He should get the full 50 percent irregardless of

whether or not-he should get 50 percent full reduction on the

value of the estate if there's a qualified heir working in the busi-

ness, if he works in the business during the taxable year of death,

which indicates that if you had a father who passed away and the

son came home from college and went to work, he should qualify

for the full 50-percent reduction.
Senator NELSON. In how long a period of time?

Mr. WoLF. He should qualify immediately, and if he doesn't

carry the business on for 5 or 7 years thereafter, full recapture

should be made. I think the point I'm trying to make is that it's

not so important that the business have a qualified heir in the

business before the decedent passes away but afterward, to carry it

on.
So if there's a qualified recipient available to come back and

work in the business, that business or the estate should receive the

full 50-percent reduction or the recapture available if he doesn't

carry the business on for 5 or 7 years.
I think at this point rather than allow me to go any further with

some of the technical aspects, if it's all right with Senator Byrd I'd

like to have Harry Jacobs get into some of the sections that he's

more qualified to deal with on a technical basis, and we 11 run a

little bit over our time if that's OK.
Mr. JACOBS. Is that all right?
Senator BYRD. Yes. Don't go too far over the time.

Mr. JACOBS. OK. I just have a couple of examples I think of very

real people that I represent from western New York where this bill

that Senator Nelson has placed in would definitely aid in continu-

ing the business. I wanted to share those with you and also a

couple of thoughts on what I think would be some of the potential l

negatives that might be proposed toward enacting this legislation.

Comment on the loss of revenues to the Treasury-they've done

the study so I'm sure that that's actual facts, that the $200 million

is expected loss to the Treasury revenues from estate taxes, but I

think the thing that it doesn't take cognizance of is the fact that
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the continuity of that business does continue jobs. It does continue
people earning a living paying income on x revenues. The corpora-
tion itself continuing to run and pay corporate tax, which are
revenues. And it also would take-that business continuing would
keep people off of transfer payments, which is the opposite of
revenue to the Government, but cost to the Government.

So those things are not taken into consideration when somebody
says it's going to cost the Treasury $200 million in revenue.

I think the focus of our bill, as Steve has well stated-or Senator
Nelson's bill and as we observe it, is that the future of our Ameri-
can free enterprise' system is really based upon the small business,
and continuity of those small businesses is what we would like to
see the focus of our conversation focused upon.

Some people say that 6166 and 6166A of the Revenue Code, as
was mentioned earlier this morning, is a solution to that problem. I
have an attorney on my staff in Buffalo who was with the Internal
Revenue for 13 years, was a senior estate tax attorney. And his
experience is that that is hardly ever used. It's just not an effective
means of solving that problem.

Another -solution they say, well the business could buy life insur-
ance. Well, I started out in the life insurance business in 1962, and
it does do a great job for different problems, and that's one- of
them, but one of the big burdens that our small business people
face today is the ability to raise capital, and any dollar spent on
insurance is capital dollars because those premiums are after-tax
dollars.

Four quick examples of actual real people in western New York,
three of them the proposed legislation would aid in business con-
tinuity, the fourth it wouldn't because the father is dead and they
already had to accomplish what was necessary to solve the prob-
lem.

First example, the business started in 1920; 110 jobs are involved
right now. The grandfather willed the business to a father. The
father is now 64 and uninsurable. Two sons in the business, 38 and
34. The father is now making, the 64-year-old, $38,000 a year, so
you know that he's not been-and that's the highest salary he's
ever taken in his history in the business-so you know he's not
taking all the money out of the business.

When we started working with him and showed him what the
liability of his business and his estate was and on his wife's death,
it was $350,000 on his death and $350,000 on his wife's death in
order to pass that business on to the two sons. His comment to
me-now remember, this is a gentleman that's worked all his life
in this business, the highest salary he's ever taken is $38,000-his
comment to me was "Give me the $700,000 and let the Internal
Revenue take my business." Because he never in his life had seen
$700,000, but that's the actual cost of continuing that business.

This doesn't seem to me, as a man working with that person, a
just reward for having worked all of his life, produced 110 jobs,
which was the mainstay of a small western New York community.
And the people that I do work for and represent aren't the wealthy
4 percent the Treasury talks about when saying that the bills that
are out here now are only going to affect the top 4 percent. They
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are the hard-working, the middle class, the work ethic type of

people.
Same type of situation occurring in another business where the

father is trying to pass it on to his sons in the business and is

unable to.
To go on to conclude, to one that's already transpired, a family

whose business again was owned by a father, wanted to pass it on

to his son-in-law, who was a key person in the business. When he

died, in order to take care of the taxes and cost of transferring that

business on, the family is now out of control of the business.

So a father again worked all of his life to build a business, to

produce jobs for State and Federal tax revenue, and in the end

result was unable to accomplish what he wanted to with his job.

I think again just to summarize the focus of what we see the

National Family Business Act doing and accomplishing is enabling

this act to solve a portion of the problem of job creation. If we, with

the estate tax system, cause businesses to fold or be purchased by

conglomerates, we get into the problem of eroding of base of jobs in

this country. We have a job creation problem right now, and I

think this will aid us in continuing the base.
Senator BYRD. Thank you, sir.-
Senator Nelson?
Senator NELSON. I have the Internal Revenue Code before me

and I am looking at the estate tax section of the code. I notice that

at $5 million of taxable income the tax is $2,550,800 plus 70 percent

of the excess over $5 million.
I believe the unified estate and gift tax schedule was adopted in

1976. So I would like to examine the schedule to determine what it

was back in 1940. There have been some adjustments made since

that time.
Now suggestions have been made for modifying this proposal.

Some of these suggestions for amendment might be the kind that

might very well be supported by Treasury.
For example, one suggestion is that there be a requirement that

the deceased owner must have owned the business at least 5 years

before death. The obvious thing here is to prevent, I assume, some-

body in anticipation of death, 1 year or 6 months before, simply

buying some business for th purpose of avoiding a tax. Do you

have any comment on that?
Mr. JACOBS. I guess my comment as a business consultant would

be just the focus of the question. The focus of the question is

pointing toward a tax evasive method of continuity of the business

so that you achieve a tax savings. The focus of what we're looking

at and I think would be the proper focus of the question would be

the continuity of that business and thereby how the qualified heir

would have to be involved in that to continue the business. If that

qualified heir did noy -c.nuethat business for a period of time

after the fact, then I would agree.
We're looking at two different things. The question there I think

is looking at the tax evasive method of doing that, while what

we're really looking toward is a method to develop business con-

tinuity. I don't know if that answered your question.
Senator NESON. Well, are you saying you wouldn't want any

requirement of prior participation?
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Mr. JACOBS. Not on prior but after because we feel definitely
there should be business continuity.

Senator BYRD. Senator Nelson, I wonder if we should hear from
Mr. Powell so that he might participate in the questions.

STATEMENT OF JAMES L. POWELL, CHAIRMAN, TAXATION
COMMITTEE, NATIONAL CATTLEMEN'S ASSOCIATION, AC-
COMPANIED BY BILL JONES, NATIONAL CATTLEMEN'S
ASSOCIATION
Mr. PowE.LL. Thank you, Mr. Chairman. I'm a cattleman from

Texas. To my right is Bill Jones with the staff of the National
Cattlemen's Association.

The National Cattlemen's Association strongly supports the con-
cepts contained in S. 1984, S. 1925, and S. 2220. These bills recog-
nize the urgent need for amendments to the estate and gift tax
laws as they apply to the family-owned farms, ranches, and other
closely held businsses in order to correct certain gaps and over-
sights which occurred in the 1976 Tax Reform Act and the 1978
Revenue Act and to resolve issues which have developed as a result
of Treasury's interpretation of certain provisions of these acts.

Senator Harry F. Byrd, Jr., chairman of this subcommittee, re-
cently observed the necessity for such amendments by stating that
the 'estate tax is often levied at the precise time that a family has
lost the principal wage earner and is undergoing a great financial
upheaval. The same holds true for the family business which
cannot rapidly recover from the loss of key personnel. If these
considerations are not taken into account in the judicious adminis-
tration of the estate tax, havoc may be wreaked upon the family
and small family-owned and operated businesses may be forced into
liquidation."

National Cattlemen's Association urges adoption of these provi-
sions of S. 1984. It endorses S. 1825 and also supports the concept
contained in S. 2220.

NCA recommends and commends Senator Wallop for his intro-
duction of S. 1984 and feels enactment of this bill with certain
modifications and additional provisions would be most beneficial to
the whole agricultural community, as well as to other closely held
businesses. Further, NCA wishes to commend Senator Nelson for
his introduction of S. 1825 and S. 2220 and also Senators Pell, Roth,
Cranston, Packwood, Melcher, Thurmond, and Jepsen for their
sponsorship of S. 1825 and Senators Baucus, Heinz, and Stewart for
their sponsorship of S. 2220.

Now Mr. Chairman I would like to comment specifically on some
of the provisions of these bills, taking first S. 1984. This bill con-
tains a number of provisions which would be extremely helpful to
family-owned farms, ranches, and other closely held businesses.
NCA feels that some modifications and additions to this bill would
be a benefit and would carry out its intended purposes.

One, the unlimited marital estate and gift tax exemption. NCA
strongly supports this unlimited marital deduction and feels that it
would be most beneficial in all situations, but particularly with
respect to transfer of farms and ranches between spouses, either
during the lifetime or death. It is the position of NCA that trans-
fers between spouses are not an appropriate time to impose a tax,
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since there are reasons to maintain the family unit and family

business to provide needed continuity. Examples are given in the

written statement.
Second, the amendments to special farm use valuation provi-

sions. A number of amendments are made by S. 1984 to the farm

use valuation provisions, which was added by the 1976 Tax Reform

Act. Elimination of the $500,000 reduction-this limitation is not

explained in the committee reports and is contrary to the stated

congressional purpose of providing much-needed estate tax relief to

family farms and ranches and encouraging the family ownership

and operation of farms and ranches.
On a national basis, the value of an average sized farm has-more

than doubled since 1972 and further appreciation ih farm land
values is anticipated. This is demonstrated by the fact that in 1950

the average value of farm assets per farm was $23,400. In 1978, this

average per farm value had increased to $250,000.
Senator BYRD. From $23,000 to $250,000?
Mr. POWELL. From 1950 to 1978, yes.
Senator NELSON. This is the average value of what?

Mr. POWELL. Farm assets.
Senator NELSON. When you say farm assets--
Mr. POWELL. Per farm. That includes the land and the machin-

ery.
Senator NELSON. Went from what figure to what figure in what

period of time?
Mr. POWELL. In 1950 the average value of farm assets per farm

was $23,400, according to the USDA's manual published this year.

It's handbook No. 551.
Senator NELSON. And then that went up to what?
Mr. POWELL. It went up to $250,000 in 1978.
Senator NELSON. This is the average?
Mr. POWELL. This is the average.
Senator NELSON. Isn't that likely to be misleading in the sense

that you aren't talking about the same size farm. You aren't saying

that a farm of 200 acres was worth $20,000 in 1950 and -is now

worth $250,000. You're probably talking about-in that period of

time, for example, in my State, from 1952 to date, the number of

dairy farms has dropped from 132,000 to about 55,000. They're

producing just about the same amount of milk with less cows.

What's happened is the farms have gotten larger in size.
Now if that's the case with your statistics from USDA, they

would need some qualifying, wouldn't they?
Mr. POWELL. Well, the farm has increased in size to today's

average of about 440 acres.
Senator NELSON. What was the acreage size in 1950?
Mr. POWELL. About 276 acres.
Senator NELSON. 276 acres. OK, so they are comparing a 276-acre

farm to today's 440-acre farm?
Mr. POWELL. 440 acres.
Senator NELSON. All right.
Mr. POWELL. Should this same trend continue, the average per

farm value in 1983 will be over $500,000 and will exceed $2,400,000

by 2005. Sufficient restrictions are contained in section 3032A to

limit the benefits of the provisions to estates of family-operated
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farms and ranches. Thus, the $500,000 limitation serves no useful
purpose and is in fact detrimental to estates of deceased farmers
and ranchers.

For these reasons, the provision of S. 1984 to eliminate the
$500,000 limitation is strongly supported by NCA.

Removal of a material participation test. A major problem has
been created under present law by the predeath material participa-
tion requirement. This is because farmers and ranchers who mate-
rially participate in the operation of all or a significant portion of
their farm or ranch may be subject to self-employment tax on the
earnings from the business and also might forfeit social security
benefits to which they would otherwise be entitled.

The result is that in many cases farmers and ranchers will be
forced to decide whether they want the benefits of farmland valua-
tion for their estates or whether they would rather receive full
social security benefits and not be subject to self-employment tax
on certain of their farm earnings during their lifetimes. Such a
choice is unfair and certainly was not the intent of Congress in
passing the farmland valuation provision.

Problems are also raised by the requirement that there must be
material participation by the qualified heir after the decedent's
death. For example, an elderly surviving spouse may be physically
unable to materially participate in the farm or ranch operation. A
similar situation could occur with respect to minor children who
inherit the farm or ranch.

Additionally, in many situations a farm or ranch will not sup-
port more than one family unit at a time.

In response to these problems, S. 1984 would eliminate the mate-
rial participation requirement entirely. At the same time, S. 1984
would modify the threshold qualification test. NCA supports the
concept of modifying the material participation test to make it
workable in light of the problems previously cited. However, NCA
feels there are sound and compelling reasons for retaining some
form of active involvement or participation requirement by the
decedent or by members of his family and by the heirs or members
of their families.

NCA urges consideration be given to substituting some form of
active involvement or participation requirement for both predeath
and postdeath material participation. under existing law so that the
ills which presently exist under the material participation standard
of section 2032A will be cured.

Additionally, NCA feels that the 65-percent rule of S. 1984 could
pose problems to some farm and ranch estates in qualifying for
section 2032A treatment. This could happen, for instance, where an
elderly farmer or rancher sells a portion of the farm or ranch to
younger members of the family and takes back a note and deed of
trust.

Reduction of the 15-year recapture period currently provided for
in section 2032A is excessive and is not needed to deter speculation
or assure retention in the family of the farm or- ranch land and
continuation of the family operation. Moreover, a 15-year recapture
period may unfairly tie the hands of the surviving family in dispos-
ing of the land for legitimate business reasons.
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Under S. 1984, the 15-year recapture period is reduced to a 10-

year recapture period. This amendment to section 2032A will help

mitigate the potential problems of current law and the substituted

10-year period is fully adequate to assure continued use of the

property for farming purposes and to deter speculation. Moreover,

NCA would suggest that consideration be given to reducing the

recapture period even further to a lesser period, such as 5 or 8

years.
Special rules for tax-free exchanges. Under the existing provi-

sions-of section 2032A, the imposition of an additional estate tax

can be avoided on a tax-free exchange of farm or ranch land

involving qualified property only if the qualified property is ex-

changed with another family member.
However, economic factors and climactic conditions frequently

make tax-free exchanges of farm and ranch land advisable, and

there is no reason to restrict such transactions to exchanges be-

tween family members.
This issue is addressed by S. 1984 by providing that no additional

estate tax would be imposed by an exchange of property of the type

which would qualify for tax-free treatment under section 1031 of

the Internal Revenue Code provided the property received in the

exchange is used for the qualified use.
NCA endorses such provisions of S. 1984.
NCA would suggest that the section 2032A be amended to permit

property received in a tax-free e;xchange-Mr. Chairman, would it

be satisfactory for me to go slightly overtime?

Senator BYRD. Yes. Don't go too far overtime, please.

Mr. POWELL. NCA suggests that section 2032A be amended to

permit property received in a tax-free exchange prior to date of

death to qualify under section 2032A as long as the property re-

ceived in the exchange and the property transferred in the ex-

change would, together, meet the predeath tests of ownership and

material participation or some substituted active involvement test

as previously outlined. A similar rule should also be applied to

qualified replacement property acquired by a decedent within 5

years of date-of death with proceeds from an involuntary conver-

sion of qualified real property.
Mr. Chairman, in the balance of the statement--
Senator BYRD. Your complete statement will be published in the

record.
Let me ask you this and then I'll yield to Senator Nelson. As I

understand it, all of you favor S. 1984 and S. 1825 and S. 2220, but

Mr. Wolf recommends that S. 2220 go somewhat further than the

bill itself. Is that correct?
Mr. WoLF. Yes, that's correct.
Senator BYRD. Senator Nelson, may I ask you, these two bills,

they represent the substance of the recommendations, some of the

recommendations of the White House Conference on Small Busi-

ness?
Senator NELSoN. Yes, S. 2220 was a specific recommendation in

the White House Conference. We had already put in another bill

increasing the estate tax exemption simply to compensate for the

inflation that has occurred since the estate tax exemption was

63-769 0 - 80 - 16
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raised from $60,000 to $175,000. But S. 2220 did come from the
White House Conference.

I think the testimony has been very useful and valuable. I be-
lieve Federal taxes on interspousal transfers should be eliminated
so that a surviving spouse would not have to pay a tax upon the
estate. Under the current law, you very frequently see an estate
that is taxed twice in a 7-year period. And that, in my judgment, is
unnecessarily burdensome upon the estate and upon the concept of
maintaining the family business.

So I'm very interested in the suggestions made by today's wit-
nesses. I shall review the testimony and I may be prepared to offer
a substitute amendment to S. 2220 now that we've had the benefit
of an analysis from the witnesses today.

Mr. JONES. Mr. Chairman, might I interject here, and Mr.
Nelson, that with respect to S. 2220, we do feel that there needs to
be some study of the interaction of this bill with section 2032A, the
special use valuation provision, and also we see that you would run
into the same problem with the bill, as it's now written, in materi-
al participation as we're running into with the current law.

So we would suggest that those two matters be considered with
respect to S. 2220. We support the concept but we do see those two
red flags.

Senator BYRD. May I say, Senator Nelson, the four panelists
earlier suggested that it might be worthwhile to consider, your
staff and the committee staff taking these three bills and trying to
work them into one bill, since they deal with basically the same
subject and seem to have the endorsement of most of the witnesses.

I regret the Treasury is not here. I think it's important to get the
Treasury's position on all these.

Senator Nelson has been appointed chairman of the Ad Hoc
Small Business Task Force. I'm glad to be a member of his ad hoc
task force. Senator Nelson thought that the Congress should give
early consideration to that recommendation to the White House
Conference on Small Business, so we arranged promptly to hold
these hearings. I do think it's important that Treasury present its
view. Representatives of Treasury will be most welcome at the next
two meetings that we will have and I hope that they will be here. I
will contact them again, Senator Nelson, for the next two hearings
that we will hold.

Senator NELSON. I want to thank you, Mr.Chairman, for the
promptness with which you responded by scheduling these hear-
ings. I think this is the first sjet of hearings of any of the commit-
tees on proposals of the White House Conference.

Senator BYRD. Thank you, gentlemen. You've been very helpful.
[The prepared statements of the preceding panel follow:]

STATEMENT OF STEVAN A. WOLF, NATIONAL FAMILY BUSINESS COUNCIL

Good morning. My name is Stevan Wolf. I am the General Manager of our Family
Business, the Letty Lane Co., Inc., of Westville, New Jersey and am here today on
behalf of the National Family Business Council (N.F.B.C.). I am a past President
and the current Government Affairs Chairman of the N.F.B.C., Trustee of the
National Small Business Association, and the N.F.B.C., representative on the Small
Business Legislative Council. My purpose today is to address Senate bill 8-2220.

Mark Burrall, past president and current member of our Board of Directors, from
Green Bay, Wisconsin, has asked me to pass on his personal congratulations and
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thanks to Senator Gaylord Nelson on behalf of all of our Wisconsin members, for

his sponsorship of this most significant and timely legislation.
The entire membership of the N.F.B.C. also wishes to compliment and thank

Senator Nelson, as well as its other cosponsors, Senators Baucus, Heinz and Stewart

for introducing S-2220. Also, we appreciate the foresight of the Senate Finance

Subcommittee, and in particular Senator Byrd, who understands the problems of

Family Businesses, for scheduling this hearing at this time.

The National Family Business Council is a nonprofit membership association that

was chartered to promote the interests of Family Business in the United States,

with all members of the Council active family business people.

Our purposes: To insure the survival of individuals working in their family

business and the survival of Family Business within our free enterprise system; to

encourage the perpetuation of Family Business within the family structure through

the passing of ownership and management from generation to generation; to a er

continuing education, a library of information, and other services to the Family

Business community to enable them to more effectively compete in their market-

place; to create awareness of and encourage the use of professional management

skills in the operation of family firms; to help maintain a strong private sector in

our economy; and to act as the voice for Family Business at Federa, State and local

levels of government.
Unlike trade associations, we do not represent one industry grouping, nor are we

primarily a lobby or special interest group; rather, our member base is widely

divergent, drawing representatives from a variety of manufacturing, wholesaling

and retailing firms, as well as the professions.
Our members are comprised of a network of local chapters and members-at-large

all united by the common bond of working to strengthen and maintain their family

enterprise.
In addition to legislative initiatives, we sponsor seminars and workshops aimed at

providing a forum for the exchange of ideas and information relating to problems

common to the family business community. With over ten million family firms in

America, we are the only organization devoted specifically to the betterment of

family enterprise.
Of the hundreds of issues confronting the small business community, delegates at

the recently concluded White House Conference on Small Business elected revision

of estate tax laws to encourage continuity of family ownership as the fourth most

important priority. It is interesting to note that only twenty votes separated this

issue from second place. Clearly, this strong display of feeling is a mandate for

change.
Existing estate tax laws frequently cause heirs to liquidate the family business or

to sell the business to a larger, usually public, concern. By providing an incentive to

keep the enterprise under family control, that business will continue to pay its

share of taxes. Employees will be retained, thus eliminating heir need to resort to

federal unemployment benefits. Keeping in mind that it is small, privately held

firms which account for the majority of employment opportunities, as well as

technological innovations, we could therefore expect to derive greater social as well

as economic benefits.
Senator Nelson and his staff demonstrated his commitment and sensitivity to

small business by introducing S-2220 on January 24, 1980, just seven days after the

closing of the White House Conference. While we applaud the principles and overall

approach of S-2220 as drafted, we feel there are clarifications and additions that

should be made in order for the bill to meet its objectives.

SECTION 2040A: FAMILY BUSINESS INTERESTS

Under section (b) Limitations, (1) 50 Percent Minimum Exclusion, we feel that the

50 percent exclusion is acceptable without reference being made to section 2040(c) of

the Internal Revenue Code. It should be clearly stated that the qualified recipient,

the child of the decedent, and the spouse, are each entitled to a separate application

of this section with only the spouse required to include section 2040(c) in the

arate value of his or her reduction of the decedent's gross estate.

Under section (b) Limitations, (2) Aggregate Reduction, we strongly feel that the

limit of $500,000 is inadequate as an inducement to perpetuate a Family Business

The National Family Business CA-uncil, based upon a poll of its members, believes

that ideally there should be no imposition of estate taxes on business assets trans-

ferred to qualifying recipients. In its entirety, estate tax income comprises between

1 percent and 2 -ercint of total federal revenues. That portion which can be

ascribed to taxes colected from the value of business assets of family business

owners brings totai monies under examination to far under 1 percent. If our

Treasury Department claims that a revenue loss of $500,000,000 would result from
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this legislation, that represents only .086 percent of our total Federal budget. This
short term revenue deficit will be more than compensated for by increased tax
funds collected over time as family firms remain healthy and viable. Also, the
government would save on the transfer payments for those workers who have to
relocate or change jobs due to the closing and/or sale of the Family Business.
Monies normally spent on unemployment, welfare, and training would be saved.

In addition, the gains made in estate tax treatment of small, closely-held business-
es as a result of the Tax Reform Act of 1976, have been wiped out by high inflation
rates in the past three years. With the increasing trend toward merger and econom-
ic concentration in the United States, major changes in the estate and gift tax
treatment are needed to insure the continued independence and competitiveness of
the small, private sector of our economy.

We fully and regretfully acknowledge that current political realities make imme-
diate acceptance of this proposition unlikely, and we therefore recommend institut-
ing a ceiling of 50 percent of the value of the business or $1,000,000 as a first, but
important step toward establishing a significant incentive to transfer a family
business to a succeeding generation.

If sections (a) and (b) are going to remain unchanged in substance, the intent
should be clearly spelled out that the 50 percent limitation applies to 50 percent of
the value of only included assets in the decedent's gross estate. It is clearly not
intended that the 50 percent be applied to non-included assets.

For example, XYZ Corporation is worth $2,000,000. X, a 100 percent owner four
year prior to his death transfers 50 percent of his stock to Y, his son. Upon X's
death, he bequeathed his remaining stock to Y, who had been a material participant
in XYZ Corporation for 10 years. The deduction is limited to $500,000 (50 percent of
the included $1,000,000).

Section (c), Definitions and Special Rules, is capable of being interpreted by the
taxpayer in the broadest possible manner and by the government in just the
opposite way. Terms such as "any interest", are not specifically defined. We would
strongly recommend adding "includable" so that it is again clear that the reduction
only applies to any interest which is otherwise includable in the gross estate. A
better reading of the section would therefore be ". any interest, otherwise
includable in the gross estate..."

The term "trade or other business" is not defined and, as written, could apply to
many more entities than merely closely held corporations and/or family partner-
ships. Without further clarification "trade or other business" could also apply to
holding companies and/or holding operating companies if they fell into the broad
category of "trades or other business." For example, assume the assets of XYZ
Corporation are purchased by Q during the lifetime of Z, Y and Z for $2,000,000. X,
Y and Z retire from their operating company and us? the proceeds to continue XYZ
Corporation as an investment company.

Later, X dies, leaving his interest in XYZ to Y and Z, his two sons, who were
active in XYZ as an operating company. Assume X's interest in the Corporation was
$1,000,000 and Y and Z were material participants for over 10 years. It would
clearly be beneficial to X's estate to qualify for the 50 percefit reduction. Under the
Section, as written, it is not clear whether XYZ holding company qualifies.

Further, it is not clear if the time Y and Z spent in the old XYZ operating
company counts as material participation in the new XYZ holding company. If the
purpose of the law is family business continuity, the format of the business, old or
new, should not matter. In order to give the family business flexibility, the statute
should include the holding company and change of business situations. What occurs
when Q buys the assets of XYZ is not the end of one business, but really the
continuation of XYZ old in a different format and the start of XYZ new as a
different operation. The end result is two businesses, and that should be encouraged.

Section (cX1) refers to Section 2040A property as ". . . any interest in any real or
tangible personal property ... " (emphasis added). The term tangible personal prop-
erty, by definition, clearly excludes goodwill, and might exclude the value ofpat-
ents,-copyright, exclusive contracts, exclusive territories, etc. These are all valuable
assets in establishing fair market value for estate tax purposes under Section 2031
of the Code. Under the proposed law, these items could not be taken into account
for Section 2040A reduction purposes. However, they still would be considered by
the Internal Revenue Service for inclusion purposes.

An example of what could occur follows. XYZ is valued under Schedule B of the
706 for federal estate tax purposes at $2,000,000, o' which $400,000 is goodwill. The
2040A deduction, assuming the property passes to a qualifying heir, would be
limited to $600,000 instead of $1,000,000. Depending on the tax bracket involved, up
to $140,000 of additional federal estate tax might be paid.
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If an asset's goodwill is valuable for inclusion purposes then it should be valuable
for 2040A exclusion purposes. It is very clear that the value will not be lowered

under Section 2031 simply because Section 2040A limits valuable assets to tangibles.

Therefore, both tangibles and intangibles must be considered under 2040A. The key

is not what passes, but what is included in gross estate!
Finally, Section (cX1) limits the deduction only to cases where the farm or other

business interest passes to a surviving spouse or any child. This is extremely limited

in nature and does not really encompass what the "National Family Business

Preservation Act" has as its real purpose.
The idea is to allow a deduction for two paramount reasons-prior participation

in a farm or trade or other business and continued future participation in the same

farm or trade or business. Why should the deduction be limited to a surviving

spouse or children?
The proposed Section could easily be amended to include those covered under the

attribution Section of the Code (318). This would add parents, spouses of children,

and grandchildren to surviving spouses and children. This would allow an individu-

al owner to receive the deduction if he passed his stock to a participating son-in-law

or a participating grandchild. This would allow for greater flexibility and much

more realistically cover the usual everyday situations where some members, but not

all of an individual's family are in the business.
Section (cX2) defines Section 2040A value as the value of the interest, without

regard to this section, reduced by 5 percent of each taxable year a qualifying heir

materially participated in the farm or biisiness, specifically in question. If the

qualified heir materially participated in the taxable year of death, it's presumed

that he has participated in the five succeeding taxable years at 5 percent per year.

We feel that this rule should be simplified tz accomplish its objective-perpetuation

of the Family Business by its Family members. To do this, we strongly recommend-

ed that all 2040A interests be given the full 50 percent reduction as long as the

qualified recipient has materially participated during the taxable year in which the-

date of death of the decedent occurs.
Another area to be considered is the fact that in this legislation there is no

indication that the heir receives a stepped up basis on future capital gains. This

means that if a sale of some or all of the 2040A interest is made following the five

year recapture date, there would be a larger capital gain on the value of the 2040A

interest. This will mitigate the loss in revenue due to the passing of the 2040A

property on to a qualified recipient of the decedent.
If this is acceptable, then instead of a 50 percent plus $1,000,000 limit, all limita-

tions could be removed from the transfer of the 2040A, thus allowing a farm or

business interest to pass estate tax free and, quite conceivably, could be the first in

a series of steps which could do away with the estate tax entirely. Since there would

be not stepped up bases for the heir, the capital gains tax on the 2040A interest

would recapture the lost revenues at the time of death of the decedent.

Under Section (d), Tax Treatment of Dispositions and Failure to Use, the estate

tax originally saved is imposed if the interest in the farm or business is disposed of

within five years of the date of death, or if the heir ceases to use Section 2040A

propert as a farm or trade or other business, with the owner being allowed to sell

the 2040A interest to persons included in Section 318 of the Internal Revenue Code.

It must be stated that full recapture of the federal estate tax is required and that

the qualified recipient is responsible for the payment of this tax.

The proposed statute does not indicate who is liable for the payment of the tax.

Therefore, under existing law, the estate would be primarily liable and thus would

have to remain open for a full five years or until the qualified heir did something to

trigger imposition of the tax. This may not be the desired result.

Gnthe initial instance, it is the estate and effectively other residuary beneficiaries

to whom the 2040A deduction accrues. However, after the fact, the ball is in the

hands of the qualifying heir. If he continues the business for five years, the deduc-

tion stands; if he does not, the property reverts back to its original value and the

estate is liable for any taxes owed. A better wording of the law should make the

qualifying heir liable for the tax his action causes. An example, perhaps, best shows

the potential problem.
X dies, leaving his entire interest in XYZ, Inc. to Y, his son. He leaves the residue

of his estate to Z, a non-relative. Taxes are to be paid out of residue. XYZ, Inc. at

death is worth $1,000,000 and X has a residue after payment of expenses and debts,

- but before taxes, of $1,000,000. Since XYZ passed to a qualifying heir only one-half,

or $500,000, is included in the gross estate (assuming all other requirements are

met). Therefore, instead of paying a gross federal tax (before any credits) of $780,800
only $555,800 is due-a saving of some $225,000. Since taxes come out of the

residuary share, Z would receive $444,200 before any credits or other estate taxes.
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If within five years Y sells the busines, the estate (effectively Z) would be liable
for an additional $225,000-probably plus interest. There is an obvious solution, i.e.,
allow X to provide for the payment of taxes in his will. In thi, cited example, that
would work; but if Y were X's spouse, the best saving would undoubtLdly be to allow
the maximum necessary marital deduction. In such a case, it might rt be prudent
or possible to provide for the payment of additional taxes by the recipient of the
business or farm entity. In that situtation, it would be better to have a statute
which made the recipient primarily liable for the taxes upon the occurrence of a
2040A(d) triggering event.

Other possible problem areas in 2040A(d) regarding disposition or cessation of use
for 2040A purposes involve the fact that 2040A(d) is so all encompassing in its use of
terms like "... disposition of any interest.., and". . . if the surviving spouse or
any child.., eases to use ....

A potential difficulty exists with the "ceases to use" phrase if through no fault of
their own, a surviving qualifying heir becomes incapable of performing within the
five year period. This stoppage could be occasioned either through disability or
death.

If the original qualifying heir passes his interest to another qualifying heir at
death, would the original exclusion be continued? Would a second exclusion be in
order? Is there a further proportional limitation? None of these potentialities are
adequately covered by the statute as written. Death or disability of a qualifying heir
should not trigger imposition of the estate tax saved if a new qualifying heir can
replace the disabled one. Again, this is why it is very important, at the very least, to
extend those covered under the new Section to those spelled out under Section 318.

Also, with regard to the clause ... disposition of any interest . ." (by the
spouse or any child), depending on state law, a 303 redemption to pay taxes and
expenses might be a disposition by the heirs and not the decedent. As noted, this is
contingent on state law and the provisions of the decedent's will. But such necessary
redemptions could be specifically exempted from triggering status in the original
legislation. The statute, as written, would seem to preclude any corporate reorgani-
zation within five years, and it would clearly prevent any mergers or takeovers
within the same five year time frame. All of these prohibitions would seem to
inhibit business continuity rather than preserving or aiding it.

It is very clear that the above cited phrases in 2040A(d) tie the hands of the
estate, the business, and the continuing qualifying owners for a full five years.
When you couple this with the fact that an inadvertent or controllable/accidental
cessation of business, for the briefest of times, triggers payment of a potentially
inordinate amount of tax and interest, it is very important that this Section be
given the closest scrutiny. If possible, it should be deleted; if not, at least watered
down. Items like the disability or death of the subsequent qualifying heir should not
trigger the tax. Nor should accidental destruction of the property (as through an act
of God). Under the current proposed legislation all of these occurrences would cause
the tax to be assessed.

With the unification of federal estate and gift taxes, we believe that any bill
which attempts to reduce the value of an interest in property for purposes of
computation of the federal estate tax must also contain a companion provision to
effect a reduction in the federal gift tax as well. In the absence of a companion gift
tax provision, there is a built-in inducement to hold property until death and to
discriminate against inter vivos transfers. Frequently, the owner of a family-owned
business will want to make an inter vivos transfer of an interest in that business to
a family member in order to induce or enhance the interest of that family member's
participation in the business. S. 2220 will have an adverse effect in this regard.

By instituting these changes and making S. 2220 a simple, but complete package
by which the management and ownership of our Nation's Family Businesses can be
passed from generation to generation, you will be eliminating a vast bureaucratic
nightmare that represents less than 1/1000th of the total Federal Budget. Also, you
will have effectively separated the business interest from one's personal property
and allowed the smooth transition to the next generation of owner/manager.

If these changes are not enacted, you will have to contend with other areas of the
federal estate tax laws that are cumbersome, confusing, and very damaging to the
small, private sector. Included in these areas are the need to maintain a fair and
reasonable interest rate on the estate tax payments in Section 6601 of the Internal
Revenue Code, the approach used by the Internal Revenue Service in valuing a
farm or business, the accumulated earnings penalty tax, the qualifications test for
Section 303 stock redemptions to pay death taxes, and many other areas that can be
read in the fine print of the Internal Revenue Code.

The original intent of the Federal Estate tax was to limit the amassing of wealth
by individuals. This is a principle with which we do not take issue. We are by no



means opposed to paying our fair share of taxes. In fact, the record will show that

privately held firms have always paid a higher percentage of their profits in taxes

than have the giant corporations and conglomerates. During the past sixty ears,

however, changes in our society and economy have resulted in altering the effect of

this legislation, causing hardship of the transfer of the Family Business within one's

family.
Recent changes were made in the Estate Tax Laws in 1976 to aid the transfer of

ownership of the Family Business. These changes will not be enough to maintain a

strong private sector. The continuing spiral of inflation, changes to our economy

brought on by world pressures, and the ever-present energy crisis will take its toll

on discouraging individual entrepreneurs.
Even though there are numerous ways to plan effectively for the transfer of

ownership, the process of estate planning takes valuable time and money away from

constructive uses, thus stifling productivity, ingenuity and technological improve-

ments. Financing the transfer of the ownership within the family then becomes a

critical challange. Inheritance taxes on business assets, multiplied by the effect of

inflation, are so high as to drain funds from working capital, and this, coupled with

the enormously complex task of estate valuation, forces the entrepreneur to think of

retention before growth.
It is difficult enough to plan for the transition of management control at the time

of loss of the founder or entrepreneur. Generally, when the owner of a closely held

business dies, his working heirs have their hands full keeping the business afloat.

This is a crucial period in which the firm is highly vulnerable. In the face of this

fact, it is also their responsibility to battle the government over the current market

value of their business. The government becomes an antagonist, trying to extract

the maximum payment of inheritance taxes, rather than helping the business to

remain a solvent, contributing asset to the economy. This entire process must be

-nade easier to understand and manage.
It is not our intent to help individuals amass wealth, but we are interested in the

perpetuation of our Family Businesses from generation to generation. We feel

keenly about the role that we play in the maintenace of a strong private sector in

our economy. These recommended changes will encourage the emergence of more

entrerneurs into the marketplace. Also. by creating an easier method by which to

trans er ownership, there will be future generations to maintain these family busi-

nesses.
Our country will benefit from these changes. By supporting growth in theprivate

sector, there will be an expansion of the size of the tax-paying universe at all levels

of government. If the estate tax laws are not changed to meet the current and

future needs of our nation's family businesses, there will be a reduction of this tax

base and further burdens will be placed upon our economy.
Our challenge to you, our law makers, is to recognize the needs of the family

business community as articulated not only by the National Family Business Coun-

cil, but also by the delegates to the White House Conference on Small Business. Act

now to preserve this vital source of entrepreneurial opportunity, employment, and

technological development. Reverse the flow which finds the family business a

fading anachronistic dream and help it to flourish once again. Keep the family

business sector strong, and we will in turn do our part in strengthening the

economy and social fabric of America.
THE DAvis-DANN AGENCY,

Chicago, II1., March 4, 1980.

Mr. ELuoTr MALLON,
Chas. U. Victor Co. Inc., Chicago, Ill.

DEAR Ero'rr. i reviewed proposed Bill S. 2220 introduced by Senator Gaylord

Nelson which p,,vocoses that some relief from Estate Taxation be gien decedent's

estates whose Epouse and/or children work in a family business. Aan insurance

practitioner, primarily dealing with estate planning for closely held business

owners, I am &cutely aware of the need for relief and thus strongly support this

legislation. Indeed, I think that it might not go far enough in preserving this most

impgrtant segment of our business community.
The Tax Reform Act of 1976 raised the level at which Estate Taxes will be

incurred, but for those estates which exceed this level the taxes become more

severe. Further, double digit inflation exacerbates the problem, and is really the

most insidious aspect of the Estate Tax. A business may experience a substantial

increase in value, largely attributable to inflation, yet have little if any real growth.

However, this illusory inflationary growth will ultimately be subjected to a progres-

sive Estate Tax. The dilemma to the estate owner shouldbe apparent, as his ability

and industriousness (helped by inflation) causes the business to prosper, it becomes
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more probable that the business will be sold or liquidated at death to generate the
liquidity required to pay taxes.

Estate planners and insurance salesmen are not devoid of certain solutions, but a
review of some of these devices will clarify why in many respects they are less than
adequate and in some cases too expensive to implement (an impediment not ham-
pering the planning for the very wealthy).

1. A co-owner of a closely he!d business usually is party to an agrcement to
purchase his interest at death. That is not the case in a family business where the
interest is to be retained.

2. In certain instances, a portion of the estate tax can be paid in installments.
This isn't a reduction in the tax but merely a deferral upon which interest is
payable. In a sense such so-called relief often operates in practice as a burden on
the survivors.

3. Freezing techniques on business valuations can be implemented, but is very
sophisticated and expensive planning.

4. The closely held corporation can buy a portion of the decendent's stock to pay
estate taxes. However, accumulating surplus to effectuate such a purchase can be
subject to a penalty tax and the extra surplus or insurance acquired to fund the
purchase, increases the value of the stock which further increases the tax.

5. Personal insurance is often a recommended solution to raise estate liquidity but
it would be better if that coverage could all be allocated to the direct needs of
dependents rather than to pay estate taxes.

6. Employee benefit programs can often provide cash to the estate, but they
cannot be designed to only assist the business owner, and this costs for comparable
benefits to other employees usually prevent these programs from being more than a
partial solution.

The owner of a family business is usually shocked when he learns of the limited
likelihood that his ')usiness, his pride and joy, can be preserved for his family. Many
respond with apathy, particularly since estate and insurance planning may only
offer partial solutions. In my opinion, Congressional action is justified to preserve
the family business which has proven to be one of American's most productive and
creative resources.

My best wishes for the success of S. 2220.
Very truly yours,

HEBERT J. DAVIS, C.L.U., J.D.

COGEN, SKLAR & CO.,
Bala Cynwyd, Pa., March 1, 1980.

Mr. STEVAN WOLF,
Letty Lane Co., Inc.,
Westville, NJ.

DEAR STEVE: Thank you for sending me proposed Senate Bill S. 2220 which
provides for a change in the estate tax related to family businesses. As a certified
public accountant in public practice for over twenty years, I believe I am qualified
to comment on this legislation.

My practice includes reviewing tax responsibilities with our clients. We calculate
expected tax liabilities and discuss these results with the taxpayers. With regard to
estate tax, we plan how the closely-held business should meet these tax responsibil-
ities. Usually, the discussions result in the decision to purchase additional life
insurance or to sell the business to improve liquidity.

Purchasing additional life insurance (when available) adds to the operating ex-
penses of the business. This requires the business to increase the price of its product
or to have less capital available for expansion. Either way, the business is not
competitive with large companies which do not require this insurance.

I have seen numerous cases where the owners of a small business use the other
alternative and sell their business either to prepare for or pay the large estate tax
attributable to this business. In most cases, the purchaser was a larger company.

With inflation artificially increasing the values of even the smallest business, in
my opinion, relief is badly needed to preserve the small, family-owned business in
our society.

Sincerely,
L. MARTIN MILLER.
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THE CENTER FOR FAMILY BUSINESS,
UNIVERSITY SERVICES INSTITUTE,

Cleveland, Ohio, March 14, 1980.

Mr. STEVAN A. WoLF,
Letty Lane Candy Co.
Westville, N.J.

DEAR STEVE: It's no surprise to me that people of influence in this country have

suddenly "discovered" so-called small business. I imagine they feel a lot like the last

ski per of the Titanic when he "discovered" a suddent interest in icebergs.

rhen it comes to privately owned businesses, most people seem to steam along in

a complete fog, caused in great part by that insensitive diminutive "small business."

It's true that these businesses seem to form a kind of shadow economy, but the

shadow they cast is immense.
Just look around as you drive through any commercial or industrial area in any

American City, and a little mental arithmetic will soon demonstrate what I mean

by immense. Let me bore you with statistics for a minute.
Owner-managed businesses account for over 99% of the almost 14 million busi-

ness enterprises in the country. They employ over 50% of the nonagricultural

workers in the private sector and account for 43% of the Gross National Product.

That's almost half of the business output of the entire economy.
Think about what these figures mean. The IRS counted 13.9 million business

enterprises in 1974, 3.4 million of which were beyond the proprietorship stage. More

than 2.3 million of these were corporations.
Of this total activity, so-called "big business," the few thousand corporations listed

on the various stock exchanges and traded over the counter, represent a relatively

microscopic .04% of all business, and only .3% of all corporations.
These facts are no great secret. So the question arises: why has the closely held

business been so widely mistreated for so long? I don t believe size or influence is

the key, so much as the negative connotations that go along with the word "small."

The family-owned business rene &is essentially unrecognized because it is widely

looked down upon and-by some-despised. Somehow "small" has been taken to

mean less good than "big."
Business owners suffer from a managerial inferiority complex that's neatly rein-

forced by that smug classification, "small" business.
Because their businesses absorb almost all of their energy, they don't take time to

talk honestly and share experience with each other. Because they built their success

on luck, guts, and raw talent rather than credentials, they don't seek or receive

recognition from the establishment press.
Because of this sense of inferiority, they have little idea of the energy their

independence and success tends to create in others.
In spite of their great numbers, business founders don't share a commonality of

business interest. They tend, instead, to be isolated, insular and parochial.
These entrepreneurs struggle alone, mostly. And, mostly, they just don't make it.

Thirty percent of them throw in the towel in the first year. Fifty percent are gone

by the second. According to U.S. Treasury figures, only 25% of the businesses

formed between 1956 and 1973 survive today.
The family-owned business tends to resemble the mule-hard working, productive,

but sterile. It don't seem able to survive the first generation, the founder s genera-

tion, and I maintain that much of this problem is caused by a general misunder-
standing of just how important these businesses, in aggregate, are to *our economy.

Most of our largest corporations, for example, depend for their existence on a

complex and interwoven network of independent suppliers and distributor/dealer/
contractors.

So-called "small" businesses, therefore, have a collectively massive impact on

sales and purchasing charts in the offices of the Fortune 500.
Also, because of the drive and talent of local entrepreneurs, because of their roots

in the communities they serve, because they are building their own equity, family-

owned businesses are a major source of large market shares and robust revenues for

major corporations, public or private.
Yet these major corporations find themselves watching, sometimes helplessly, but

too often uncaringly, as these distributors and suppliers wink out all over the

country. They disappear either through liquidation, which leaves yawning gaps in

marketing or supply networks, or through buyouts and mergers, which remove
control from the manufacturer and leave the future in the hands of others.

What I suggest is that we stop thinking of the owner-managed business as small

business and, instead, consider them to be the powerful economic units that they

are. They don't need special treatment because they're little and helpless' They
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don't need government generosity or handouts. What they need is a free and.open
business climate in which they are recognized as important economic citizens.

I think if we look at our estate tax laws, we'll find that much of the estate looting
the government does is based on a kind of moral conviction that business inheri-
tance is somehow undemocratic. Somehow the growth of "small" businesses into
significant businesses violates our sense of the way things should be. We somehow
feel that these businesses should remember their place

I suggest, instead, that it is we who should remember their place-their impor-
tant and rightful place in the economy. .
I wish you all the best in your good work.

Sincerely,
DONALD J. JONOVIC,

Director.

PREPARED STATEMENT OF JAMES L. POWELL, CHAIRMAN, TAXATION COMMITTEE,

NATIONAL CATTLEMEN'S ASSOCIATION

The National Cattlemen's Association is the national spokesman for all segments
of" the nation's beef cattle industry-including cattle breeders, producers, and feed-
ers. The NCA represents approximately 280,000 professional cattlemen throughout
the country. Membership includes individual members as well as 51 affiliated state
cattle associations and 15 affiliated national breed organizations.

SUMMARY

The National Cattlemen's Association ("NCA") strongly supports the concepts
contained in S.1984, S.1825 and S.2220. These bills reogyize the urgent need for
amendments to the estate and gift tax laws as they app y to family-owned farms,
ranches and other closely held businesses in order to correct certain gaps and
oversights which occurred in the 1976 Tax Reform Act and the 1978 Revenue Act
and to resolve issues which have developed as a result of Treasury's interpretation
of certain provisions of these Acts. Senator Harry F. Byrd, Jr., Chairman of this
Subcommittee, recently observed the necessity for such amendments by stating that
"the estate tax is often levied at the precise time that a family has lost the principal
wage earner and is undergoing a great financial upheaval. The same holds true for
the family business which cannot rapidly recover from the loss of key personnel. If
these considerations are not taken into account in the judicious administration of
the estate tax, havoc may be wrecked upon the family and small family-owned and
operated businesses may be forced into liquidation".

NCA urges adoption of the provisions of S.1984 which would: (1) provide an
unlimited marital deduction so there could be tax-free transfers of property between
spouses, either during lifetime or at death, in both community law and common law
states; (2) increase the gift tax annual exclusion from its current $3,000 to a
minimum of $6,000 and not include in a donor's estate gifts made within 3 years of
date of death which were within the annual exclusion or which represented "split
gifts" between a husband and wife within their combined annual exclusions- and(3)
amend the special use valuation of farm land section (Section 2032A of the internal
Revenue Code) to eliminate the $500,000 limitation provision, to reduce the recap-
ture period from 15 years to 10 years or even less, to permit the use of crop shares
in the rental valuation formula, to provide for tax-free exchanges of qualified farm
land and to eliminate the election requirement for involuntary conversions of such
farm land. S.1984 would also abolish the material participation requirement of
Section 2032A and NCA feels that while the problems created by the material
participation standard should be remedied, some form of active involvement or
participation" standard shouldbe retained. Further, NCA would suggest S. 1984 be

amended with respect to Section 2032A to delete the "comparability" issue, to
permit pre-death tax-free exchanges and involuntary conversions of qualified farm
lands and to add the amount of any recapture tax to the income tax basis of
property subject to recapture. In addition, NCA urge the combination of the provi-
sions concerning defferred payment of estate taxes (Sections 6166 and 6166A of the
Internal Revenue Code) into one provision with more liberal qualification rules and
the application of the 4 percent interest rate to the estate tax attributable to the
entire value of a qualified interest ifi a farm, ranch or other closely held business.

NCA endorses S.1825 which would increase the unified credit for transfers made
during lifetime or at death from $47,000 (effective in 1981) to $70,700. NCA also
supports the concept contained in S. 2220 to reduce the estate tax valuation of real
and tangible personal property used for farming or other closely held businesses,
but feels that a study should be made as to te iterplay between te provisions of
5. 2220 and those found in Section 2032A and other sections to determine the
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preferable method for reducing value so that needed relief can be provided to
estates of farmers, ranchers andowners of other closely held businesses in the most
effective manner. - STATEMENT

INTRODUCTION

The National Cattlemen's Association (NCA) and other agricultural and closely
held business organizations worked for a number of years prior to 1976 to demon-

strate the need to Congress for remedial relief from estate and gift taxation for
family-owned farms, ranches and other closely held businesses. These efforts were,
in part, productive and resulted in the enactment in the 1976 Tax Reform Act of a

number of provisions which were directed to achieve this goal. Analysis of these

provisions enacted in 1976 as well as some of those contained in the 1978 Revenue
Act has revealed the need for further major amendments to the estate and gift tax

laws in order to bridge gaps which were created in the 1976 and 1978 legislation and
to correct for some oversights which occurred in this legislation and also to respond

to problems which have been raised as a result of interpretations given to these
various estate and gift tax provisions by proposed Treasury regulations.

In commenting upon this need for further modifications to the estate and gift tax

laws, Senator Harry F. Byrd, Jr., Chairmati of this Subcommittee, recently noted
that although the estimated receipts in 1980 for estate and gift taxes are only 5

billion dollars, which is less than what will be collected from the excise taxes on
alcohol and tobacco, the estate and gift taxes have a potentially devastating effect
on the family and on family-owned businesses- "This," Senator Byrd stated, "is
because the estate tax is often levied at the precise time that a family has lost the
principal wage earner and is undergoing a great financial upheaval. The same hold

true for the family business which can not rapidly recover from the loss of key

personnel. If these considerations are not taken into account in the judicious admin-
itration of the estate tax, havoc may be wrecked upon the family and small family-
owned and operated businesses may be forced into liquidation."

NCA SUPPORTS CONCEPTS EMBODIED IN S. 1984, S. 1825 AND S. 2220

NCA supports the concepts contained in S. 1984, S. 1825 and S. 2220. These bills
would have the effect of helping preserve the family farm, ranch and other closely
held business when there is a death in the family and estate tax is imposed. These
bills would also correct some of the problems, oversights and gaps in the 1976 and
1978 legislation which was designed to provide remedial estate tax relief to estates
of farmers, ranchers and owners of other closely held businesses. Additionally, these

bills would remedy some of the issues which have been created by proposed Treas-
ury regulations interpreting ertaifi aspectf of the 1976 and 1978 legislation.

NCA commends Senator Wallop for his introduction of S. 1984 and feels enact-
ment of this bill with certain modifications and additional provisions would be most
beneficial to the whole agricultural community as well as to other closely held
businesses. Further, NCA wishes to commend Senator Nelson for his introduction of
S. 1825 and S. 2220 and also Senators Pell, Roth, Cranston, Packwood, Melcher,
Thurmond and Jepsen for their sponsorship of S. 1825 and Senators Baucus, Heinz
and Stewart for their sponsorship of S. 2220.

S. 1984

This bill contains a number of proy.ions-whckh would be extremely helpful to
family-owned farms, ranches and other closely held businesses. NCA feels that some
modifications and additions to this bill would be of benefit and would help carry out
its intended purpose.
(1) Unlimited marital estate and gift tax deduction

Under S. 1984, no estate or gift tax would be imposed upon certain transfers of
property between spouses.-This rule would obtain whether spouses lived in common
law states or community property states. NCA strongly supports this unlimited
marital deduction and feels that it would be most beneficial in all situations, but
particularly with respect to transfers of farms and ranches between spouses either
during lifetime or at death. It is the position of NCA that transfers between spouses
are not an appropriate time to impose a tax since there are reasons to maintain the

family unit and family business and to provide needed continuity.
Under existing law, the estate tax marital deduction is generally limited to the

greater of $250,000 or 50 percent of the value of the adjusted gross estate of the
decedent. In addition, under present law the decedent's interest in community
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property does not qualify for the marital deduction. The provisions of S. 1984 would
amend present law by providing an unlimited estate tax marital deduction for
property passing from a decedent to a surviving spouse. The result of this beneficial
amendment would be that estates could be planned so that there would be no estate
tax on the estate of the first spouse to die. Additionally, an estate could be planned
so as to take advantage of only a partial estate tax marital deduction, which in
some instances might be desirable. While claiming 100 percent marital deduction in
the estate of the first spouse to die could, in some instances, result in a higher tax
when considering the tax on the death of the second spouse, in many cases an
overall savings in both estates would occur because of the economic and related
advantages of deferring the estate tax until the death of the second spouse. The
result would be that the family would have the entire economic value of the farm,
ranch or other closely held business during the lifetime of the surviving spouse
without diminishment by estate taxes and would be able to continue such busiliess
without a severe disruption caused by the imposition of an estate tax.

An example can best illustrate this point. Assume an adjusted gross estate of
$1,000,000. Under present law, in common law states, there would be a $500,000
marital deduction producing a taxable estate of $500,000 which would result in a
tentative tax of approximately $155,800 less the unified credit of $47,000 (effective in
1981) which would produce a federal estate tax (not considering the state death tax
credit) of $108,800. When the surviving spouse subsequently died, and assuming no
increase or decrease in the $500,000 marital deduction amount which would be
included in the surviving spouse's estate and assuming further that the non-marital
share of the estate of the first spouse was placed in trust for the lifetime benefit of
the surviving spouse, the estate tax in the surviving spouse's estate would also be
$108,800. Thus, the combined estate tax in both estates would be $217,600.

If we next assume that there is an unlimited marital deduction which is taken
advantage of in the first estate so that there is no tax in the first estate, the marital
deduction would be approximately $825,000 and assuming again that this $825,000
was included in the estate of the surviving spouse with the remaining $175,000 not
being included by virtue of having been placed in trust for the lifetime benefit of
the surviving spouse, the estate tax in the second estate, after application of the
$47,000 unified credit, would be approximately $230,550 (not considering the state
death tax credit). Thus, while the total estate tax in both estates is about $13,000
more by using the unlimited marital deduction, the savings can be significant when
considering that no tax was paid on the estate of the first spouse to die thereby
avoiding payment of $108,800 in estate taxes in the first spouse's estate. If this sum
of $108,800 were invested by the surviving spouse in an investment yielding 8
percent per annum, this investment would be about $17,400 in only 2 years. If the
surviving spouse lived for 10 years, the savings generated would be approximately
$87,000.

This example clearly evidences the significant economic benefit which can be
achieved by deferral of estate taxes through the use of an unlimited marital deduc-
tion. In farm and ranch estates this will be very significant. Also, when it is
considered that the farm land special use valuation provision would be available,
the overall savings could be quite meaningful with the result that the farm and
ranch operation could be continued by the spouse of the deceased farmer or rancher
and then by the children without serious disruption caused by estate taxes. More-
over, the criticism that has been levied against the unlimited marital deduction of
unfair treatment between common law and community property states would be
obviated by S. 1984 which permits community property interests to qualify for this
marital deduction.

Under present law, the gift tax marital deduction is $100,000 plus 50 percent for
gifts to a spouse which exceed $200,000. One of the problems with the present law is
that the estate tax marital deduction is reduced for taxable gifts made between
spouses of less than $200,000 with the result that a greater tax may be paid in the
estate of the first spouse to die. The provisions of S. 1984 would alter this be
providing an unlimited marital deduction for gifts made between spouses. The logic
of this provision is evident when considering the relationship which exists between
husband and wife. Further, S. 1984 would remove the provision in present law
which denies a marital deduction for community property interests which are
transferred by gift between spouses by permitting a marital deduction for such
transfers. Additionally, S. 1984 would eliminate much of the complexity which
exists under present law in cases where the IRS is contending that the $100,000
marital deduction applies only once even though a person may be married a
number of times and where the estate tax marital deduction is reduced by virtue of
gifts of less than $200,000 made during lifetime between spouses.
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The unlimited marital deduction would also eliminate many of the problems
concerning contribution by a surviving spouse to jointly held property which result-

ed in enactment in the 1978 Revenue Act of Section 204(c) of the Internal Revenue

Code as well as problems relating to potential gift tax liability where jointly held
property used in a farming or ranching business is placed in co-tenancy or in a

family partnership.
(2)Amendments to special farm use valuation provision

A number of amendments are made by S. 1984 to the farm use valuation provi-

sion (Section 2032A of the Internal Revenue Code) which was added by the 1976 Tax

,Reform Act. The stated congressional purpose for Section 2032A, which permits

farm land and improvements to be valued for federal estate tax purposes based

upon agricultural use, was "to encourage the continued use o property for farming.

by members of the deceased farmer's family. H.R. Rep. No. 94-1380, 94 Cong.,

2d Sess., 22 (1976). S. 1984 would amend .certain provisions of Section 2032A which

would make this Section more responsive to this stated congressional purpose.

(a) Elimination of $500,000 limitation. -Under the present provisions of Section
2032A, special use valuation cannot reduce the fair market value of farm land by

more than $500,000. This limitation is not explained in the Committee Reports and

Is contrary to the stated congressional purpose of providing much needed estate tax

! relief to family farms and ranches and encourang the family ownership and
operation of farms and ranches. By imposing a , limitation on the special

use valuation provision, the benefits of the provision are significantly limited. With

the growth in size of family owned agricultural operations, and the historic pattern

.of increasing farm land values,'the .$50,000 limitation severely and unnecessarily
restricts the intended beneficial effect of Section 2032A.

U.S. Government figures reveal that in recent years farm land values have been
increasing at a rapid rate. On a national basis the value of an average size farm has

more than doubled since 1972 and further appreciation in farm land values is

anticipated. This is demonstrated by the fact that in 1950 the average value of farm

assets per farm was $23,400. In 1978 this average per farm value had increased to
$250,000. Should this same trend continue-, the average per farm value in 1983 will

be over $500,000 and will exceed $2,400,000 in 2005.
In addition to this escalation in farm and ranch values, families are expanding

the size of their farming and ranching operations to justify new expensive equip-

ment which is needed in today's modern agricultural practice. This expansion helps

lower the per-unit cost of production and thereby increases the revenues and ulti-

mate profitability of the operation.
In light of these developments, the $500,000 limitation is counter-productive to the

purpose of the farm use valuation provision which is to promote farming and

ranching operations by family units and permit the transfer of farms and ranches

to surviving family members without the imposition of disproportionate estate taxes

that could result in a forced liquidation. As farm land values continue to grow, the

$500,000 limitation will needlessly and unjustifiably circumscribe the benefits of the

farm land valuation provision.
Sufficient restrictions are contained in Section 2032A to limit the benefits of the

provision to estates of family-operated farms and ranches. Thus, the $500,000 limita-

tion serves no useful purpose and is, in fact, detrimental to estates of deceased
farmers and ranchers. For these reasons, the provision of S. 1984 to eliminate the

$500,000 limitation is strongly supported by NCA.
Mb) Removal of material participation test.-Under the present provisions of Sec-

tion 2032A, the special farm land valuation will not be available unless there has

been material participation in the farm operation by the decedent or a member of

his family in 5 out of 8 years immediately preceding the decedent's death. A similar

requirement is applied to the qualified heir who inherits the farm or ranch. The

qualified heir or a member of his family must, during the 15 year period following
the fame' or. .. rancer' dath, materially participate in the operation of the farm

or ranch for periods totaling 5 years in any 8 year period or else the recapture

provisions will apply. "Whether or not there has been material participation byan

individual . . . is to be determined in a manner similar to the manner in hich

material participation is determined for purposes of the tax on self-emplo ment

income with respect to the production of agricultural or horticultural commoities."
H.R. Rep. No. 94-1380, 94 Cong., 2d Sees., 23(1976).

A mafor problem has been created under present law by the pro-death material

participation requirement. This is because farmers and ranchers who "materially

participate" in the oration of all or a sig-airicant portion of their farm cr ranch

may be subject to self-employment tax on the earnings from the business and also

might forfeit social security benefits to which they would otherwise be entitled. The

result is that, in many cases, farmeis and ranchers will be forc(d to decide whether
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they want the benefits of farm land valuation for their estates or whether they
would rather receive full social security benefits and not be subject to self-employ-
ment tax on certain of their farm earnings during their lifetimes. Such a Hobson s
choice is unfair and certainly was not the intent of Congress in passing the farm
land valuation provision.

Problems are also raised by the requirement that there must be material partici-
pation by the qualified heir after the decedent's death. For example, an elderly
surviving spouse may be physically unable to materially participate in the farm or
ranch operation. A similar situation could occur with respect to minor children who
inherit a farm or ranch. Additionally, in many situations a farm or ranch will not-
support more than one family unit at a time. As a consequence of this fact, and for
a variety of other reasons, family members often have to farm elsewhere or leave
the family farm or ranch during the life of the decedent and start other careers. On
the decedent's death, it may be impossible, as a practical matter, for these family
members immediately to return to the family farm and materially participate in its
operation. Nevertheless, these family members may still desire to maintain the
farm or ranch in the family and continue its operation through the use of agents or
employees. Finally, during the period the estate is in probate, or if the land is
placed in trust, it may be difficult.for the heirs to satisfy the material participation
requirements since the land will be effectively controlled by a fiduciary. Under
these circumstances, it is unfair to discriminate against family members who find
themselves in these situations.

In response to these problems, S. 1984 would eliminate the material participation
requirement entirely. At the same time, S. 1984 would modify the threshold qualifi-
cation test which under present law is that (a) 50 percent or more of the adjusted
value of the gross estate consists of real or personal property which is being used for
farming purposes and which passes to a qualified heir and (b) 25 percent of the
adjusted value of the gross estate consists of real property which is used in farming
and which passes to a qualified heir. Under S. 1984 the 50 percent and 25 percent
requirements would be amended by eliminating the 25 percent requirement and by
changing the 50 percent requirement to 65 percent with the result that the only
threshold test of Section 2032A would be one where 65 percent or more of the
adjusted value of the estate consisted of real and personal property used in farming
and passed to a qualified heir.

NCA supports the concept of modifying the material participation test to make it
workable in light of the problems previously cited. However, NCA feels there are
sound and compelling reasons for retaining some form of active involvement or
"participation" requirement by the decedent or by members of his family and by the
heirs or members of their families. Without some form of active involvement or
"participation" requirement, farm and ranch land may become a tax haven and
cause potential bidding wars for available farm land between investors on one hand
and farmers and ranchers on the other. NCA urges consideration be given to
substituting some form of active involvement or "participation" requirement for
both predeath and post-death material participation under existing law so that the
ills which presently exist under the material participation standard of Section
2032A will be cured.

Additionally, NCA feels that the 65% rule of S. 1984 could pose problems to some
farm and ranch estates in qualifying for Section 2032A treatment. This could
happen, for instance, where an elderly farmer or rancher sells a portion of the farm
or ranch to younger members of the family and takes back a note and deed of trust.
On date of death, the note would be included in the deceased rancher's estate along
with any ranch land he retained. In this instance, the note would nut, qualify under
Section 2032A although the ranch land would and in many cases the ranch land
and other ranch property may not equal 65% of the deceased rancher's gross estate.
Also, many elderly farmers and ranchers are frequently advised by their tax and
financial consultants to diversify their holdings to have some liquid assets to pro-
vide cash to pay certain expenses and taxes on date of death. Thus, NCA suggests
that the 65% test under S. 1984 be re-examined to be sure that it will not adversely
impact on estates of farmers, ranchers and owners of other closely held businesses.

(c) Reduction of 15-.year recapture period.-Under the present provisions of Section
2032A, a recapture event occurs if within 15 years after the decedent's death, the
qualified heir who inherits the farm land either caeases to use the land for farming
or sells or disposes of it to a non-family member. The amount of the recapture is
basically the tax benefit which accrued as a result of the special use valuation
election under Section 2032A. The avowed congressional purpose for the recapture
provision is to assure that the surviving family members use the farm land for
agricultural purposes for a "reasonable period of time after the decedent's death."
However, the 15-year recapture period currently provided for in Section 2032A is
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excessive and is not needed to deter speculation or assure retention in the family Of
the farm or ranch land and continuation of the family operation. Moreover, a 15

year recapture period may unfairly tie the hands of the surviving family in dispos-

ing of the land for legitimate business reasons. For example, during drought condi-

tions such as have been recently experienced in certain parts of the country, it may

be necessary to sell some land nd acquire other land in another region not affected
. b the drought. The 15-year recapture period could, under certain circumstances,

o create title and loan problems by virtue of the lien which would be on the

property throughout this period.
Under S. 1984, the 15-year pture

period. This amendment to Section 2032A will help mitigate the potential problems

of current law and the substituted 10-year period is fully adequate to assure contin-

ued use of the property for farming purposes and to deter speculation. Moreover,

NCA would suggest that consideration be given to reducing the recapture period

even further to a lesser period, such as 5 to 8 years.
(d) Special rules for tax-free exchanges.-Under the existing provisions of Section

2032A, the imposition of an additional estate tax (i.e. recapture tax) can be avoided

on a tax-free exchange of farm or ranch land involving qualified property only if the

qualified property is exchanged with another family member. If the exchange is

effected with a non-family member, the additional estate tax cannot be avoided even

though farm or rfch land is received in exchange. However, economic factors and
climactic conditions fredquently make tax-free exchanges of farm and ranch land

C. advisable, and there is no reason to restrict such transactions to exchanges between
family members.

This issue is addressed by S. 1984 by providing that no additional estate tax would

be imposed by an exchange of property of the type which would qualify for tax-free

treatment under Section 1031 of the Internal Revenue Code provided the property

received in the exchange is used for the qualified use. Property acquired through

such a tax-free exchange would continue to be treated as qualified real property. A

C disposition would be deemed to occur, however, to the extent that the qualified real

property is exchanged for money, personal property or real property which will not

be used for the qualified use.
NCA endorses this provision of S. 1984. In addition, NCA would request that

consideration be given to amending Section 2032A to provide for a pre-death tax-

free exchange of farm and ranch land as qualifying under Section 2032A even

though the property received in the exchange and which is used for farming or

other business purposes has not been held for 5 years prior to the decedent's death.

There was speculation that IRS and Treasury might interpret Section 2032A to

permit the tacking of holding and material participation periods where farm land

had been involved in a tax-free exchange within five years prior to a decedent's

---death. These expectations were proven wrong by a recent pronouncement by IRS

that it required the same property to be subject to the ownership and material

participation requirements in order to qualify for Section 2032A treatment and that

property received in a tax-free exchange prior to date of death would not qualify

unless this five year rule was satisfied with respect to the property received in the

exchange. NCA feels that this is an unfortunate interpretation of Section 2032A and

would suggest that Section 2032A be amended to permit property received in a tax-

free exchange prior to date of death to qualify under Section 2032A as long as the

property received in the exchange and the property transferred in the exchange

would, together, meet the pre-death tests of ownership and material participation or

some substituted active involvement test as previously outlined. A similar rule

should also be applied to qualified replacement property acquired by a decedent
within five years of date of death with proceeds from an involuntary conversion of

qualified real property.
(e) Election in voluntary conversions repealed.-Under the present provisions of

Section 2032A, qualified heirs who receive farm or ranch land which has been

specially valued and which is subsequently involuntarily converted, can avoid the

recapture tax by reinvesting the condemnation proceeds in other qualified farm or

ranch land. However, present law requires an election be made by the qualified
heirs in order to avoid the recapture tax. It would seem appropriate to delete this

requirement since an election will be made under the involuntary conversion provi-
sions of the Internal Revenue Code and no additional election under Section 032A
a pears appropriate or necessary. This problem is remedied by S. 1984 which
eliminates the election requirement. NCA supports this rovision.

(/9 Use of crop share rentals in rental valuation formula.-Two methods for

determining the agricultural value of farm and ranch land are specified under
Section 2032A. One method uses a five factor test and the second stipulates that the

value of farm and ranch real property which qualifies for the special use valuation
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is determined by dividing "the excess of the average annual gross cash recital for
comparable lahd used for farming purposes and located in the locality of such farm
over the average annual State and local real estate taxes for such comparable land
by the average annual effective interest rate for all new Federal Land Bank loans."
Each average annual computation is made on the basis of the five most recent
calendar years ending before the farmer's or rancher's death. The stated congres-
sional reas6ns for providing such mathematical formula were: (i) to reduce objectiv-
ity and controversy; (ii) to eliminate values which might be attributable .J the "
potential for conversion to non-agriculttiral use; and (iii) to abolish "as a valuation
factor any amount by which land is bid up by speculators in situations where non-
agricultural use is not a factor in inflated farm land values." H.R. Rep. No. 94-1380,
94 Cong., 2d Ses., 24-25 (1976).

Proposed Treasury regulations issued in July, 1978 specified that crop shares
could be coverted into cash equivalents for purposes of the rental valuation formula
under Section 2032A. However, in September of 1979, new prop Treasury regu-
lations were issued which reversed this position and denied the use of crop share
rentals in the rental valuation formula. The result of the new proposed Treasury
regulations is to deny estates of farmers and ranchers the right to elect to value
farm and ranch and land using the rental valuation formula when the only compa-
rable land in the locality is subject in whole or in part to crop share rental
arrangements. Since a large portion of the nation's leased farm land is subject to
crop sharing or similar non-cash rental arrangements, the effect of this change in
Treasury's interpretation of Section 2032A will be to prevent the use of the rental
valuation formula to numerous estates of farmers and ranchers who live in areas
where cash rentals are not used.

NCA presented testimony on this subject on March 4, 1980 to this Subcommittee
relative to S. 1869 and S. 2201. It is the position of NCA that crop shares should be
available for use in valuing qualified farm and ranch land under the rental valua-
tion formula of Section 2032A, Moreover, permitting crop shares to be used in the
rental valuation formula is in keeping with and fosters the original intent of
Congress.

Contained in S. 1984 is a provision which would permit the use of crop shares
under the rental valuation formula of Section 2032A. NCA supports this provision of
S. 1984, but would urge that this provision be broadened to eliminate the "compara-
bility" issue which has caused numerous problems during the last few years and can
be expected to create even more problems in the future unless corrected.,

(g) Other proposed amendments to section 2012A which should be included in &
1984.--Currently, when a recapture event occurs under Section 2032A, the amount
of the recapture tax is not added to the basis of the farm or ranch land for income
tax purposes. Under equitable tax principles, it would seem appropriate that the
amount of the recapture tax be added to the income tax basis of the property at the
time a recapture event occurs. Senator Durenberger has introduced S. 2266 which
would accomplish this result and would apply to farm land inherited after 1976.
NCA supports this concept and would urge its inclusion in S. 1984.

In the 1976 Tax Reform Act, it is clear that Congress intended the provisions of
Section 2032A to apply to farm land which passes in trust. Further, Section 2032A
to apply to farm land which passes in trust. Further, Section 2032A states that the
Secretary of Treasury shall prescribe regulations setting forth how Section 2032A
will apply in the case of an interest in a partnership, corporation or trust where the
decedent had an interest in a closely held business within the meaning of Section
6166(bXl) of the Internal Revenue Code. Concern has been expressed by some
governmental officials that it will be difficult to draft rulings and regulations
concerning the application of Section 2032A based upon such an abbreviated provi-
sion. NCA offers its assistance to work with committee staff members and govern-
mental officials with regard to appropriate legislative language which may be
necessary to give adequate direction in the drafting of rulings and regulations
interpreting the application of Section 2032A to interests in partnerships, trusts and
corporations which hold farm or ranch land.

Further, NCA is desirious of working with government officials and committee
staff personnel with respect to resolving any other problems in administration and
interpretation of and compliance with the provisions of Section 2032A so that the
purposes of Section 2032A will be furthered and the benefits intended by Congress
will be conferred upon the estates of farmers, ranchers and owners of other closely
held businesses.

'See attached Exhibit A which is a Bill that addresses both the crop share and comparability
issues.
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(S) Increase in annual gift tax exclusion

Two significant and needed changes in the Internal Revenue Code would be made

by S. 1984 with respect to gifts subject to the annual gift tax exclusion. The first

would increase the per donee annual exclusion from the present $3,000 amount to

$6,000. The second would provide that to the extent gifts are not subject to gift tax

by virtue of the exclusion, they would not be subject to inclusion in the estate of a

decedent where such gifts were made within 3-years of the donor's date of death.

Under present law, a donor can exclude from the donor's taxable ,fts up to

nynee. S. 1984 would increase this to $O,0. The
P,00gien in any year to one doneS18 wo

$3,000 annual exclusion has been in the law since the 1940's and NCA feels that a

substantial increase in the annual exclusion is long overdue. Based upon cumulative

inflation since 1940, the $3,000 annual exclusion should be over $16,000. As a-first
. ..step in modifying te c nt annual exclusion of $3,000, NCA endorses increasing

it to $6,000, but would support an even larger amount based upon inflation which

has occurred.
Under S. 1984, gifts made within 3 years of a donor's date of death would receive

special treatment where such gifts did not exceed the combined annual exclusions of

husband and wife and when such gifts were split-gifts by husband and wife. Present

law provides that gifts in any one year which exceed $3,000 are included in the

estate of the donor at date of death values, if the donor dies within 3 years after

makingthe gift. Under S. 1984, this "pull back" provision would not apply to gifts

made within the amount of the annual exclusion. Additionally, where a gift to a

donee is split by husband and wife, the 3 year "pull back" rule would not result in

inclusion in their estates under S. 1984, unless the amount of the total gift exceeded

the annual exclusions of both husband and wife. For example, if a husband were to

gift $5,000 to a child which was consented to by his wife and then the husband

should die within 3 years of making the gift, all of the gifted property would be

Included in the husband's estate at date of death values under current law, because

i t exceeded $3,000, even though his wife consented to making the gift and there was

no gift tax due at the time the gift was made. This inequity in the law would be

eliminated by S. 1984. NCA supports this provision which would be of significant

benefit to farmers and ranchers. Because of rising values of farm and ranch land,

annual gifts within the annual exclusion of $3,000 will not keep up with these

escalating values and many times the farmer or rancher who enters into a gift

program cannot progress very far if reliance is placed upon making gifts within the

annual exclusion amount. Increasing the amount of the annual exclusion as well as

rmitti split gifts to escape inclusion for estate tax purposes would be extremely

benefici2gto farmers and ranchers and their estates and would encourage gift

programs involving younger members of the family.

(4) Amendments to prbvisions concerning deferred payment of estate tax should be

part of S. 1984.
Under present law, there are two provisions (Section 6166 and 6166A of the

Internal Revenue Code) by which an executor can automatically extend the time for

payment of estate taxes which are attributable to an interest in a farm, ranch or

other closely held business. While these provisions are very similar, there are

significant differences. The qualification requirements of these two provisions are

not alike and the extended time for payment of the estate tax as well as events

which accelerate payment of the unpaid tax vary. In addition, the interest rate

payable on the unpaid amount of estate tax is not the same under these provisions.

There seems to be no Justifiable reason for the existence of these two different

provisions with their difering requirements, especially since they are both designed

to provide relief to estates of farmers, ranchers and owners of other closely held

businesses. Also, the fact that these two provisions contain differing threshold

requirements poses problems in the administration of estates of farmers, ranchers

and owners of other closely held businesses.
NCA would urge that these two provisions be combined into a single provision

and that the requirements for qualification be liberalized. NCA feels that a require-

ment that the value of the interest in the farm, ranch or other closely held business.

equal 35 percent of the value of the adjusted gross estate or 50 percent of the

taxable estate would be proper. Additionally, NCA favors more liberalization in the

definition of an "interest in a closely held business", in the ability to combine

several related businesses and in the events which can cause acceleration in pay-

ment of unpaid installments.
Under current law, if at least 65 percent of the adjusted gross estate of a decedent

consists of an interest in a farm, ranch or other closely-held business, and other

requirements are met, then a special 4 percent interest rate is applied to the estate

tax attributable to the first $1,000,000 in value of a farm, ranch or other closely

63-769 0 - 50 - 17
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held business property. With the present uptrend in values of farms and ranches
and that anticipated in the future, it would seem appropriate to remove this
$1,000,000 limitation and have the-4 percent interest rate apply to the tax on the
entire value of the farm, ranch or other closely held business property, which meets
the requirements of the new single estate tax deferral provision previously dis-
cussed. At present, to the extent the value of farms, ranches or other closely held
businesses exceeds $1,000,000, the interest rate on the tax attributable to such value
is now 12 percent. If the prime interest rate continues to increase, as it appears it
will from all economic prognostications, this -would mean this 12 percent interest
rate would increase in coming years. To provide needed relief to estates of farmers
ranchers, and owners of other closely held businesses which qualify for deferred
payment of estate taxes, the 4 percent interest rate should be made applicable to
the tax on the entire value of a qualifying interest in a farm, ranch, or other closely
held business. Senator Durenberger has addressed this problem by the introduction
of S.2309 which would prevent the interest rate on the deferred payment of estate
taxes attributable to the value of farms, ranches or other closely held businesses
from increasing to 12 percent. However, NCA feels the preferred approach would be
eliminate the $1,000,000 limitation so that the 4 percent interest rate would apply to
the estate tax which is attributable to the entire valuation of a farm, ranch or other
closely held business.

S. 1825-AMOUNT OF UNIFIED CREDIT INCREASED

Under the provision of S.1825 the amount of the unified credit would be increased
from $47,000 (effective in 1981) to $70,700. The purpose of such increase is to reflect
inflation which has occurred and also appreciation in value of most property,
especially that of farms, ranches and other closely held businesses, since enactment
of the $47,000 amount in 1976. The general effect -of this amendment would be to
permit the tax-free- transfer during lifetime or at death of property which has a
vaue of approximately $250,000. Under present law, beginning in 1981 the amount
of property which can be transferred free of tax, either during lifetime or at death,
is about $175,000. While a large number of farms and ranches presently exceed the
sum of $175,000, it can be expected that many of them will even exceed $250,000.
Further, from the figures previously quoted, the average value of farm and ranch
property can be expected to increase in value even more in the future. Increasing
the unified credit to $70,700 would help reduce the estate tax burden on farm and
ranch estates and would have the salutary effect of fostering the transfer of farms
and ranches to family members. To the extent the tax burden is lessened, this will
mean there is a greater likelihood that family farms and ranches will be able to
continue in operation without forced liquidations as a result of estate taxes, espe-
cially if some of the other provisions previously noted and supported by NCA are
enacted into law.
S. 2220-family business protection act

Under S. 2220, a decedent's interest in real or tangible personal property which is
devoted to farm uses or used for farming purposes or used in any other trade or
business and which passes to a spouse or any child of the decedent can be reduced
in value by 50 percent. up to a maximum of $500,000. There would be a 5 percent
reduction for each taxable year in which the spouse or any child of the decedent
materially participated in the farm or other business operation. Material participa-
tion would be determined in a manner similar to that for self-employment tax
purposes. There would be a recapture of any tax savings accomplished by the use of
the reduced valuation, if, within five years after the decedent's death, the surviving
spouse or any child of the decedent disposed of an interest in the property or ceased
to use the property as a farm or in another trade or business.

NCA supports the concept embodied in this bill for reducing estate taxes on
farms, ranches and other closely held businesses, but feels further study should be
undertaken in light of the provisions in Section 2032A concerning special valuation
of farm, ranch and other closely held business property. Additionally, there would
seem to be problems in imposing a material participation standard for the same
reasons that currently exist under Section 2032A based upon Treasury's interpreta-
tion of "material participation".

CONCLUSION

NCA commends Senator Wallop for his introduction of S. 1984 and Senator
Nelson for his introduction of S. 1825 and S. 2220 and applauds the support given
these bills by Senators Pell, Roth, Cranston, Packwood, Melcher, Thurmond, Jepsen,
Baucus, Heinz, and Stewart. NCA endorses the concepts contained in all these bills
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and would offer to work with the staff of the Committee in analyzing and making

certain modifications and additions to these bills in order to provide equitable and

needed remedial relief to family farms, ranches and other closely held businesses

and to preserve and encourage their continued operation.

(Exhibit A]

A BILL

Be it enacted by the Senate and House of Representatives of the United States in

Congress assembled.
Paragraph (7) of Section 2032A(e) of the Internal Revenue Code of 1954 is amend-

ed to read as follows: "(7) Method of valuing farms-
(A) In General-Unless the executor elects to have the value of the farm for

farming purposes determined under paragraph (8), the value of a farm for farming

purposes shall be determined by dividing--i) the excess of the amount of the

average annual gross rental value of the qualified real property used for farming
purposes over the amount of the average annual State and local real estate taxes

or such qualified real property, by (ii) the average annual effective interest rate for

all new Federal Land Bank loans.
For purposes of the preceding sentence, each average annual computation shall be

made on the basis of the 5 most recent calendar years ending before the date of the

decedent's death.
(B) Application-The formula provided by subpar: graph (A) shall be applicable

regardless of whether the qualified real property or any portion thereof has in fact

been rented or whether such qualified real property has been rented on a cash, crop

shares, or other basis."

[Whereupon, at 1:25 p.m., the subcommittee recessed.]



VARIOUS TAX PROPOSALS

FRIDAY, MARCH 28, 1980

U.S. SENATE,
SUBCOMMITTEE ON TAXATION AND DEBT

MANAGEMENT GENERALLY,
COMMITTEE ON FINANCE,

Washington, D.C.

The subcommittee met, pursuaiit to notice, at 9 a.m., in room

1--2221, Dirksen Senate Office Building, Hon. Harry F. Byrd, Jr.

presiding.
Present: Senator Byrd.
Senator BYRD. The hour of 9 having arrived,. the committee will

come to order.
In the American' economy, small business is a significant and

vital force; 90 percent of the new jobs in the last decade were

created in the small business sector; 55 percent of all jobs today are

in small businesses; 43 percent of our GNP, gross national product,

arises from small business.
Small business provides the economic opportunity which is the

cornerstone of our free enterprise system. The development of new

ideas, new products and a personal stake in the success or failure

of a business are important characteristics of small business and

are the dynamic part of our economic system.

Today, small businesses have to face many problems. They lack

internal capital necessary for greater growth. The risks inherent in

small business enterprises discourages equity investment and en-

courages the merger of ongoing small businesses with larger corpo-

rations.
I think that is a particularly unhealthy possibility. Small busi-

nesses face mammoth Federal paperwork requirements and lack

the professional resources to deal with these requirements. The

measures before this subcommittee are designed to overcome these

problems which are often embedded in our current tax system.

Some of the proposals deal with internal capital formation by

changing the graduated corporate rate structure by reducing rates

on lower income levels. Some revise the current depreciation laws,

an important change, both from the point of view of internal

capital generation and from the point of view of reducing paper-

work requirements.
Other measures seek to encourage greater equity investment

'1 through tax credits for equity investment in small business and

assisting security dealers in the marketing-of small business issues.

Finally, some of the proposals deal with the heavy paperwork

requirement on small business by making administrative changes

to reduce this requirement.
(257)
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In this regard, I should note that at a meeting with most of the
Virginia home builders 2 days ago, the spokesman for the home-
builders said that 20 percent of the cost of building a home could
be attributed to paperwork and Government regulations.

These proposals have arisen from recommendations by the White
House Conference on Small Business. The subcommittee hearings
are a result of the subcommittee's interest in these recommenda-
tions and in the work of the small business task force of the
Senate, of which Senator Gaylord Nelson of Wisconsin is chairman.

The needs for small business with regard to taxation deserves
careful attention. The continued vitality of the small business
sector is necessary if our economy is to grow and our declining
productivity is to be reduced.

I look forward to the comments of each of the witnesses on
methods to revise the tax system, to encourage the development
and maintenance of small business. I might say that the Treasury
Department was invited to participate today, but felt for one
reason or another that they could not do so. Maybe that indicates
that Treasury will support these recommendations.

The first panel will have as its two members, Mr. Edward E.
West, Jr., representing the Small Business Legislative Council. Mr.
West is from the great city of Richmond, Va. And Mr. William
Hambrecht, chairman, small business committee of the National
Association of Securities Dealers, accompanied by Mr. Mason New,
also of the city of Richmond, Va.

Welcome, gentleman. Will you come to the front desk?
Good morning. We are glad to have all of you with us today.
Mr. West, do you wish to proceed first?

STATEMENT OF EDWARD E. WEST, JR., REPRESENTING THE
SMALL BUSINESS LEGISLATIVE COUNCIL

Mr. WEsT. Mr. Chairman and members of the committee, good
morning. My name is Edward E. West, Jr. I am president of West
Engineering Co., Inc., designer and builder of precision small parts,
assemblies and special machines.

With me is Mr. Bruce Hahn, Government Relations for National
Tooling and Machining Association.

I am appearing today on behalf of the Small Business Legislative
Council and the National Tooling and Machining Association. The
Small Business Legislative Council is composed of 75 associations
who with their affiliates speak for more than 4 million small
businesses. The National Tooling and Machining Association repre-
sents 12,000 small businesses who manufacture tooling, dies, preci-
sion machined parts, molds and special machines.

We are grateful for this opportunity to discuss the capital forma-
tion problems of small business in America. The problems are
great and they are aggravated even more by the current inflation
and the present competition for working capital. In our industry,
the problem is even greater because there is a severe shortage of
skilled labor presently estimated at 14 percent in a February 28,
1980 industry survey.

The problem is that small businesses are typically labor inten-
sive, highly competitive and low in profit. Despite this, they are the
innovative entrepreneurs of our country. Results of studies have.
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shown that small businesses produce 10 times the innovations for

the R. & D. dollar compared to big business.
More importantly, strength of our economic system and one of its

philosophical cornerstones is that there should be an opportunity

for an ambitious hard-working person to enter business with some

chance of success.
Today, it is much harder to enter business due to the cost of

capital. Once in, it is harder to stay in and to grow.
In 1960, businesses with under $10 million in assets accounted

for about 20 percent of the Nation's manufacturing assets while

those with over $1 billion in assets held less than 30 percent.

In 1976, the former category declined to 10 percent while the

latter increased to over 50 percent, and it is getting worse.

Many small business industries are critical to the country's

health. Our industry makes it possible for virtually every other

manufacturing, industry to exist. Take for example the manufac-

ture of a carbur(,wr. To make that carburetor, molten aluminum is

injected under pressure into the cavities of an extremely complex,

precise mold.
Highly skilled technicians in our industry engineered and fabri-

cated that mold. The molded carburetor body is then put on an

automatic assembly line where additional machining is performed,

holes drilled and parts attached. Our industry designed and built

that assembly line which is, in fact, a special machine.
We designed the jigs and fixtures which drilled the holes at just

the right angles to the exact depth. And while the carburetor was

being built, body parts and bumpers were being formed in dies we

produced, dashboards and plastic interior parts formed in our

molds, and solid state radios produced with parts made in our

molds and assembled with our special machines. The major indus-

tries which depend on our small businesses are virtually endless,

including aerospace, defense electronics, appliances and most

others.
There is a dangerous decline in productivity in this country and

much of it is due to the fact that small business persons find it

harder and harder to obtain capital to upgrade existing plant and

equipment, much less to expand. In our industry, 78 percent of the

companies have 30 employees or less.
Senator BYRD. Would you give that figure again?
Mr. Wmr. In our industry, 78 percent of the companies have 30

employees or less.
Senator BYRD. Thank you.
Mr. WEST. A company with 30 employees might do $1.5 million

in volume and make a net profit of percent or $105,000. A small

milling machine would have cost around $500 in the 1930's. Its

modern counterpart, which is computer controlled and far more

productive costs $60,000. Many modern machine tools cost over
'20000.

To buy that machine tool, I would have to pay for it out of

profits on retained earnings. My profits are low, partly due to

depreciation rates that are unrealistic in a modern industrialized

country. When I go to a bank, one of the first questions asked is

the size of the company. Banks are inherently very conservative in

their lending policy. The major corporations get the most money at
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the best rates, the smaller companies get what is left over, if any,
at a much higher rate.

The leftovers are getting smaller and established viable small
businesses are increasingly being turned down flat. And when you
add a couple of points to today's 19 percent prime rates, many
probably could not afford it anyway.

There are not many other avenues for obtaining capital in small
business. It is not practical to float corporate bonds, to sell corpo-
rate stocks or to use other avenues available to the industrial
giants. The result, according to an article in American Machinist
magazine inserted in the Congressional Record by Senator Nelson
on December 19, 1979, is that the smaller manufacturer is trading
down. Just as the American housewife is buying cheaper cuts of
beef, we are buying stripped down less productive equipment and
buying it less often.

Today, the United States, which once had the most modern and
sophisticated machine tool population in the world, now has the
oldest machine tools of seven major industrialized countries. We
have the lowest percentage under 10 years old and the highest
percentage over 20 years old.

This has dangerous implications on the national economy. Ours
is the industry that supplies the tools, jigs, fixtures, molds, auto-
matic assembly machines essential to virtually every manufactur-
ing company in the country. The productivity of the country's
entire manufacturing process is dependent upon the productivity of
this industry. Yet, the country's ability to tool up for major manu-
facturing needs, such as a military crisis, is seriously in doubt.

A major factor that enabled this country to prevail in the Second
World War was the ability of our industry to gear up for massive
armament production in a short period of time. Today, many other
countries are far better equipped than the United States to cope
with such emergencies.

What is needed is a comprehensive strategy to encourage invest-
ment in the small business. At the White House Conference on
Small Business, 2,000 small business persons reduced some 75 pri-
orities to the 15 top needs of small owners. Five of those priorities
were in the area of taxation and capital formation. All five made
the cut. In fact, the top two were taxation and capital formation.

These proposals make sense, for small business has the greatest
potential for improvement in productivity. Incentives for small
business will produce the greatest increases in productivity, in
innovation and in employment at the least cost in revenue loss to
the U.S. Treasury.

Such a package should include an extension of the progressive
corporate tax rate with corresponding reductions in the lower
brackets. This is the top priority of small business in America.
Senator Nelson's S. 2136 would extend brackets to $150,000 and
reduce rates in several of those brackets. If enacted, the bill would
result in about $3 billion in tax savings for smaller companies
earning less than $150,000.

The second part of the package, and the No. 2 priority of the
2,000 delegates at the White House Conference should be to provide
for a more rapid write-off of capital equipment. There are current-
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ly two proposals; the first is S. 1435, the 10-5-3 bill, introduced by

2 Senator Nelson.
While well-intentioned, it*ill-need -n important modification if

small business is to benefit from it. Its problem lies in the tech-

iiique used to phase in the benefits.
To reduce the revenue loss, the authors have used a progressive

phase in based on the asset depreciation range for equipment and

gradually reduce taxable life for buildings and structures. The

problem is that small businese-dO- not- use ADR now due to its

complexity, a fact well documented by IRS. The building phase in

also unnecessarily complicated for the relatively unsophisticated

small business person..
The solution to the problem lies in an approach developed by

Congressman Henry Nowak, chairman of the Subcommittee on

Access to Equity Capital and Business CapitaLof the House Small

Business Committee. In late February, he introduced H.R. 6617, the

Small Business Incentive Act of 1980. Like S. 1435, it reduces the

writeoff period for capital assets using slightly different writeoff
periods than the 10-5-3 bill.

Where it differs is that it uses ceilings, or caps on the amounts

I that can be written off at the rapid rates. It uses a 4-year writeoff

period with a $1 million ceiling for equipment machinery and

vehicles and a 15-year writeoff period with $3 million ceiling on

buildings. Amounts in excess of those ceilings would be depreciated

at current rates.
It is simple, easy to use, and would have a much smaller impact

on Federal revenue than the $75 billion figure estimated by Secre-

tary of the Treasury William Miller on the price for the 10-5-3

bill. If a phasein method using progressive ceilings were incorporat-

: ed into the 10-5-3 bill, it would then become something which

could benefit the small business community.
Since 1975, the first $100,000 of used equipment purchases has

been eligible for the 10-percent investment tax credit. Yet many

capital intensive small businesses spend many times that amount

on used equipment. New equipment often takes too long to get, or
is too expensive.

SBLC believes that there should be no discrimination against the

age of equipment and that all limits should be removed. S. 2152,
introduced by Senator Nelson, would provide an interim solution

by doubling to $200,000 the present limit.
As part of the package, several other pieces of legislation should

also be enacted. Briefly, they are as follows:
og, The capital gains rollover bill-S. 653-which would allow tax

deferral when a small busi~essoher sells his firm, if the proceeds
' are reinvested in another small business within 18 months.

A tax credit for the purchasers of newly issued stock of small

firms with a net worth of $25 million or less-S. 487 and S. 655-.
A bill to strengthen the financial structure of independent secu-

rities firms in order to be able to render capital raising assistance

to smaller businesses-S. 1967.
A bill to raise accumulated earnings levels from the current

$100,000 limit to $250,000.
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An exemption of publicly held venture capital firms from the
regulation of the Securities and Exchange Commission under the
Investment Company Act of 1940-S. 1940.

A bill creating a new security called a Small Business Participat-
ing Debenture which would have the status of a debt security with
a stated rate of interest-S. 1481.

Increasing the estate tax exemptions from a maximum of
$175,625 to $250,000 by 1981 to encourage continuity of business
enterprises-S. 1825.

A bill to preserve family businesses. A related proposal is the
National Family Business Preservation Act of 1980 which would
change current estate tax laws so that up to one-half to a $500,000
maximum of the value of a family-owned business would be exempt
from estate taxes-S. 2220.

Strengthen subchapter S for capital raising purposes, by increas-
ing the permissible number of shareholders from 15 to 100 and
allowing issuance of more than one class of stocks-S. 2168.

A reinstatement of tax favored options to broaden the base of
ownership in new and small firms and to provide incentives for
talented executives to join such venture.

Elimination of the requirement to issue a W-2 form each time a
worker changes jobs, allowing all the W-2's to be distributed at the
end of the year-S. 2171.

Thank you very much for the opportunity to discuss the status of
small business in America. With the help of this committee and
the rest of Congress, small business may be able once again to
become a strong and healthy part of the American economy.

Senator BYRD. Thank you, Mr. West.
The next witness?

STATEMENT OF WILLIAM HAMBRECHT, CHAIRMAN, SMALL
BUSINESS COMMITTEE OF THE NATIONAL ASSOCIATION OF
SECURITIES DEALERS, ACCOMPANIED BY DOUGLAS F. PAR-
ILLO
Mr. HAMBRECHT. Mr. Chairman, my name is William R. Ham-

brecht and I am a partner in the securities firm of Hambrecht &
Quist, located in San Francisco, Calif. With me today are Mason T.
New, who is the managing partner of the firm of Branch, Cabell &
Co. in Richmond, Va. and a member of the board of governors of
the National Association of Securities Dealers, Inc.; and Douglas F.
Parillo who is a vice president of that same organization.

I am appearing before you today as both a member of the broker-
dealer community and as the chairman of the Joint Industry/
Government Committee on Small Business Financing, a committee
created by the NASD in the fall of 1978 to address the capital-
raising problems of small business. Composed of securities industry
financing experts, this committee was assisted by representatives
of the Securities Industry Association, the Securities and Exchange
Commission, the Department of the Treasury, the U.S. Small Busi-
ness Administration, the National Association of Small Business
Investment Companies, the National Venture Capital Association,
the White House Conference on Small Business and the Chief
Counsel to the Senate Select Committee on Small Business.
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The efforts of our joint committee culminated in a Special

Report, entitled, "Small Business Financing: The Current Environ-

ment and Suggestions for Improvement," which was presented to

the U.S. Senate Select Committee on Small Business on May 22,

1979.
With the chairman's permission, I would like to submit the

report for the record.
[The material referred to follows. Oral testimony continues on

p. 357.1
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NASD
NATIONAL ASSOCIATION OF SECURITIES DEALERS. INC.

1735 K STREET NORTHWEST * WASHINGTON D.C. 20006

LETTER OF TRANSMITTAL

May 22, 1979

To Those Interested in the Financing

Problems of Small Business

In September. 1978, the National Association of Securities

Dealers, Inc. (NASD) organized a comnttee of securities industry

financing experts to address the capital raising problems of small

business. Members of the Committee are William R. Hambrecht

(Committee Chairman), Partner, Hambrecht & Quiet, San Francisco,

California; J. Coleman Budd, Executive Vice President, The Robinson-

Humphrey Company, Inc., Atlanta, Georgia; Anthony A. LaCroix,

President, Advest, Inc., Hartford, Connecticut; 3. Stephen Putnam,

President, F. L. Putnam and Company, Inc., Boston, Massachusetts,

and, Ernest F. Rice, Jr., Chairman, Executive Committee and Secre-

tary, Blunt Ellis & Loewi Incorporated, Milwaukee, Wisconsin.

In recognition of the constructive work that has been done by

other organizations in the area of small business financing, the Com-

mittee was expanded beyond the membership of the NASD. In addition

to the representatives from NASD member firms, the following indivi-

duals, with support from the organizations and agencies they represented,

contributed immeasurably to the Committee's deliberations and Its final

Report. They were Mary E.T. Beach, Bruce Mann, Alfred E. Osborne,

Jr., and Linda A. Wertheimer, Securities and Exchange Commission;

Donald J. Crawford, Securities Industry Association; Daniel T. Kingsley,

National Venture Capital Association; Philip C. Loomis, Department of

the Treasury, Office of Securities Market Policy; James B. Ramsey.

Jr., U. S. Small Business Administration; Herbert L. Spira, Chief



266

LETTER OF TRANSMITTAL

Counsel, Select Committee on Small Business, U. S. Senate; Walter B.
Stults, National Association of Small Business Investment Companies;
and, Linda 0. S ndro, White House Conference on Small Business.

The work of the Committee, through its many meetings, was
coordinated by the staff of the NASD's Department of Regulatory Policy
and Procedures. This group, headed by Douglas F. Parrillo, Vice
President, and with substantial contributions from S. William Broka
and Thomas P. Mathers, assumed responsibility for drafting the Com-
mittee's Report and gathering most of the research material.

It should be apparent to the readers of this Report that all of
us who have worked on this project are convinced of the need for action
to address the financing problems of small business. The Board of
Governors of the NASD plans to extend the life of the Committee in order
that it can participate in the implementation of the Report's many propo-
sals. We are heartened by the constructive approach to this problem
shown by many different branches and agencies of the government and are
hopeful that such a positive approach will lead to favorable results.

In order that the Committee may benefit from the widest possible
spectrum of thinking, we sincerely solicit the comments of all persons
interested in the subject of capital raising for small business.

J. Stephen Putnam Gordon S. Macklin
Chairman President
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PREFACE

This Report has been prepared by the Joint In-

dustylGovernment Committee on Small Business

Financing, a committee which was formed by the
National Association of Securities Dealers, Inc.

(the "NASD') for the purpose of examining the

A problems associated with small business financ-

ing. During the course of its work, which is now
complete, the Committee learned that small buei-

nhess is fast approaching a crossroads--one which

could very well determine whether it will continue
to serve America as the leading creator of jobs

and Innovator of technological developments. As

discussed in the Report, it Is through the small

business sector of the economy that our na-

tional goals In the areas of employment, economic

betterment, opportunity for achievement and an

si Improved quality of life can be accomplished most

efficiently and effectively.
Through this Report, the Committee seeks to

highlight what It believes are the major problems

associated with small business financing and it
discuss"S what It views as viable solutions to those

problems. It recognizes, however, that there is

likely to be some political sensitivity associated

with certain of its recommendations. Notwithstand-

Ing this fact, the Committee believes that its rec-

'ermendations, based In part on the results of a

comprehensive nationwide survey of Institutional

investors and professional portfolio managers, are

K both sound and practical and, If Implemented, will

greatly alleviate many of the problems associated

with equity financing of small business.
In terms of scope, the Committee's Report Identl-

lee and examines the problems of small firm
access to the public securities markets. It also

discusses the steps that must be taken to Improve

the environment for bringing small companies

-public. It doe this In the form of recommendations
to the Congress, the SEC. the Department of Labor,

theaters and the Industry's self-regulatory orgeni-

The first area addressed In this Report s the

Increased participation In the marketplace by In-
slitutlonl Investors whose Investment practices

tend to discourage Investment In small business.

The Repert reviews the growing concentration of

.flrnclal and market power In Institutions and In-

cludes a presentation of the Committee's findings
In connection with its special survey of the cur-

rent Investment practices of Institutional Investors

and professional portfolio managers. From this

survey, the Committee was able to develop Infor-

mation not previously known. On the basis of this

data, the Committee sets forth Its recommends-

tiobs for encouraging Institutional investment in

small business.
The Report then looks at the withdrawal of the

Individual Investor from the marketplace and the

reduced role he now plays. The reasons for this

reduction are discussed as are the consequences

of a failure to check this trend. A number of ap-

proaches are offered for the express purpose

of reviving the role of the Individual Investor.

One of the more ominous problems confronting

small business financing is the contraction of the

broker-dealer community and the Increased con-

centration of business activity Into larger firms.

The existence of regional, locally-orented firms to

underwrite the issues of small businesses Is es-

sential if such businesses are to gain access to

the public markets. As Is evident from the data

contained in this Report, the number of securities

firms has declined dramatically In recent years.

The reasons for this are discussed, together with

suggestions as to how to reverse this trend.

Another area covered by this Report is the effect

of current tax laws on small business Investment.

The Committee* believes that our country's tax

structure has discouraged Investment In small

business by both Individuals and Institutional In-

vestors. This, In turn, has limited small business'

access to the public securities markets and made

It necessary for such businesses to become more

dependent on debt to meet their financing needs.

To ameliorate this situation, the Committee has

recommended a number of revisions to various

sections of the tax code as It applies to small
business.

Finally, the cost of equity financing by small

businesses has Increased tremendously, almost

to the point that It has become too expensive for

a small firm to attempt to raise capital In this man-

nr. Actions that might be taken to reduce these

costs, In addition to those recently proposed and

. ' I
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implemented by the SEC, are discussed In this
section of the Report.

In conducting its study of the problems associ-
ated with small business financing, the Committee
drew upon a wide range of informed sources of
information. Much of the statistical information
contained herein was generated by and obtained
from various departments and agencies of the
federal government. These Included, among others,
the Departments of Commerce and Labor, the
Small Business Administration, the Securities and
Exchange Commission, the Federal Trade Corn-

mission, and the Federal Reserve Board. In addi-
tion, a number of industry organizations, including
the National Association of Securities Oealers, Inc.,
the National Association of Small Business Invest-
ment Companies, the National Venture Capital
Association, the New York Stock Exchange, Inc.,
and the Securities Industry Association, were the
sources of valuable data regarding marketplace
statistics and investor holdings. Finally, several
prominent academicians and knowledgeable pro-
fessionals in government and industry were con-
suited by the Committee for their thoughts on the
problems of small businesses.
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CHAPTER ONE

SMALL BUSINESS FINANCING: A SERIOUS PROBLEM

INTRODUCTION

Throughout America's history, there have been

numerous examples ol significant economic de-
velopment that can be traced to the work of one
person or a small group of individuals. All seg-

ments of our economy-agriculture, manufactur-
ing, communications, among others-have shared

this same experience. Each of these developments
began with an idea or dream which was trans-

formed into practical applications through the

efforts of those who saw, in the realization of their

ideas, a means to wealth, to self-fulfillment, to a

better life or to whatever other goal they may have

aspired. This freedom to see their dream become
reality has made our nation a haven for those who
sought to become more than they were. It was
this spirit of achievement and excellence personi-
fied by those dreamers that gave Impetus to
America's expansion and fueled her great ac-
complishments.

Unfortunately, the day of the dreamer may fast
be coming to a close. The most effective vehicle
for realizing these dreams, small business, is
rapidly becoming an endangered specle.s. That
such a condition could exist in this country, of all
places, is a tragedy. For it to lead to the demise
of small business as we have known it would be
a crime against our very history and the spirit of
economic freedom so intimately Intertwined with
that history. The small businesses of today and
tomorrow are our nation's Investment in the future.
In the proper environment, they will grow and
flourish. In an unhealthy environment, they will
wither and die. Small business has and must
continue to be the lifeblood of our economic sys-
tem. Small business and the economic vitality it
provides has played a major role in making our
nation great.

We do not sound the alarm lightly. The eco-
nomic realities of our uncertain times are buffet-
Ing small business throughout the nation. Infla-
tion, taxation, burdensome regulation, economic
concentration through Increased merger activity,
and the lack of public markets for their securities,
among others, are factors which have combined
to exacerbate the problems already faced by
small business In Its day-to-day struggle to sur-
vive and prosper within a free market governed

by open competition. The Imposition of Increased
burdens on small business through numerous ar-

tiftlaly-Imposed impediments Is detrimental to

the economic structure of our society and must

be ended before the people's faith In America's
economic promise Is irreparably damaged.

The members of our Committee are acutely

aware of the importance of small business and the

severity of its problems. It Is because of this aware-

ness that this Report of the Joint IndskyIGovem-
ment Committee on Small Business Financing has

been prepared. We have attempted to highlight

this area of the economy in order to encourage

changes that will effectively address the condi-
tions which threaten the very existence of this

critical American resource-mall business.

The American publok consistently gives the small

businessman high marks for honesty, Integrity and

community spirit and we believe.that that same
public will support the actions of Congress which

will contribute to a stronger, more vibrant small

business sector. To this end, our Committee's
Report includes a list of recommendations, a

number of which require congressional action to

become effective. These recommendations are in-

tended to address the major problems confront-
ing small business, especially the problem of se-

curing outside capital for expansion and growth.

We are confident that Congress will act with all

deliberate speed 1o effect the Committee's recom-
mendations so that the dreamers of tomorrow wilt
continue to find a haven In America.

STATEMENT.OF THE PROBLEM

The ability of small business to obtain equity

financing has always been a difficult problem. For

example, of the $6.4 billion raised via common
stock offerings In 1977. only $207 million, or 3.2

percent of the total, was raised by companies

offering securities to the public for the first time.'

Indeed the share of the dollar value of securities

offered by smaller Issuers to the public on Form

S-1, the form most frequently used In registering

S ifas? ,nfa.. vaL V. No. 6, p. 2W ,Wue V Ioma"

C,<luillvO*, ,bvne, I17
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securities under the 1933 Act, has remained rela-
tively constant over the last five years. More spe-
cifically, the bottom 20 percent of all Issuers,
ranked from the smallest to the largest on the
basis of offering size, received 1.9 percent of the
dollar value of securities offered to the public in
1972 as against .8 percent in 1976.1

Small companies, particularly those that look to
the sale of securities to the public as a source of
capital, are usually more difficult to finance than
larger firms. They frequently find that they cannot
attract the services of larger Investment bankers
since the amounts they ar seeking to raise are 1o
small to be handled profitably by these houses.
Many of the costs associated with underwriting a
small Issue are the same as those for larger ones.
Also, the state of the economy and the poor Invest-
ment performance of the securities markets in
recent years have further complicated the plight
of small business in its search for much-needed
capital.

The problem of Inflation is particularly trouble-
some for capital starved small businesses. Rising
prices and wages require greater outlays of capital
to finance Investment in plant and equipment as
well as day-to-day operations. Although Inflation
Imposes the same burdens on small business as It
does on large business, the weight of those bur-
dens Is far greater for the small business given its
limited means for absorbing the impact of ever-
Increasing costs and prices.' Inflationary trends not
only exacerbate the capital needs of small busl-
ness, but they also Increase the costs of meeting
them.,

Other factors have contributed to or have aggra-
vated our nation's capital shortage. For example.
the fiscal and monetary policies pursued by the
government to fight Inflation. I.e.. a tightening of
credit and the corresponding rise In interest rates,
cripples small business. In periods of tight credit,
small businesses feel the pressure first. Even if
they are able to absorb the high Interest costs
which they probably are unable to pass along to
their customers, they have great difficulty in find-
Ing the funds to borrow. This presents an Interest-
Ing paradox. As Professor Galbraith recently ob-
served, "The Industries that depend on borrowed
money are characteristically the small firms ....
Credit Is generally vital for the small firm."' On
this point, an October. 1978, survey by the Na-
tional Federation of Independent Business (NFIB)
found that over 32 percent of 893 small businesses
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surveyed expected the availability of credit to be
diminished during the following three months. The
NFIB also found that since July. 1977, credit ex-
tended to small business has been getting progres-
sively more costly and more difficult to find. Ac-
cording to the House Subcommittee on Antitrust.
Consumers and Employment. "Small Business Is
not only burdened by the problem of Inflation; it Is
often a hapless victim of the means used-to elimi-
nate it." 6

Inflation has also caused the Investor to shift
his Investments from equities to other Investments
which bear a lower risk and a higher rate of return.
As Interest rates rise, credit becomes less and less
available to smaller businesses. Spending by all
levels of government and the corresponding com-
petition of government with the private sector for
available Investment capital is a well-recognized
cause of today's scarcity. A declining rate of sav-
ings and Investment, coupled with a rising rate of
consumption, further exacerbates the situation.

The effects of all of this are becoming more and
more apparent. With a reduced level of Investment
come decisions by management to postpone ex-
pansion, to defer modernization and to slash ap-
propriations for research and development. Higher
rates of interest mean higher costs of capital. The
high cost of capital also causes firms to place un-
due reliance on short-term debt as a means of
financing their activities. The bottom line of all of
this Is simply slower economic growth particularly
for small business.

In recent years, many of our nation's leading
economists have projected a serious and signifi-
cant capital shortage.! When- the demand for
capital exceeds supply, not only does the cost of
what is available escalate, but the pecking order,
in terms of whom shall have access to it, leaves
small businesses at the lowest end of the scale.

As a result, growing small businesses face the
likely prospect of having to sell out, merge with a
larger company or continue to operate in an under-
capitalized state and run the risk of failure by being
unable to withstand periodic downturns in the
business cycle.

As to mergers, the most likely candidates are
smaller companies and they are generally acquired
by firms with substantially greater asset structures.
As Table I points out, during the period 1972
through 1977. 6,399 companies having assets of
less than $1 million were merged with or otherwise
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acquired by larger companies. This represents
over 75 percent of all cornpai-ies merged or ac-
quired during this period. In terms of those which
have done the acquiring, during this same period,
Table 2 Identifies that companies with assets in
excess of $100 million have accounted for about
42 percent of such activity.

sMe &A A W s Compl
By Asset $Iz o Acquiring Compalne

[h InI*a Of Wau

IIOJH
110.8A
8100.AlnloO si 4

unTOW 51 wE

Told

Achel NUmbw3

171t 2074

854 24 It

M4 i s.

S.113 1,215 1,27

11 1M1 152

8 1.08l 1.102

As Pwontao 0 ToWa

sic10O+ 3% 30% 47% 4% 45% 4%
$0010 0W 13% 11% 10% IM% 11% 11%
$1010499 20% 14% M% 1% 20% 11%
111a" 11% 13% 8% 7% S% 0%
, 81$1 13% 18%1% 20% 17% 13%

"o.,'10%* 100% 00%" 100%' 10W% 100%0

S., (10-IW.

As for the long-term consequences for the econ-
omy, Inadequate capital formation results In a
chain of events beginning with large numbers of
unemployed or underemployed people. This, ac-
cording to Charles D. Kuehnerl generates demands
for government intervention and spending "to
create jobs and Income." Without an accompany-
Ing expansion In private Industry, government in-
tervention accelerates Inflation and further weak-
ens the economy. With a slowdown In capital In-
vestment, American Industry has less to spend on
research and development and becomes less com-
petitive In domestic and world markets. Consumers
end up with fewer choices of products and services
and industry becomes less able to solve such basic
problems as energy and pollution. The end of the
line for this progression is that the cost of living
moves still higher while the consumer demands
still more government Intervention, controls and
spending.

This rather bleak forecast of our nation's eco-
nomic future is only a forecast-one based upon
the present investment environment. If the prob-
lems of small business are addressed promptly and
sensibly, the chances of this forecast ever becom-
Ing a reality will be greatly reduced. Innovative
change is needed, however, In a number of aree.

Specifically, it small business Is to obtain the
capital it needs to survive, it will have to depend to
a greater degree on institutional Investment. With
the declining role of Individal investors, Institu-
tions now bvar a critical responsibility. They must
fill the void created by the departure of Individual
investors who, during the period 1973 through
1978, sold approximately $25 billion more equity
than theybought.' The future of small business ies
in the power of Institutions to mobilize large
amounts of cash to purchase new offerings of
smaller companies and to provide venture capital
to :hose in a developmental stage. For reasons de-
tailed later In this Report, institutional Investors
have not as yet taken steps to fill that void. Actions
need to be undertaken to encourage Institutions to
become responsive to the capital needs of &ll sec-
tors of our economy.

As noted, individuals have been leaving the
marketplace al an alarming rate. The reasons for
this decline of indivIdual investors, discussed later
In this Report, are many. Notwithstanding this de-
velopment, however, Individual Investors remain a
potent force in the economy. Individuals still hold
the largest proportion of outstanding stock and
direct investments by Individuals contribute billions
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of dollars In new capital each year and provide
liquidity for the entire market.' The role of the Indi-
vidual Investor In the capital-raising mechanism of
our economy Is extremely Important and steps
must therefore be taken so as to stimulate his par-
ticipation In the marketplace.

In order to provide a full range of services to
both Investors and businessmen, It Is critical that
there be a strong nationwide network of broker-
dealers, The contraction of the brokerage Indus-
try since the early 1970's and the gr6wing concen-
tration of business Into larger firms Is a matter of
history. The consequences of this phenomenon,
like so many others, Is that it hits smaller business
the hardest. Many of the broker-dealers that have
disappeared through merger or termination are
the smaller, local securities firms that provided a
full range of services to local Investors and local
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companies. It was these local/regional broker-
dealers that brought many local businesses public
and provided secondary markets for their secu-
rities. Their demise will long be fell by those de-
veloping companies that will need their services
in the future. Steps must be taken, therefore, to en-
courage and promote the re-emergence of this
vital link in our nation's capital-raising system.

Other Impediments to capital formation which
affect small business Investment must also be ad-
dressed. These Include rules which constrain insti-
tutions and limit their flexibility In making Invest-
ment decisions. Tax laws also affect investment.
Among other things, they impact the ability of busi-
ness to generate funds for investment internally and
to obtain equity capital from outside sources. GOv-
ernment regulations, which prescribe the registra-
tion requirements of securities offerings, also In-
hibit small business investment to the extent
the paperwork and related costs of going public
are prohibitive. These problems must also be
addressed.
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CHAPTER TWO

SUMMARY OF RECOMMENDATIONS

The following Is a summary of the Committee's
recommendations for improving the opportunities
available for equity financing by small business.
Most are directed to the Congress. Others are

directed to the SEC. the Department of Labor, the
states, and the securities industrys self-regulatory
organizations. Several of the recommendations
contained In this Report have been developed on
the basis of comprehensive studies made by others
in government and Industry and parallel In certain
respects the recommendations ,ich emanated
from those studies. Again, this Chapter Is simply
a summary of the Committee's recommendations.
The thinking of the Committee and the data upon
which such recommendations are based are de-
scribed In greater detail In the chapters which-
follow.

Recommendations fo Congress

Tax Laws auid the Regulations Thereunder

" Permit the establishment of special tax-
deferred reserves similar to those in exist-
ence for the banking and Insurance in-
dustries for broker-dealers ,engaged in
market making as a means of pro-Rding
Improved depth and liquidity to the markets
In securities of small and developing com-
panies;

" Further reduce the rate of tax Imposed on
capital gains to provide for an 80 percent
exclusion from taxable Income for gains
realized from the sale or exchange of in-
vestments in businesses which had no more
than $6 million of equity capital at the time
such Investments were made;

" Increase the Incentive for Investing in small
business by allowing the capital gains tax
liability from Investments In small bus-
neesee to be deferred if such gains are re-
Invested within some prescribed period in
other new small business investments [this
recommendation Is consistent with that
contained In S.663, 96th Cong., 1st Sess.
(1979));

* Further reduce the income tax rates and
expand the Income tax brackets applicable
to smaller corporations to enable them to

retain a greater proportion of their earnings
to finance expansion and capital improve-
ments;

" Encourage investment in Subchapler S
corporations by increasing the allowable
number of shareholders from 15 to 35, by
removing the limitation on the types of
shareholders who may invest In such com-
panies and by eliminating the restriction on
the availability of Subchapter S treatment
for issuers having more than one class of
stock outstanding;

" Remove the limitation on the benefits which
can be provided under retirement plans of
Subchapter S corporations and which are
not applicable to any other type of corpora-
tion;

" Provide that employees of small businesses
shall realize no income at the time stock
options are granted or exercised, that the
gain on securities acquired through the
exercise of a stock option be the excess of
the selling price of the securities over their
value *t the time of grant and, that such
gain be recognized as a long term capital
gain if the combined holding period for the
option and the stock Is not less than three
years;

" Permit three year accelerated depreciation
for purchases of machinery and equipment
having a useful life of 36 months or more.
up to a maximum of $10,000 per year (this
recommendation parallels a proposal con-
tained In S.2742, 95th Cong., 2d Sess.(19

78)
and with the exception of the amount of
property eligible for such treatment, S.110.
96th Cong., 1st Sess. (1979)); and,

" Establish an investment tax credit for em-
ployer contributions to an employee stock
option plan (ESOP) In an amount not greater
than two percent of the compensation of
participating employees.

Employee Retirement Income Security Act (ERISA)
• Amend ERISA to redefine the so-called
"prudent man rule" to make clear that the
securities of smaller issuers are not ex-



276

cluded from the universe of securities ellgI-
ble for purchase by funds subject to ERISA.
Il Is recommended that this be done by
Including In the legislation a specific pro-
vision to permit the investment of ERISA
subject funds In securities of smaller com-
panies up to some maximum percentage of
assets under management. This Committee
recommends that the maximum percentage
be sel at five percent and that the term
"smaller companies" be defined to mean
any company with a market capitalization
not in excess of $50 million.

Federal Securifies Laws

* Permit public investment In professionally
managed venture capital firms by exempt-
Ing such firms from the Investment Company
Act of 1940 and thus, the various provisions
contained therein which make it extraordi-
narily difficult for venture capital companies
to operate successfully under the Act; and.

* Adopt some form of limitation of liability or
indemnification for attorneys and account-
ants rendering services to issuers making
securities offerings.

Recommendation to Department of Labor

* As a stepping stone to statutory change,
revise existing regulations to apply the
standards of prudence to the entire port-
folio of an ERISA-subject fund and not
specific Individual Investments contained
therein.

Recommendatons to the SEC
" Provide some form of limitation on under-

writer liability In connection with certain
securities registrations, particularly those
made using SEC Form S-16;

" In coordination with Industry organizations
and clearing agencies, continue current
efforts to establish a nationwide network of
clearing and settlement facilities featuring
a cost structure based on geographic price-
mutuanlzaton;

" Develop policies andlor rules to address
property the problems associated with the
volatility of new Issue markets; and,

" Insure that the newly created Office of
SmAll Business Policy will have the capa-
bility not only to evaluate the technical
aspects of new rule proposals but to ex-
plore broader Issues such as the concerns
expressed at the SEC's small business hear-
Ings and the Impact of existing Commission
regulations on small enterprises.

Recommendation to the States
* Adopt a uniform exemption from registra-

lion to replace existing state "blue sky"
exemptions for excharge-Iisted securItfs.

Recommendaton to the Securities indu Wa
Sef-Regufalory Organizations

* Continue current efforts to reduce the costs
associated with broker-dealer regulation
and compliance with a view toward estab-
lishing a single self-regulatory organization
for the industry.
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CHAPTER THREE

SMALL BUSINESS: ITS CONTRIBUTION TO THE ECONOMY AND
ITS JOURNEY TO MATURITY

THE ROLE OF SMALL BUSINESS IN THE
NATION'S ECONOMY

"Small business Is traditionally the sector of the
economy where expansion of industry and job de-
velopment go hand-In-hand. Small business Is the
essence of our free enterprise system." Those are
the words of America's leading small businessmen.
President Jimmy Carter. His statement expresses
In rather succinct terms the genesis of this Report.
The Importance of small business to the nation
and the American people cannot be overstated.
Through the drive, creativity and spirit of indi-
vidual entrepreneurs, the economy of this great
nation grew from its simple agrarian beginnings to
the most dynamic and diverse economy In the
world.

That the economy Is dynamic is evident from the
enormous amount of goods it produces and serv-
Ices its provides. By the end of 1978. the current
dollar value of the nation's Gross National Prod-
uct exceeded $22 trillion with personal consump-
tion accounting for almost two-thirds of that
amount. The consumer spent over $760 billion on
durable and nondurable goods as well as some
$640 billion on services." No other nation in the
world approaches the aggregate productive output
of our economic system. This result Is a direct con-
sequence of our free enterprise system which
allows every Individual to maximize his potential
and realize his goals through hard work, determi-
nation and the desire to succeed.

The efforts of Individuals to respond to the de-
mands of the free marketplace provide our econ-
omy with Its immense diversity. This economic
diversity Is achieved to a great extent through the
efforts of entrepreneurs whose small businesses
encompass a substantial sector of the economy.
Small businesses account for 56 percent of all pri-
vate employment, 48 percent of the nation's busI-

n output, 43 percent of GNP, and more than
half of all Industrial Inventions and Innovations."
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According to the Small Business Administration,
In 1975, small business (excluding farms) operated
a total of 10.232.000 businesses, of 96.7 percent of
the total of all businesses, and had annual business
receipts of $3.3 trillion, or 53.5 percent of all busi-
ness receipts."

According to a 196 Commerce Department
study, small business accounted for more than half
of all scientific and technological developments
since the beginning of this century. Also, a Na-
tional Science Foundation study, which covered the
period between 1953 and 1973, found that small
firms produce about four times as many Innova-
tlions per research and development dollar as
medium-sized firms and about 24 times as many
as the largest firms.

Small business is also the nation's job creator.
Recent studies by the Massachusetts Institute of
Technology and the American Electronics Asso-
clation disclosed that the rate of growth In hiring
among small high-technology firms ranged be-
tween 24 and 40 percent. nearly nine times that of
employment growth In other sectors of the econ-
omy." According to a recent House Subcommittee
report, the sum of the effect of small business on
employment Is almost 66 times the effect of larger
business.'1 These figures help to highlight the im-
portance of small business to the ecnomc health
of the country.

The U. S. Small Business AdmlnlistratIon con-
siders a firm to be "'small" and eligible for SBIC
financing if its assets do not exceed $9.0 million,
if its net worth Is not more than $4.0 million. and,
if its average net income after taxes for the preced-
Ing two years was not more than $400,000. How-
ever, for purposes of this Report. a business is con-
sidered "small" if it has a market capitalization,
i.e.. the market value of securities outstanding, of
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$50 million or less. Fifty million dollars In market
capitalization was selected by the Committee as a
breakpoint for distinguishing between "large"
and "small" business since, as demonstrated later
In this Report, Issues which fall below the level are
normally excluded from the Investment portfolios
of many institutional Investors. This factor, coupled
with a myriad of other factors discussed In suc-
ceeding chapters of this Report, has left this cate-
gory of Issuer starved for equity capital. Because
of this, the Committee has determined to address
the financing predicament of all businesses having
a market capitalization of $50 million or less.

THE MFE CYCLES OF A GROWING BUSINESS
AND ITS SOURCES OF FINANCING

For a small business to develop, It must have an
adequate supply of capital, preferably long-term
capital, to help It Implement Its business plan, to
provide it with sufficient current assets during the
period that the business Is being established and
to provide It with the capital necessary for growth
and expansion.

In a 1977 SBA Task Force Report on Venture
and Equity Capital for Small Business, the life
cycles of a growing business en route to corpo-
rate maturity were described In some detail. As
Indicated In Chart i and as described In the SBA
RepOrt, each stage In the life of a business enter-
prise requires a different type of capital. To pro-
vide this capital and to fulfill these financing needs,
small developing companies have historically
looked to commercial banks and other lending In-
stltutlone, venture capital groups and Investment
bankers for assistance. Financing through com-
mercial banks and other lenders Is normally
sought to fill Intermediate or short-term needs.
This Is not permanent capital, but rather, tempo-
ray financing via term loans. It Is also a limited
source of catal. since the amount of debt financ-
Ing avalable to a business Is directly tied to Its
equity bae. The availability of this type of financ-
Ing in terms of cost Is also tied to the prevailing
rate of Interest.

Apart from borrowing money, the only other
method available to business for raising capital is
to ell ownership Interst in it, Le., to sell equity.
Wh debt financing limited by a company's equity
bow new equity or risk capital must be obtained
If the IOfe cycle of the company s to proceed with-
out Interruptio. For mtail and developing com-
panies, t opportunities for growth are often well
be their ability to finance themselves. They
ns drore look to others. Venture capital
gretp genrwaiy proid risk financin to busi-
nsses In this stag of developmenL ILe., busi-
neem wh~ have expde bo e InMI or

a

start-up phase--he phase normally financed by
the owners of the company, friends of the owners,
relatives, and others having a special Interest In
the company." Investment 1-ankers also fulfill a
financing need by providing equity capital to firms
which are generally mre firmly established.

Generally speakis.g, the longer a firm Is In busi-
ness, the more like it Is to succeed and the lower
the risk associated with an Investment In It. As a
corollary, the longer a firm Is In business, the more
successful It Is, and the larger Its equity base, the
easier it Is for it to fill Its financing needs from Its
own earnings, by selling additional equity or by
borrowing. As a result, those that need capital the
most, I.e., smaller companies In the early stages of
development, experience the greatest difficulty In
obtaining it. Because they are Incapable of gen-
erating the capital needed to support their growth,
potential small developing companies are forced to
obtain outside assistance.

As Indicated In Chart 1, public financing is not
normally available to a company until it has
achieved a minimum of $10 million In revenue. This
has not always been the case. In recent years,
there has been an upward shift in the amount of
revenue needed before a public offering could take
place. In the '60's, all that was needed was an Idea.

Venture capital groups usually provide the tran-
sition between personal Investment and public In-
vestment by obtaining and providing financing for
a small, developing company after It has brought
or is about to bring Its product Into production, has
developed some commercial Interest, and has
established a small line of bank credit. This Is
known as "'first stage financing."

Venture capital groups also provide what Is
known as "second stage financing." This Is pro-
vided to companies which are producing and
shipping; whose accounts are growing and whose
marketing expenses are Increasing. At this stage,
the need is primarily for working and expan-
sion capital; for, although It Is growing, the corn-
pany may still be operating at a los At the third
stage of development, a firm Is generally breaking
even or making a profit. Financing at this point Is
Intended to provide funds for further plant expan-
slon, marketing, working capital or perhaps acqul-
sitlons. Following this stage, another form of
financing, known as "bridge financing," begin. It
normally occurs when a company Is sIx months to
a year from going public, I.e., securing external
financing for a business through the sale of stock
to the public. Such finacing Is usually structured
so that the funds borrowed via the bridge financing
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ca be repaid from the proceeds of the public
underwriting."

Should a company determine to go public, it will
enlist the services of an investment banker to
facilitate the company's transition from a private
enterprise to a public corporation. The Investment
banker agrees to buy the securities being Issued
or arranges placements of them In order to pro-
vide the Issuing corporation with the funds It re-
quires. In the case of small offerings of securities,
an underwriting firm will purchase the securities
itself for subsequent resale to the public. For larger
offerings, an Investment banking firm will estab-
lish an underwriting syndicate and a selling group
to facilitate the placement of the Issue. In addition
to setting up a distribution network for the offering,
the Investment banker renders advice and many
other services to issuers.

0 Mid

After the underwriting Is complete, frequently
one or more members of the syndicate will act In
the capacity of dealer by making a market In the
securities of the Issuer. Many consider It a part of
their function to maintain a secondary markeL By
standing ready to buy and sell the securities of an
issuer in the market, an over-the-counter market
In the Issue is created.

Going public Is the pay-off for the venture cap-
italist since it liquefies his investment. From the
perspective of the Issuing company, it is perhaps
the most Important step it can take on the road to
maturity. It is the step In the financing process that
gives validity to those which precede It. It gives the
Issuer new permanent capital In the form of In-
creased equity investment and new borrowing
capacity via an Improved debt to equity ratio. If a
firm finds that it cannot go public, the pressure to
liquify the Investment Is likely to force a merger.
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CHAPTER FOUR

INSTITUTIONAL INVESTORS: THEIR GROWTH AND THEIR INVESTMENT
PRACTICES

During the last 20 years, the level of trading by
institutional Investors has increased to the point
that they are the single most dominant force In our
nation's securities markets. While the long-term
effects of this Increased level of Institutional activ-
Ity are unclear at the moment, one thing is for cer-
tain--our securities markets are undergoing signifi-
cant change. Among those being Impacted by this
restructuring are small businesses and those seek-
ing to achieve access to the public securities
markets. For a variety of reasons, many of which
are discussed below, the Committee has found that
a substantial number of Institutional Investors and
professional portfolio managers follow investment
policies which discourage or overlook investment
In the securities of the smaller companies. In light
of projectiOns that Institutions will hold over 50
percent of all public securities by 1985, it appears
to be a foregone conclusion thit smaller com-
panies will face even more difficult times In the
years ahead In seeking to finance normal growth,
modernization and expansion. This Is the likely
scenario unless, of course, Institutions change
their Investment practices and become more will-
ing to Invest In smaller companies.

The data contained In this section of the Report.
evidencing the growing concentration of securities
trading by Institutions, was obtained through a
variety of sources, Including the aforementioned
survey conducted by this Committee of Institutional
Investors and professional portfolio managers. The
data developed by this study Is new information
which documents and quantifies for the first time
the extent of the fMnancing problem facing small
business. Many of the reasons which underlie the
negative bias of Institutional Investors toward small
business investment and the steps which this Com-
mittee bellevos must be taken to encourage institu-

tional Investitnt In small business are discussed
In this section of the Report.

GROWING CONCENTRATION OF FINANCIAL
AND MARKET POWER IN INSTITUTIONS-
A 20-YEAR SURVEY

There Is much evidence to confirm that over the
lest 20 years, the financial and market power of
Institutions has increased dramatically. For ex-
ample, according to data compiled by the SEC. the
total market value of outstanding stock, both corn-

mon and preferred, was approximtely $1 trillion
as of December 31, 1977. Of this amount, over 31
percent, with a market value of $311 billion, was
owned andlor controlled by Institutional Investrs.'
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Included in these figures are life and fire and cas-
ual*y insurance companies which have increased
their holdings from $12.5 billion in 1960" to $50
billion in 1977." Holdings for private non-insured
pension funds grew from $16.5 billion in 1900" to
over $100 billion in 1977.1 while the holdings of
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state and local retirement funds went from $0.4 bil-
lion" to $28.1 billion 24 during this same period.

The amount of assets under management or held
In trust Is another indicator of both actual and po-
tential market power. For example, the amount of
assets held in trust by commercial banks has In-
creased from $288.5 billion In 1970 to over $0
billion In 1977.

n Also, since 1960, mutual fund as-
sets have increased from slightly under $24 billion
to nearly $77 billion in 1977. Private pension fund
assets have grown more dramatically. In 1960. the
assets of private pension funds totaled $38.1 bil-
lion. Today, these plans have assets in excess of
$185 billion with state and local government em-
ployee retirement funds controlling another $147
billion for a total of $354 billion. Over $274 billion
of this amount consists of outstanding corporate
stocks and bonds."

More evidence of the growth of institutional In-
fluence In the securities markets can be found In
data compiled by the NYSE. As Indicated in Table
5, by the end of 1975, institutions held $250.5 bil-
lion worth of NYSE-listed issues. This represented
an increase of 44 percent over the $160 million
held by Institutions In 1969 and an Increase of 89
percent over the $122.1 billion held by such Inves-
tors in 1965. Since the major stock market Indices
have shown very little change over this same pe-
riod, It is reasonable to assume that this substan-
tial growth In Institutional holdings is due mainly to
new Investment and not price appreciation.

Table 6 provides further evidence of Increased
institutional participation In our nation's securities
markets. As indicated in that table, Institutions,
wftichhad accounted for 33 percent of the trading
volume and 38.7 percent of the dollar volume on the
NYSE In 1961, were responsible for over 57 per-
cent of the NYSE's trading volume and over 70
percent of its dollar volume by 1976."1 This In-
crease was also accompanied by a dramatic rise
in the size of the average NYSE transaction. In
1970, the average number of shares per transac-
tion appearing on the NYSE ticker tape was 388.
That figure had risen by over 27 percent In 1975 to
495 shares per transaction. By 1977, the average
NYSE transaction had Increased to 641 shares per
transaction--a staggering 65 percent Increase
over the 1970 figure."

Block transactions are another indicator of grow-
Ing participation In the securities markets by
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4nstitutiors. In 1976, a total of 47,632 block trades
Involving 1,001,254,000 shae valued at approxi-
mately $29 billion took place on the NYSE. During
1977, the number of block trades on the NYSE in-
creased o 64,276. These trades Involved
1,183,924,000 shares valued at almost $34 billion.
From this data, a parallel between historic block
actively and the Increase and decrease in the
shares outstanding of NYSE-listed Issues held by
institutions can be drawn."

As noted in Table 6, for each year in which the
market value of Institutional holdings rose or fel,
there was a corresponding riae or fall in the num-,
ber of block sized transactions effected on th
NYSE. Although the figures for the mar" vlu of
Institutional holdings and percent of total NYSE-
listed Issues held by Institutons for 1976 a i7
are not presently available, It would appew re-
sonable to conclude from an extrapolsao of the
historical block data that the perc~enage of h'e1-
tutional ownership of NYSE securities shilarly W-
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cesed In 1476 lahd 1177. This, coupled with the
NYSE's estimates for Institutions not included in
its published computations. provides added evi-
dence of a growing concentration of economic
power in the large financial Instutions

SPECIAL SURVEY OF THE CURRENT
INVESTMENT PRACTICES OF INSTITUTIONAL
INVESTORS AND PROFESSIONAL PORTFOLIO
MANAGERS

in order to quantify the magnitude of the problem
of small business financ"ing, the Committee, with
the assistance of Price Waterhouse & Co.. Inde-
pendent certified public accountants, conducted a
survey of over 1900 Institutional Investors and pro-
fessional portfolio managers, Including bank trust
departments, Insurance companies, investment
companies /mutual funds, Independent money
managers and college endowment funds. The pur-
pose of the survey was to develop Information not
previously known about the Investment policies,
practices and preferences of these various cate-
gorles of Investors. The survey consisted of 13
questions designed to elicit relevant data regard-
Ing the types of Investments being made by these
Investors as well as their reasons for such. A copy
of the survey questionnaire and related material
Is appended to this report as Exhibit A. A report
prepared by Price Waterhouse & Co.. analyzing
the results of the survey as well as a detailed nu-
merical breakdown of the numbers and types of
survey responses Is also attached as Exhibit B.

Approximately 30 percent of those surveyed re-
sponded. This is an exceptionally high rate of re-
turn for a voluntary survey of this nature, partic-
ularly since there was a fair amount of overlap, In
term of common management, among many of
those surveyed. From Its review of the data re-
ceived, the Committee believes that It now has In-
formation which provides a fairly accurate meas-
ure of the current Investment attitudes and
practices of a majority of the country's Institutional
investors and professional portfolio managers.

ANALYSIS OF SURVEY RESULTS

The following is an item-by-item summary of the
responses received from 658 respondents. A total
of nine of the 658 were submitted on behalf of
46 companies. These were tabulated as nine
responses.

Queston 1: What isthe nture f your opea-
Uen?

A total of 537 Individual responses were re-
calved to QuestIon I representing 568 answers
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(some respondents checked more than one type
of busbwss activity). A total o4 64 out of 86 nS-
tional bank trust departments, or 45.2 recent of
those surveyed, responded. Twenty-four out of
89 college and university endowment funds, or
27.0 percent of those surveyed, returned question-
nasres. Of the 609 Investment companies surveyed,
132, or 21.7 percent of those sent questionnaires,
responded. A total of 316 out of 1056 Insurance
companies surveyed, or 29.9 percent, replied. Also,
a total of 26 Independent money managers and 13
other entities returned survey questionnaires. The
Committee was extremely pleased that over 46 per-
cent of bank trust departments responded to Its
request for Information. These entities control the
single largest portion of professionally managed
Investment funds subject to ERISA In this country.
In the opinion of this Committee, the extremely
high rate of return, In this and other categories of
those surveyed, forms a valid basis from which
numerous findings can be made and upon which
certain conclusions can be drawn.

Question 2: What ae the oures and per-
entages of invesanent fums

managed?

Of the 537 responses received, 516 provided In-
formation on the sources and percentages of In-
vestment funds which they manage. Of this total.
376 Indicated that Individual investors were a
prime source of the funds they handle. On the
average, individuals provide approximately 80 per-
cent of the total Investable funds of these organim-
tions. Pension plans were a major source of Invest-
ment funds for 261 respondents (many of the
respondents to the survey have -more than one
source of Investment funds) and such plans con-
stItuted an average of about 28 percent of the total
funds they manage. Institutions were the third larg-
est source of funds of those responding to the
survey. A total of 176 said they managed the funds
of Institutional customers and that these monies
represent 36 percent of the total funds they pres-
ently have under management A final category
entitled "Other" was indicated by 123, or 24 per-
cent, of all respondents. Examples of such "'Othe?
sources of funds include corporate trusts, union
funds, reserves, surplus funds and investment
companies, among others. The fact that such a
large percentage of managed funds Is ontribu
by Individual Investors supports the CommIttees
conclusln, detailed later In this Report, that in-
vestors are maldng Indirect Investments In profes-
slonsily-managed accounts through pension funds,
savings ploas and other similar investment vehl-
cles with the result being that a reduced level of
discretionary Income is available for direct pur-

13
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chases of equity and debt products. It also sup-
ports the Committee's contention that profession-
ally-managoo accounts are becoming so much a
part of our economic system that the growth of
these plans will probably continue to Increase for
the foreseeable future.

Question 3: What Is the approximate dollar
value of assets Currently man-
age (in milions of dollars)?

The Committee's Inquiry regarding the dollar
value of assets currently managed by members of
the survey population produced a broad range of
responses. While almost 60 percent of the re-
spondents (302) indicated that the portfolios they
manage are valued at $2S0 million or les, the re-
maining 40 percent (233 respondents) reported
aset figures which ranged from more than $251
million to over $10 billion. Seventy-two out of 84
responding bank trust departments said they man-
aged assets In excess of $251 million. The only
respondents with assets In excess of $10 billion
were in the bank and insurance company cate-
gories.

Question 4: What percentage of assets cur-
rently managed Is subject to Em-
ployee ReUrment Income Secu
rity Act (ERISA)?

Of the 514 responses received to this question,
410 respondents, or 79.8 percent of the total, In-
dicated that fess than 25 percent of the assets
which they manage are subject to ERISA. It is as-
sumed that many of these 410 respondents do not
manage any ERISA-related funds. Unfortunately,
the survey form was not designed to allow a nega-
tive or zero response. Of those which said thai less
than 25 percent of the assets they manage were
subject to ERISA, 254 were Insurance companies,
while another 19 were college endowment funds.
98 were mutual funds, 38 were bank trust depart-
ments and eight were Independent money man-
agers. In view of the nature of their business activ-
Ities, It is quite probable that the majority are
unaffected by ERISA. As the survey data clearly
documents. out of all of the categories of institu-
tions surveyed by the Committee, only bank trusts
and Independent money managers have more than
a nominal portion of their assets subject to ERISA
constraints. More specifically, only 40 of 514 re-
spondents (7.8 percent) stated that more than 50
percent of tleir assets are ERISA related.

Question 5: Of the total assets managed, what
amount is currently Invested In
eoamn stocks?

This question was designed to give a clear-cut

Indication of the perceived attractiveness of cow-
mon stock Investment on the part of both Institu-
tionel Investors and professional portfolio man-
agers. A significant proportion of the respondents
answering this question. 53.8 percent. noted that
les than 25 percent of the total assets which they
manage are Invested In common stock. Almost 75
percent of all respondents Indicated that common
stock investments make up lee than 60 percent of
their Investment portfolios. Only 63 of the 3 In-
stitutions which answered this question (11.5 per-
cent) noted that theyhave more than 75 percent of
their assets In equity securities.

An examination of this question by Individual
categories shows that 63 percent of bank trust de-
partments, 58 percent of college endowments and
96.5 percent of insurance company respondents
have less than 50 percent of their assets In com-
mon stocks. Only Investment companies/mutual
funds and Independent money managers show sig-
nificant investments In equities. A total of 66 per-
cent of mutual fund respondents and 53.8 percent
of the independent money managers have more
than one-half of their assets In equities.

Question 5: What percent of thes common
stock holdings would you est-
mate Is Invested In the following
types of equity security?

This question was Intended to provide informa-
tion as to the specific types of common stock In-
vestments held by Institutions. The responses Indi-
cated a marked bias In favor of securities of larger
companies. Out of 509 respondents, 500 (91 per-
cent) stated that they held NYSE-listed stocks.
These Institutions indicated further that on the
average such securities comprised over 86 percent
of their equity holdings. In terms of popularity, over-
the-counter securities displayed on the NASDAQ
System ranked second. Such securities were held
by 357 Institutions (70.1 percent of those respond-
Ing to Ouestion 6). They reported that such Invest-
ments constituted an average of slightly less than
11 percent of all equity securities held. Securities
lised on the AMEX were held by 260 respondents
or approximately 51 percent of thos surveyed
and, on the average, such Investments amounted
to 7.82 percent of respondents' equity positions.
Securities traded over-the-counter but not- die-
played on NASDAQ, those traded on regional stock
exchanges. and those over-the-counter stocks for
which there was no existing public market were
held by 161 respondents, or 32 percent of the
survey population. The survey data clearly docu-
ments that institutional Investors ore disinclined
toward Investment of significant amounts In secu-
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ritles of companies which are not among the na-
tion's largest and most broadly capitalized.

Question 7: What percentage of new money
received In 1978 has been In-,

vested in equity securities?

Sixty-three percent of those answering this ques-

tion (329 of those surveyed) invested less than 25

percent of new money received In 1978 In equity

securities. This rather low percentage may be due

In part to the larme n: mber of Insurance companies

which respondeo to the survey and the fact that

the reserves they riaintain are Invested subject to

various restrirlom, Imposed by state insurance

commissions. Approximately 72 percent of the

bank trust departments responding to the survey

noted that they Invested between 25 and 75 per-

cent of new money received in 1978 in equity

securities. Although no statistics are maintained

by the bank regulatory authorities as to the amount

of new money inflows to bank trust departments,

by virtue of the sheer size of their assets alcne, it

can be assumed that the equity Investments they

collectively made during 1978 were of consider-

able size and impact. Of the investment company

mutual fund respondents, 33 percent (36 funds)

Invested less than 25 percent of new monies in

equity securities, while another 25 Vescent (an-

other 28 funds) Invested between 25 and 75 per-

cent of such equities. The remaining 46 Investment

company-.respondents (41.8 percent of alf funds

answering this survey) placed over 75 percent of

the assets acquired In 1978 In equities.
The above data documents two facts. First, it

evidences the significant participation In the

marketplace by Institutional investors. By compar-

Ing the responses to this question to those of

Question 5. it can also be seen that new money Is

being Invested In equities at rates below the per-

centages of equity Investment currently held In the

portfolios of such institutions. While the equity In-

vestment percentage rate of Institutional investors

appears to be declining, at least in relation to the

current makeup of Institutional portfolios, other

data suggest that the overall dollar value of equity

Investments continues to Increase. In other words,

Institutions appear to be Investing more money in

equity products but at declining rate of growth.

Question 6: Do you have any policy, either
formal or Informal, which requires
a minimum level of market
capitatizatlon for companies in
which you Invest?

According to the survey data, the existence of

policies which delineate investment criteria with

respect to market capitalIzation appears to be

widespread among Institutional Investors and pro-
fessional portfolio managers. With the exception
of college endowment funds, the majority of re-

spondents In every category Irdicated that they

had such a policy In effect. Most, however, said

their policies were Informal. Bank trust depart-

'ments led this group with 81 percent reporting that

they had some form of policy. Also, 66 percent of

the investment company/mutual fund firms re-

sponding to the survey stated that they operated

under such a policy. in addition. 51 percent of in-

surance company respondents and 72 percent of

Independent money managers said they, too, fol-

lowed some type of policy relating to minimum

capitalization standards. Of the college endow-

ment funds. 71 percent Indicated that they did not

operate under any policy, either formal or Informal.

Question 9: If your response to Question No.
8 was "yes," what Is the minimum
market capitalization standard
your organization hae established
(in millions of dollars ?

Of the 307 responses received to this question.

there were only two categories in which the majority

of respondents Indicated that their policies per-

milled them to invest In securities of firms with a

minimum market capitalization under $50 million.

These were investment companles/mutual funds

with 55 percent so responding (42 out of 77) and

college endowment funds of which five out of

seven indicated that they would invest In firms

with capitalization of under $50 million. Only eight

out of 19 independent money managers and 19 out

of 87 bank trust departments followed policies

which permit investments in securities having a

market capitalization of less than $50 million. Only

48 out of 142 Insurance companies, or 34 percent.

have policies which permit investment In com-

panies with less than $50 million capitalization.
The survey has made it very clear that the large

majority of institutional Invgstors have discrimina-

tory policies against Investment In small business

as that term Is defined In this Report.

Question 10: If you do not Invest In companies
with a capitalization of lees than
$60 milliOn, plese Indicate the
reasons for such by ranking them
from "most Important" (1) to
"lea Important" (S), as appe-
cable?

All but one of the categories of respondents

rated "Lack of Liquidity" as the number one roe-

son for not Investing In such companies and the

one group. Independent money managers, which
did not rate It first, rated It second. "Lack of In-

.15
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dependent Research" and "Price Volatility" were
rated second and third, respectively, as reasons
why Investment In companies with a market cap-
ItalIzation of less than $50 million were not made.
"Difficulty In Valuation" was rated fourth. "Lack of
Financial History" of the Issuer, "Cost of In-House
Research" and "ERISA Concerns" were the re-,
maing reasons cited by the survey respondents for
not Investing In these smaller companies.

The liquidity problem is one with which this
Comrmttee is vitally concerned and for which it
has developed several recommendations. Those
are discussed later In this report.

.n citing Inadequate research on small compa-
nies, it would appear that institutional Investors are
saying that research on these companies is either
unavailable or that the cost of preparing it in-house
Is not cost effective. The Committee recognizes
this to be a serious problem and one which must
be overcome if small business Is Io get its share
of investment funds.

In analyzing the responses to Question 10, it was
noted that the answers vary according to the cate-
gory of respondent. For example, while ERISA was
cited as the least important reason by all respond-
ents !or not Investing in companies with a market
capitalization of less than $50 million, bank trust
departments, I.e., those having the greatest arrount
of ERISA-subject money, rated ERISA concerns
as the fifth most Important reason why they shy
away from small business Investment. The other
categories of respondents have very little in the
way of ERISA-subject funds. The reasons which
bank trust departments rank *1, #2, #3 and *4-
"Lack of Liquidity," "Lack of Independent Re-
search." "Price Volatility" and "Lack of Financial
History." respectively, are, in many respects,
simply another way of saying "ERISA Concerns,"
since these are the very factors which influence
portfolio performance and the efforts of ERISA-
subject fiduciaries In seeking to minimize risk and
maximize return.

Question 11: Would you favor a change In
ERISA or In the administration
thereof to encourage Investment
In small companies (I.e., securl-
ties which are presently excluded
from your universe of InvOs-Unt
to the extent ERISA Is a factor)?

The fact that ERISA Is considered an Impedi-
ment to Investment In small business Is further
evidenced by the responses received to this ques-
tion. Over 38 percent of the 521 respondents to this
question favored amending ERISA or the admin-
Istration thereof to encourage investment In small
business, while only 13.6 percent recommended

,..18

that no changes be made. The remaining 48 per-
cent had no opinion on the Issue. The high rate
of those responding with "no opinion" appears
consistent with the fact that many of these Insti-
tutional Investors and portfolio managers handle
funds which are not subject to ERISA.

Question 12: If your response to Question No.
11 was "yes," do you favor eithe
of the following?
A. Legislation to red*i th
"prudent man rul" to allow some
percentage of assets managed to
be Invested In the securities of
small companies, e.g., a 5%
"basket clause."

The question of whether legislation should be
adopted to amend the "prudent man rule" to allow
some percer.lage of assets managed to be in-
vested in the securities of small companies, e.g.,
a five percent "basket clause," received support
from over 85 percent of the respondents to this
question (171 out of 201 responses). As to the
individual categories, bank trust departments sup-
ported a change In the "prudent man rule" by 30
to 3. Responding insurance companies also were
in favor of a change by a margin of 88 to 9. All
other r categories were similarly in favor of a
change In tie prudence standard prescribed by
ERISA by overwhelming margins.

B. Revision In present regulations
of the Departments of Labor and
Treasury relating to overall port-
folio adrrinlstration.

As to the question of whether revisions in the
present regulations of the Departments of Labor
and Treasury relating to overall portfolio adminis-
tration were needed, the answer was a resounding
"yes." The aggregate response Indicated that over
86 percent of those answering this question fa-
vored revisions In the regulations (152 out of 175
responses). Within the individual categories, the
support for this proposal was substantial. For
example. 44 out of 51, or 86 percent, of the Invest-
ment company/mutual fund respondents sup-
ported administrative change. Of the ban% trust
depar;nents which responded, 29 out of 33, or
88 percent. favored revision of the regulations.
Insurance companies expressed support for the
alternative by a margin of 70 to 10. As v.ith the
"basket clause." the remaining groups favored this
proposal by substantial majorities.

The responses to these questions show a high
degree of confusion on the part of fiduciaries as
to what the prudence standard means and how it
relates to small business InvestmenL The message
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is clear. These investors desire both legislation
and administrative action as a means of ending -
this confusion.

Question 13: What other Incentives, if any, do
you favor to encourage small busl-
ne" investment?

Of all the responses received, the one incentive
favored by the majority of respondents (336. or
64 percent of those surveyed) was legislation to
provide additional capital gains tax relief. Within

the Individual categories, the support was even

more pronounced. Seventy-three pergent of bank

trust departments (61 out of 83) and 81 percent

of the Independent money managers (20 out of 25)

made this recommendation. In addition, 74 percent

of the Investment companies/mutual fund group

(87 out -of 118) also called for reduced capital

gains tax. With regard to the question of whether
legislation was needed to provide for the roll-over

of capital gains tax on investments In small busi-
nesses if reinvested In other small businesses, a

total of 147 respondents, or 28-percent, said they

were In favor of such.

GENERAL CONCLUSIONS

There is nothing on the horizon to suggest that

institutions will play a reduced role in our nation's

securities markets. On the contrary, all the evi-

dence tends to suggest that their assets will con-

tinue to grow and they will play a more dominant

role In our securities markets. While the Commit-

tee certainly does not object to the growing role

of institutions, It does believe that small business,

on the basis of the data it has uncovered, is not

receiving a fair share of the Investment dollars

institutions control and manage, at least not In

proportion to the contribution small business
makes to the nation's economy.

This Committee is also of the opinion that the

federal pension law Is, In large part, responsible
for the Institutional bias against investment In

small business. With the enactment of ERISA In

4974, a complete overha
t '! of pension and em-

ployee benefit rules took place. Generally speak-

Ing, ERISA affects virtually every pension or other

employee benefit plan. The law established man-

dalory rules for plan participation as well as

alternative vesting procedures and higher, more
strIngent minimum funding standards. In addition,

ERISA also Increased plan reporting requirements,
designated certain prohibited transactions, and

tightened fiduciary rules" It Is these fiduciary
rules with which this Committee Is primarily con-
cered.

-L- bw.oa -wt ANo so 104-1a .W trPtie' Cemoo", c4.
its WIi. , its, om 1# a.i?,# 1.

Under the Act. all fiduciaries are required to
discharge their duties solely in the interest of the

plan's participants and beneficiaries. Under pen-

alty of personal liability, they are compelled to

replace any losses resulting from a breach of

fiduciary duty and they must return any profits

made through the illicit ute of the plan's assets."

To provide fiduciaries with some guidance as to

what constitutes an appropriate investment, ERISA

slates that fiduciaries must act with the care. skill,

prudence and diligence that a prudent man would

use under similar circumstances.

The Committee believes, as demonstrated by the

data developed from its survey, that these pro-

visions of ERSA serve to discourage investment

by institutions In the securities of sma!l busi-

nesses. The cause of this is quite simple. Individ-

uals charged with the responsibility of managing

large institutional portfolios find comfort In invest-

ing In high grade, blue chip securities thought to

offer low risk in order to avoid any possibility of

violating the comprehensive fiduciary standards

of ERISA. Although a number of other factors are

certainly at work in tandem with ERISA, such as

the availability of adequate outside research and

market liquidity, it is a statistical fact that since

1974, the percentage of trust assets of commercial

banks invested In common and preferred stock

declined 13 percent to 51 percent in 1977." Given

the prudent man rule and its perceived emphasis

on low-risk investments, one can reasorabty as-

sume that this divestment of stocks did not include

to a great extent the AT&T's and IBM's of the

securities markets.

The detrimental effect of ERISA on venture capi-

tal, a substantial source of start-up funds for small

business, is documented by a recent survey con-

ducted by the National Venture Caoital Associp-

tion. As shown in Table 7, venture capital money

from sources subject to ERISA regulation declined

sharply from 33.7 percent of the total money raised

during a pre-ERISA period to 6.8 percent after the

adoption of ERISA-a drop of almost 80 percent.

This drop occurred despite a S56 million increase

in the size of the venture capital funds surveyed.

The slack caused by this shortage of ERISA money

appears to have been picked up In part by foreign

Investment which arose from zero participation to

over ten percent while bank holding companies

Increased their Involvement by eight perce 1t. In

the opinion of this Committee, reliance on foreign

investment in high technology firms is question-

able and possibly Inconsistent with the national

Interest since It transports those technologies out

aIbid. 55-100
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of this country. It points out, however, the serious
inability of these companies to raise capital here.

The requirement for fiduciaries to make every
effort to assure that the monies entrusted to them
realize the greatest possible return with the mini-
mum amount of risk Is well understood. Unfortu-
nately, those charged with making these invest-
ment decisions have mistakenly concluded that
under ERISA, issues which are not among the
most-highly rated or which do not possess a long-
established earning history may be viewed as
securities of questionable quality, the purchase of
which could conceivably result in expensive and
prolonged litigation. Although this is an incorrect
Interpretation of ERISA standards, it is nonethe-
less a view which Is prevalent among many of
these investment managers.

RECOMMENDATIONS

In order to insure the viability of American in-
dustry in world markets, the Committee believes
the following steps must be taken to encourage
greater investment by institutions in small and
developing companies.

* Amend ERISA to Redefine "Prudent Man
Rule"

On the basis of Its survey, the Committee
recommends that ERISA be amended to re-

define the "prudent man rule" to make clear
that the securities of smaller issuers are not
excluded from the universe of securities eligi-
ble for purchase by funds subject to ERISA.
On this poirt, the Committee was heartened
by the comment of a representative of the
American Bankers Association in recent testi-
mony before a Senate subcommittee when he
said:

"The trustee's duty is to manage the assets
that have been specifically set aside to pro-
vide retirement benefits at a future date.
In choosing particular investments the
trustee must take into account all the pres-
ent facts and circumstances and the pros-
pects for the future. Additionally, ERISA
requires that the investments be diversified
so that the risk of loss is minimi'ed. Thus,
in picking the investments which make up
a particular portfolio there is no built-in
bias toward any particular type of security.
The portfolio consists of a mix of securities
chosen in such a way as to minimize the
level of risk of the portfolio as a whole and
to maximize the potential for income and
capital appreciation. ERISA's prudent man
rule allows for investment in all types of
businesses including small and locally situ-
ated ones. If there are local investments
which offer good economic prospects and
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an acceptable level of risk, the trustee is
free to choose them." "

In the opinion of this Committee, affirmative

action in the form of legislative change and

administrative action is urgently needed so as

to remove the confusion that surrounds the

issue of small business investment.

For those individuals responsible for making

investment decisions on behalf of institutions,

the legislation niust clarify, once and for all,

that investments in smaller companies by

ERISA-subject accounts do not'in any way

conflict or violate the prudence requirements
to which all ERISA fiduciaries are subject.

Without question, securities should be pur-

chased by fiduciaries on -the basis of eco-

nomics, i.e., appreciation potential and pres-

ent and projected rates of return. Securities
should not be included or excluded from any

investment list or from investment considera-

tion solely on the basis of an issuer's size and

a national following. In addition, the legisla-

tion should be amended further to make clear

that the prudence standard applies to the

entire managed portfolio and not specific or

individual investments contained therein. By

emphasizing overall portfolio performance
and not the performance of individual compo-

nents of a portfolio, institutional investment

In small business would be greatly encour-

aged. To insure that small business receives
its proper share of the investable funds of

institutions, this Committee would support in-

clusion in the legislation of a so-called "bas-

ket clause" along the lines of that previously

proposed in legislation introduced by Senator

Lloyd Bentsen on January 18. p tS1.285,-

95th Cong.. lst Sess.) and by Congressman
John J. LaFalce on October 11, 1977, and

May 10, 1978. In HR. 9549,-95th Cong.. 1st

Seas and H.R. 126k6, 95th Cong., 2d Sess.,

respectively. From our survey, of those re-

sponding to the question of whether the "pru-

dent man rule" should be amended to permit

some percentage of assets managed to be In-

vested in small companies, over 85 percent, or

171 out of 201, answered "yes." For those with

higher concentrations of ERISA-subject funds,

the percentage In favcr of such an amend-
ment was slightly higher.

No matter how many times the "prudent man

rule" is defined or interpreted, there will

always be some doubt or uncertainty. Unless

the uncertainty in the mind of those respon-
sible for making investment decisions is

removed through some form of affirmative

action, small business will continue to be

ignored and excluded from the investment

portfolios of institutional Investors. In the

opinion of this Committee, the solution lies in

the adoption of a basket clause. It would

remove the perceived barriers to small busi-

ness investment by providing pension fund

managers with a clear assurance that Invest-

ments in small business are indeed appro-

priate for inclusion in a managed portfolio

subject to ERISA and that it is in the nation's
interest to do so.

Revise Existing Departatent of Labor Regula-
tions Relating to Over&lt Portfolio Admlntstera-
lion of ERISA-Subject Funds

The Committee, as well as over 87 percent

of those responding to this survey question,
support the effort of the Labor Department to

clarify the intent of ERISA with respect to the

"prudent man rule." Rules which apply the

prudence standard to the entire portfolio and

not to specific investments contained therein

are both appropriate and necessary. In that

connection, it is our understanding that the

proposals which are now being finalized by

the Department of Labor will set forth the fol-

lowing fundamental actors to be considered

by a fiduciary when judging the quality of an
investment:

" the composition of the plan investment

portfolio with regard to the diversification
of risk;

" the volatility of the portfolio with regard to

general movement in investment prices;

* the liquidity relative to the projected pay-
ment schedule for benefits; and,

* the prevailing and projected economic con-
ditions of the investments."

In the opinion of the Committee, these are

reasonable criteria to which fiduciaries should
be subject.

Devetop Incentives to Encouf age Risk Market

Making To Improve the Depth and Uquidity
of Markets

The Committee further recommends that-

broker-dealers be provided with incentives to

make markets so as to increase the depth and

liquidity of the markets for securities of smaller

issuers. Clearly, the single most Important
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finding from the Committee's survey Is that
institutional investors are -extremely con-
cerned over the marketability of investments
In smaller companies. This was the principal
reason cited by respondents (153 out of 223)
as to why they did not invest in companies
with a capitalization of less than $50 million.
In order to bring about increased marketabil-
ity and liquidity of small business investment,
incentives to encourage market making by
existing firms and new entrants to the secu-
rities business are needed. One such In-
centive strongly recommended by this Com-
mittee Is the establishment of special
tax-deferred reserves for market makers simi-
lar to those in existence for the banking and
insurance Industries. The purpose of sucg're-
serves would be to provide a broker-dealer
with some protection against losses incurred
in his performance of the function of risk
market making. This proposal embodies the
concept of lax deferral, not tax avoidance.
More specifically, the Committee recommends
that a broker-dealer be allowed to defer taxes
on his market making profits up to $1,000,000
and that the spectic amounts that may be set
aside in such a reserve account be not more
than 30 percent of the market value of aver-
age equity positions carried for market mak-
ing purposes. For the average firm, it would
take a substantial period of time to reach its
maximum level. If this proposal had been in
effect during 1977, a total of 487 broker-
dealer market makers would have been able
to defer somewhere in the vicinity of
$20,000.000 in tax liabilities, or about $40,000
per firm, on gross revenues from market mak-
ing in over-the-counter securities of approxi-
mately $330 million. Hence, the impact on the
Treasury due to lost revenues would be negli-
gible. The 30 percent standard which-the
Committee proposes is identical to the de-
duction prescribed in the SEC's net capital
rule (a rule to which all broker-dealers are
subject) to decrease the value of equity posi-
tions owned by a broker-dealer in the evalua-
tion of its financial viability. This percentage
deduction, or haircut, as it is known, is
included in the SEC rule, along with other per-
cenlges for other types of securities, to pro-
vide a cushion against adverse price move-
ments in securities owned by a broker-dealer.
The use of reserves would serve to smooth
out the tax consequences which accrue to
the broker-dealer community, particularly
smaller broker-dealers, by recognizing the
cyclical nature of the securities business. The

_ reserve would provide a much-needed cush-
ion during periods when markets are declin-
ing and the need for a viable market making -
community the greatest. By the way of ex-
ample, assume that the precipitous decline
which took place in the securities markets
during the last quarter of 1978 occurred in
January, 1979. What would have happened is
that firms would have been forced to pay
taxes out of funds which had been depleted
due to deteriorating market conditions.
The issue which the Committee is addressing
with this proposal is not simply one of a re-
duction in broker-dealer capital, but more se-
riously, an impairment of capital. Clearly, the
maintenance of a viable universe of Independ-
ent market makers, particularly those serving
smaller businesses, is an integral part of our
nation's capital-raising system.
In this connection, the Committee further rec-
ommends that these tax-deferred reserves be
non-transferable, i.e., that they would not
accrue to the surviving or acquiring firm in
the case of a merger or acquisition. The effect
of this would be to create an economic in-
centive for broker-dealers making markets
not to merge (a discussion of the need for a
nationwide network of independent broker-
dealers appears later in this Report).
The availability of tax reserves will encour-
age broker-dealers to make markets. It will
strengthen their capacity to make more and
better markets and, in turn, aid the economy
by promoting capital formation. Clearly, the
ability of a small business to issue securities
is directly tied to the prospect of an after-
market in those securities-one with ade-
quate depth and liquidity. The Committee's
survey of institutional investors documents
that fact. An investor is not likely to buy a
security he cannot seJI or one that he would
only be able to sell at a sharply-reduced
price. A key solution to the problem of small
business financing, therefore, is to insure the
existence of highly competitive secondary
markets in the securities of issuers of all types
and sizes. With improved aftermarkets for
securities brought public will come an im-
proved environment in which new issues of
small and developing companies can be

- brought public.

* Effect Tax Reform In Areas Which Will En-
courage Investment In Small Business

The Committee's recommendations concern-
ing lax reform measures are discussed in
greater detail in a later section of this Report



291

dealing with the impact of current tax laws

on small business. However, since certain of

these recommendations would provide sub-

stantial encouragement to institutional inves-

tors-to invest in small businesses, they are

touched upon in this section of the Report.

They are as follow:
" Adoption of additional capital gains tax re-

lief;
" Adoption of tax incentives to encourage the

reinvestmentlroll-over of capital gains from
small business investments into other new

small business investments; and.

. Adoption of additional income tax deduc-

tions for small businesses.

This Committee believes that the adoption of

these, as well as the other proposals which

are discussed more futty in the section ad-

dressing tax issues, will promote small busi-

ness investment by institutional investors-
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CHAPTER FIVE

WITHDRAWAL OF THE INDIVIDUAL INVESTOR FROM THE MARKETPLACE

INDICATORS EVIDENCING REDUCED ROLE
OF INDIVIDUAL INVESTORS IN THE
MARKETPLACE

"Our economy cannot survive without the partic-
ipation of a large number of individual investors.

. . All companies, small and large . . . depend

upon the individual investor to supply liquidity.
depth and continuity to the market." 1, This state-
ment, by Senator Lloyd Bentsen, Jr., (D-Texas)
expressing his concern over the need to revive the
role of the small investor is indicative of the Com-
mittee's own findings that participation in the
marketplace by a large number of individual inves-

-tors is important to the well-being of small busi-
ness. Although the problem has been widely dis-
cussed, there has been very little in the way of
analysis done to explain why the individual inves-
tor is withdrawing from the marketplace, what fac-
tors have precipitated his withdrawal and what
must be done to reverse this trend.

The actual withdrawal of the individual in-
vestor from the marketplace can easily be docu-
mented through a number of sources. One such
source, the NYSE. conducted a survey in 1975
which revealed that for the first time since 1952,
the year the NYSE began compiling such data, the
number of shareowners in the United States did
not increase."

As indicated in Table 8, there was a dramatic
decline in that number--NYSE figures disclosed
that one out of five investors has left the market-
place since 1970. In terms of actual figures, share-
owners decreased by 5.6 million--from 30.9 million
in 1970 to 25-3 million in 1975. ;1

Of interest, too, is the fact that the individual
investor who has remained in the marketplace
has shifted a significant portion of his investment
funds away from equities to high yield, fixed in-
come investment According to data compiled by
Salomon Brothers, and as indicated in Chart 2.
individual households have been the net sellers of
approximately $25 billion in equity securities over
the last six years. During this same period they
have purchased over $216 billion U. S. government
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1959 12.490 +44.7%
1962 17,010 +38.2%
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1970 30880 +83. %
1975 25.27G -18.1%

Source: New York Stock Excharge.
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In the face of this clearly-evident trend In the de-
cline of individual investor Interest in equity invest-

ment, one may quite properly raise the question of

why the securities industry failed to take note of

the situation and seek to develop programs andfor
new products either to stem or to reverse this

tide. The fact of the matter is that it did. The

NYSE and, more recently, several major banks,
Inaugurated Investment plans aimed largely at
attracting the small or individual investor. These
plans, however, met with little success and most

institutions, including the NYSE. later abandoned
these programs due to a lack ol interest. The lack

of success of these programs is yet another indi-

cation of the movement of the Individual investor
away from the securities market.

CONTRIBUTING FACTORS TO THE WITH-
DRAWAL OF THE INDIVIDUAL INVESTOR

One of the principal causes of the withdrawal
of the individual investor from the marketplace has
been the state of the economy and the uncertainty
surrounding it, particularly since the 1973 oil

crisis. The subsequent increases in the cost of

energy and the corresponding impact of double-
digit inflation on personal savings and investment
has been devastating. Investors have had to as-

sume a -defensive posture, choosing to avoid
"unnecessary" risk taking by placing available
funds in vehicles which promise the greatest im-
mediate rate of return with the least opportunity
for erosion of principal and purchasing power. The
rather poor investment performance of the equities
markets is directly related to the nation's eco-
nomic health. Inflation affects real profits and such
is reflected in securities prices. From the end of
1973 through 1978, the Consumer Price Index
(CPI) rose 52.4 percent or an average of 10.5
percent per year. - During that same period, the
Dow Jones Average of 30 Industrials experienced
a net loss of 16.1 points, a 2.0 percent decline.
However, as compared with its month-end high of
1,027 in January, 1973. the Dow Jones Industrial
Average declined'over 20 percent.' The NYSE
Index and Standard & Poor's Combined Index. on
the other hand, experienced gains over this same
period. They were, however, slight at 3.6 percent
and 1.4 percent, respectively. As hedges against
Inflation, the securities of larger companies, as
measured by these indices, have. not fared very
well. The over-the-counter market, however, where
the bulk of the country's publicly held small busi-
nesses are traded, has enjoyed somewhat better
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results. At the end of 1973, the NASDAQ Com-
posite Index stood at 92.19. At year-end 1978. it
had climbed to 117.98. a 28 percent increase over
five years. During this same period, the price/
earnings ratios for some 800 NASDAQ stocks
followed by Media General's Financial Weekly
progressively declined from 14.3 to 8.1, suggesting
that the earnings of these companies were in-
creasing at a rate substantially in excess of their
increases in per share prices. In the opinion of
this Committee, the strength and performance of
the over-the-counter market has been largely un-
noticed by most investors

Another factor which has contributed to the
withdrawal of the individual investor from the mar-

ketplace was the Tax Reform Act of 1969-which,
among other things, increased capital gains taxes
60 percent.'
A recent survey by the NYSE covering public

attitudes toward investing confirmed that "the
American Public, shaken by inflation and fearing
more to come. is deeply cautious about managing
its money." 11 Generally, the persons surveyed
stated that they preferred passbook savings, sav-
irg certificates, real estate and fife insurance to
investing in stocks. The Committee believes that
this trend is supported by Salomon Brothers' data
regarding the flow of funds from equities into high
yield, fixed income investments. It is the Commit-
tee's view that tnis flow will no doubt continue
until inflation is brought under control. Inflation
has made it harder for the investor to save and
has made other forms of investment at least tem-
porarily more appealing."

The shift in investor interest away from com-
mon stocks has also been hastened by the in-
creased participation by employees in pension
funds, thrift plans and profit-sharing trusts, by the
advent of new vehicles, including exchange-listed
options and by tt'e mass media marketing of
money market funds. Not only has the amount of
savings invested in equities been reduced by the
affinity of individual investors for higher yield debt
instruments. but equities must now also compete
with a growing number of alternative investment
vehicles, many of which offer tax benefits, profes-
sional management and diversification of invest-
ment. At this point in time, the trend toward man-
aged accounts in the form of pension funds and
savings plans and less independent investing is
so pervasive in our society that even if changes
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are made and the market improves, it is quite pos-
sible that the Individual may not return to his prior
level of pre-eminence as he no longer finds it
necessary to fund his own retirement. The de-
crease in the Incentive to save because of pension
funds and other similar vehicles as well as fewer
broker-dealers to bring him advice means that
the Individual investor may not return to the mar-
ketplace en masse even if the economic condi-
tions that caused him to leave are resolved.

The amount of funds actually channeled by indi-
viduals into savings instruments of all types has
also declined in recent years. An examination of
personal savings as a percentage of total dispos-
able pers-obl income during the period 1973
through 1978 reveals that the individual savings
rate experienced nearly a 32 percent decline, fall-
ing from 7.8 percent of disposable income in 1973
to 5.3 percent of that figure in 1978.11 Thus, the
trend toward more spending and less saving has
itself had a deleterious effect on the amount of

funds available for equities investment. There is
a real need, therefore, to make savings a more
palatable alternative primarily through a reduction
in the rate of inflation but alternatively, by increas-
ing the attractiveness of capital investment.

While inflation has been pinching the pocket-
books of investors, it has also been taking its toll

on the broker-dealer community. Increased costs
of providing a full range of services to a declining
nt;,,ber of investors has become extremely bur-

densome to the industry. As reported by the SEC.
for broker-dealers with tota! revenue of $500,000
or more, expenses increased approximately 78
percent during the period 1970 through 1976 with
the largest single increase coming between 1974

and 1975." Of the types of expenses examined by
the SEC, the item showing the most prolific gain
was "operating expenses." This figure, exclusive

of communications, occupancy and rental and
promotional costs, jumped almost 123 percent in
1975 alone." Increasing costs have pushed firms

to consolidate their operations, to contract the
level of services they offer, and to search for
potential merger candidates as a means of offset--
ting surging expenses.

Public confidence in the securities industry has
also been suggested as a possible cause of with-

drawal of the individual investor from the market-
place. From all indications, it would appear that
the public is not particularly well educated about
the hig hly-regulated environment in which their

broker-dealers operate and the protections pro-
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vided their investments by the Securities Investor
Protection Corporation (SIPC), an organization
formed under the Securities Investor Protection
Act of 1970. To what extent this lack of knowledge
influences an individual's investment decisions Is
difficult to measure. It is clear, however, that
investors know much more about the merger
wave which has swept the industry and the fact
that today there are fewer firms in the securities
business than they do about how the securities
industry actually functions.

In the previously mentioned NYSE survey of
investor attitudes, it was reported that "misunder-
standing and lack of knowledge about most types
of securities investments critically influence public
attitudes toward, and participation in, the mar-
ket."" In this connection, barely one quarter o1
all "financial decision markers" surveyed con-
sidered themselves knowledgeable about com-
mon stocks. In view of this finding, it would not
appear unreasonable to assume that most In-
vestors, lacking a strong understanding of invest-
ment strategy and theory, place a great deal of
trust in their brokers to make decisions on their
behalf and to manage their funds appropriately.
To the extent that brokers are successful In satis-
fying their clients, investor confidence grows. A
record of poor performance will, on the other
hand. lead dissatisfied customers to shift their
resources to other money managers for invest-
ment, possibly in areas unrelated to the securities
industry. With this thought in mind, the Commit-
tee reviewed the past several years in order to
detect events which could be deemed to have
affected investor confidence in some fashion. Fore-
most on the list of such events has been, in the
Committee's opinion, the seemingly high failure
rate of broker-dealers during the first part of this
decade. According to information available from
SIPC, a total of 130 of its members were placed
in trusteeship between 1971 and year-end 1978.
Of those liquidations, 94, or 72 percent of the total
fig.,re. occurred between 1971 and 1973 with a
record 40 during 1972 alone. In this connection,
over 250,000 customers accounts received the
protection of SIPC.'

Conditions in the brokerage industry have Im-
proved dramatically in recent times to the point
where only two firms faced SIPC liquidation In
1978. Nevertheless, the Committee believes that
the problems encountered by broker-dealers dur-
ing the early 1970's caused a large, but as yet
undetermined, number of customers who were
also affected by those problems to change their
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attitudes toward the securities markets and par-

ticipation In them. Further complicating the drain

on public confidence occasioned by the liquida-

lion of a number of broker-dealers has been the

widespread publicity which both regulators and

self-regulators give to the announcements of for-

mal disciplinary actions against broker-dealers

and their registered personnel who have been

found to have violated federal securities statutes

and/or the rules of the various self-regulatory

organizations.
Bank regulators, on the other hand, do not an-

nounce the actions taknn or sanctions imposed

against those they regulate. They contend that

to do so would be to undermine depositor con-

fidence in the nation's banking institutions. In

marked contrast, the securities industry operates

on the premise that disclosure of actions taken

against those persons regulated inspires investor

confidence. The Committee has, however, uncov-

ered little evidence to support that assumption.

In fact, it appears that disclosure of disciplinary

actions has had quite the opposite effect on indi-

vidual investors.

GENERAL CONCLUSIONS

Participation in the marketplace by individual

investors is important to the well-being of small

business. Small issuers are dependent upon indi-

vidual investors for equity investment and for

needed depth and liquidity in the markets for

their securities. The Committee is convinced, how-

ever, that unless major steps are taken to encour-

age investment and unless progress is made to

stabilize the nation's economy, the trend toward

fewer individual investors active in the market-

place will continue.

RECOMMENDATIONS FOR REVIVING THE

ROLE OF THE INDIVIDUAL INVESTOR

The Committee has prepared a series of recom-

mendations which it believes could serve not only

to halt the decline in individual investor participa-

tion but could also result in a return of investors

to the marketplace. Its recommendations are as

follows:

9 Further Reduction In the Capital Gains Tax

Rate
On November 7, 1978. President Carter signed

into law the Revenue Act of 1978 (HR. 13511).

One of the key aspects of that legislation was

the reduction which it provided, effective No-

vember 1, 1978, in the rate of tax imposed

on capital gains. Under the new law, the

maximum rate of regular income tax on net

long term capital gains was reduced to 29
percent. Although thip w" certainly a step

in the right direction, 0he Committee is of the

view that Congress must do More On both a

long and short range basis to stImulate invest-

ment in small business. Rewards must equate

with risk. To the extent that tax legislation

does not distinguish between gains from in-

vestments in seasoned versus unseasoned

companies, a disincentive to invest in small

companies exists. Since the principal reason

for investing In small business is the poten-

tial for capital appreciation and not Income,

investors must be provided with a greater

reward for investing in such companies. They

involve greater risk. In the opinion of this

Committee, larger capital gains benefits for

small business investments would attract the

capital neded by small business for expan-

sion. modernization and growth.

Since the thrust of the Committee's concern

is the enhancement of investor interest In

small business, the Committee recommends

that an 80 percent exclusion from taxable

income be made available to capital gains

realized from the sale or exchange of Invest-

ments in businesses which had no more than-

$5 million of equity capital at the time such

investments were made. The maximum rate

of regular income tax on these gains would be

reduced to 14 percent '20- percent of the top

70 percent rate).

As an alternative to an across-the-board re-

duction in the capital gains lax rate, the Com-

mittee would support a graduated capital

gains tax package similar to the graduated

tax rate presently applied to corporations on

the basis of the amount of their taxable in-

come." Pursuant to this approach, a maxi-

mum exclusion from capital gains tax of 80

percent down to a minimum exclusion of 60

percent could be established. As is presently

the case, the scale would be arranged in

accordance with the size of the business as

of the time the investments which produced

the capital gains were made. The smaller

the business, the larger the exclusion.

* Establishment of a Tax-Deferred Reserve for

Securities Market Makers

As noted in the preceding section of this

Report, the Committee supports the estab-

lishment of a tax-deferred reserve for securi-

ties market makers. Reserves of this type
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should serve to hasten the return of the indi-
vidual investor by encouraging market making
and by keeping the smaller, local broker-
dealer viable to make investment recommen-
dations about small companies Such would

add increased depth and liquidity to the equi-
ties marketplace and expand the avenues of

investment opportunity and professional opin-

Ion available to investors.

* Public Invesitment In ProfesIkally Managed
Venture Cap~tal Firms

In order to tap new sources of risk capital,

the Committee suggests that consideration
be given to permitting public investment in

professionally managed venture capital firms

Congress sought to do this when it developed
the SBIC program as a source of venture

capital for small firms However, the intent

of Congress has been frustrated by the In-

vestment Company Act of 1940 (the "Act")

under which all publicly-held SBIC's must

operate. Those that do operate in this mode

have largely provided investment loans to
small businesses. As a result, there are no

SBIC's registered under the Act that are true
venture capital companies.

Today there are less than 100 privately
financed venture capital firms which supply
practically all the funds available for new

company formation In this country. Their num-
ber Is, however. Insufficient as the need for
business development capital far exceeds the
supply. Additional funds must be channeled

through venture capital enterprises and into
the hands of growing business concerns. Pub-

lic investors can supply these funds if given
the opportunity to make direct investments in

venture capital firms As with the SBIC's, the

1940 Act is the source of the problem for the

privately financed venture capital companies

seeking to go oublic "he provisions of the
Act which they find ;,articularly burdensome

are those addressirg asset valuation and
those which limit management compensation,

the percentage of a fund's assets which may

be invested in a single company and the per-

centage interest in a company which & ijnd

may acquire. This Committee is of the opinion
that venture c.spital companies could make

a greater contribution to the growth of small
business if they could have access to public
markets This can only be done by relieving

such companies from 1940 Act compliance.
The Committee strongly recorimends that this
be done.

Capital Gains Rollover fkr Investment In
Small Business

If an investor were permitted to defer taxes

on gains realized from r.mall business invest-
ments. if reinvested in other small businesses.
it is anticipated that such action would renew
individual investor interest in the stock market

and, in particular, small business. Although
this recommendation is discussed in greater

detail in Chapter Two, it is mentioned here be-
cavse of its importance in. and potential for.
revising the role of the individual investor.
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CHAPTER SIX

CONTRACTION OF THE BROKER-DEALER COMMUNITY AND INCREASED

CONCENTRATION OF BUSINESS ACTIVITY INTO LARGER FIRMS

INDICATORS OF A GROWING DECLINE IN

THE POPULATION OF SECURITIES FIRMS

In the preceding chapter the contraction of the

broker-dealer community through an increased

number of mergers, consolidations and liquida-

tlions was cited as both a contributor to and an

accelerator of the individual investor's withdrawal

from the securities markets. Many of these have

been firms with a regional orientation A reduction

in their number has served to reduce the oppor-

tunities available to the public for investing in

the securities of local and smaller businesses,

Should the contraction of the broker-deafer com-

munity, particularly with respect to those firms in

the underwriting and market making business (the

principal risk-taking areas of the industry), con-

tinue at its present rate. investors and issuers

alike will suffer from a decrease in effective corn-

petition and a narrowing of available investment

choices.
As indicated in the following tables, the actual

number of firms conducting a securities business

has declined appreciably since 1970. New York

Stock Exchange members have declined by 76

(13.3 percent) in eight years, while firms engaged

in over-the-counter securities activity (generally

smaller firms), as measured by membership in the

NASD, have fallen an incredible 37.1 percent from

4,470 it 1970 to 2,813 by year end 1978. Also, the

T"bl I
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number of locations from which NASD members

conduct a securities business has experienced a

simiJar decline during this period, dropping from

11,460 to 9,140 or more than 20 percent. Of par-

ticular concern to the Committ-e e is the fact that

while these figures portray overall trends in the

industry, an analysis of specific industry segments

such as the number ot firms engaged in a general

securities business and those broker-dealers par-

ticipating in underwriting syndicates, areas of

particular importance to individual investors and

small business issuers, shows that such segments

have been especially hard hit in recent years.

In a recent paper on this subject, Professor

Samuel L. Hayes. of Harvard University's Gradu-

ate School of Business, discussed In some detail

the extent of the decline in the number of broker-

dealers involved in equity financing between 1971

and the present. He noted that although there

has been relative stability at the upper end ot the

underwriting syndicate hierarchy since the begin-

ning of the 1970's, ". . . the sub-major bracket (the

second tier of firms reflected in the tombstone

announcements of securities offerings appearing

in the financial press], which has historically

provided the vital retail distribution capacity for

an underwriting syndicate and which in 1971 had

23 participants, has virtually disappeared as a

result of the waves of mergers and liquidations

in the industry." " Those who are affected most

by this loss of underwriting capacity are the pros-

pective issuers from among the nation's busi-
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nesses. In effect, they are being denied an oppor-
tunity at new i.sue financing due to the withdrawal
of broker-dealers from the underwriting business
This decline In underwriting firms has also been
accompanied by an actual decline in public
financings. As noted by Professor Hayes. between
1971 and 1977, public corporate financings
dropped from $38.6 billon to $386 billion and
estimated gross underwriting revenue fell from
$841 million to $735 million."

Especially hard hit by the increased number of
mergers and consolidations among broker-dealers
have been issuers located outside of major metro-
politan areas These issuers have been extremely
dependent upon small, regional firms to bring
them public and to maintain markets in their
securities From the perspective of a regional
firm, the underwriting of and market making in
local issues were exceptionally good sources of
revenue One complemented the other. It was the
regional firm that actively merchandised ane pro-
moted stocks with a local following Recent acqui-
sitions of regional brokers by national firms with
offices located in major financial centers brought
about a significant change in the types of stocks
recommended by the offices of what once were
independent firms. With a national audience, na-
tional firms usually spend their research dollars
on issues with a national following. Thus much of
the sponsorship of smaller issuers has been lost
This development has been the least desirable
aspect of the contraction of the broker-dealer com-
munity and the increased concentration of busi-
ness activity into larger firms.

FACTORS CONTRIBUTING TO THE DECLINE
IN THE NUMBER OF BROKER-DEALERS

There are of course several factors which have
contributed to the decline in both the number of
registered broker-dealers and in the number of
firms engaged in underwriting activity. Certain of
these factors, such as the impact of inflation and
the withdrawal of the individual investor, have
already been touched upon and discussed in de-
tail elsewhere in this Report. There are. however.
other important factors which must also be ex-
amined, particularly from the standpoint o! the
seriousness of their impact on the broker-dealer
community. First, accurate forecasting of future
developments in the securities industry is made
extremely difficult by both the cyclical nature of
our economy and the oftentimes erratic behavior
of Investor demand. Aggregate volume of shares
traded and the average price per share is virtually
impossible to predict. Because of this Inability to
determine with any degree of accuracy what the

marketplace will be like over a given period of
time, broker-dealers frequently find themselves
scrambling to add personnel and expand services
during periods of peak volume When interest
wanes these firms are forced to take steps to cut
costs in order to remain viable Operations are
pared with reductions in both staff and overhead
given top priority- Inevitably during these periods
of transition, 'here are a number of firms which
for one or more reasons do not respond quickly
enough to recover. Still others are pushed toward
merger or consolidation with a stronger, more
financially sound partner in order to avoid a sim-
ilar fatv. The merger trend has accelerated in
recent years- particularly because of the precipi-
tous changes which have taken place in business
cycles and the increased costs associated with
conducting a securites business

Firms which have fallen victim to the ebb and
fo* of market activity include those with a rela-
tively inadequate and inexperienced management
team, those with an inadequate financial base and
those which have not diversified their operations
to any extent, but rather have "put all of their
eggs in one basket" by limiting their activities to
a single product or product line In recent years,
improved examination and surveillance programs
by self-regulatory and regulatory organizations.
more comprehensive rules regarding financial and
operational condition and increased entry stand-
ards for new firms have served to reduced sub-
stantially the number of br.ker-deater failures.
Also. the Committee believes that conditions such
as substantial increases in overhead brought about
by rapid technological change, are likely to occur
less suddenly today than they did in the early part
of this decade when computerization of the indus-
try tovk place. These factors lead to the conclusion
that while some amount of economic dislocation
will always be present in this industry. i! will prob-
ably occur in the future in a more gradual and
more orderly manner.

Another factor contributing to the contraction of
the broker-dealer community is the inadequacy
in the rate of return. Many firms have simply cho-
sen to terminate business as a broker-dealer be-
cause the rate of return was unacceptable and
have instead invested their funds and talents In
other areas, many of which are totally unrelated
to the securities business.

Yet another factor in both the decline in the num-
ber of registered broker-dealers and the increase
in industry concentration which warranted exam-
ination by the Committee was the introduction of
fully negotiated commission rates and the simul-
taneous abolition of standard brokerage fees on
May 1, 1975. While studies completed on the In-
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pac of the congress;onally mandated unfixing of
brokerage commissions have produced conflictinJ3
findings, the Committee is unanimous in its opin-

$on that a fair amount of contraction In this indus-

try took place as a result of this action. While a

federal panel studying anti-trust laws has con-

ct ed that" . . . concentration in the securities

business has not been seriously increased and

competition remains vigorous," 1 Professor Hayes

has discovered that "... following the institution

of negotiated commission rates, virtually every

major institutional research firm has disappeared

as an Independent entity." " The Securities Indus-

try Association has also taken issue with the fed-

eral panel finding, arguing that its figures show

that the market share of the top 25 securities

firms, as measured by commission revenues, total

revenues and capital, has continued to increase

since the advent of unfixed rates The following SIA

table illustrates that argument

T"4a 11

Market Share of the Largest 25 Firms

First First Third
Quarter O,.rler quarter

1973 1975 1978

Comimrieon Revenue 39.4% 504% 64-5%

Total Revenue 45.1% 58.1% $97%

CaPta 44.6% 59 1% 6 5%

From the Committee's point of view, while ne-

gotiated commissions have benefited certain large

investors who are now able to execute securities

transactions at rates below those which existed

prior to May 1, 1975, they have also served to ac-

celerate the demise of a number of broker-dealers.

According to the SIA. the top 25 fims enjoy at-

most a 70 percent share of total ifttry revenues.

The remaining 30 percent of revenues is divided

among almost 3,000 other broker-dealers. Should

the revenue share of the 25 largest firms continue

to increase, the remaining brokes will be forced

to compete for an ever-shrinking portion of the

income pie. In the Committee's opinion, such

competition can only produce a new wave of mer-

gers and consolidations among firms seeking to

retain their capital positions and will accelerate

the number of broker-dealers which will either be

forced out of the securities business or voluntarily

choose to withdraw roin the industry rather than
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continue to see their expenses outpace their reve-
nues by increasingly wide( margins

Another contributor .to the decline in the num-

ber of broker-dealers in business today, one which

will be examined in more detail in a later segment

of this Report. is the sharp reductions in corporate

financing via the public offering of equity securi-

ties The loss of underwriting revenue generated

by primary and secondary stock issues has come

at a most inopportune time As operating costs

rise, broker-dealers seeking ways to offset such

costs are unable to turn with any success to the

equity financing area Likewise, it has become

more difficult for securities firms to raise capital

on their own The drop in the number of corporate

underwritings has also signaled a decrease in the

probability of success for offerings by broker-

dealers of their own securities Additionally, double

digit interest rates have made borrowing an ex-

tremely unattraclve alternative. Broker-deais's,
due to the cyclical nature of their business, are

less likely to be considered "preferred risks" by

a potential lender and frequently incur higher
borrowing rates

The increase in popularity of company spon-

sored dividend reinvestrent plans, which allow

stockholders to buy shares of a company with

their dividends instead of accepting them in cash,

has adversely affected the fhow of funds handled

by broker-dealers Partiiipation in a dividend rein-

vestment plan, now offered by about 1.000 U S

corporations, obviates the need for an individual

or an institution to employ the services of a

broker-dealer to effect a securities purchase. As a

result, approximately $2 52 billiOn is invested

annually without the participation of a broker-
dealer.i

The Committee has also examined the question

of the expenses associated with conducting a

securities business and has concluded that the

increased cost of operation has significantly im-

pacted the ability of broker-dealers, particularly

those *ith a small capital base and a limited clien-

tele, to continue to function as independent entities.

Prime contributors to the spiraling costs ex-

perienced by securities firms have been the in-

creased disclosure and compliance requirements

imposed under today's mote complex and more

costly scheme of regulation Additionally, the grow-

ing demand for firms to add personnel and equip-

ment to keep up with the regulatory and technical

changes taking place in the industry has proven to
be very costly.

Broker-dealers today are faced with a myriad of

reporting requirements imposed upon them by
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both federal and state regulatory agencies and
self-regulatory organizations of which they are
members. While these requirements arc intended
to serve essential purposes by monitoring a firm's
financial viability, by measuring the qualifications
of its personnel engaged in securities trading and
by otherwise contributing to the protection of pub-
lic investors, it must be pointed out that almost
every broker-dealer, regardless of its size, is sub-
ject to duplicative regulalorv oversight. In this
connection, the cost of compliance weighs heavi-
est on those firms with limited resources and staff.
There occurs, In the Committee's opinion, a point
at which a broker-dealer must choose among ab-
sorbing the cost of personnel needed to satisfy
his regulatory obligations, assigning some portion
of the task to another party by agreement and
reimbursing such party for the cost of services
performed, or attempting to achieve economies of
scale which are thought to be possible through
merger with another entity. Each of these courses
of action have been followed by many securities
firms. The more prevalent of these have been the
employment of a clearing firm or service bureau
to perform certain recordkeeping functions and a
decision in favor of merger or acquisition.

Broker-dealers are able to achieve certain econ-
omies in several different ways. e.g., by technolog-
ical innovation via computer applications, by con-
tracting out certain back office functions through
clearing arrangements, and through mergers and
acquisitions, among others.

Of the various methods used today to achieve
cost savings, it is merger and acquisition that
troubles this Committee the most. Whenever mer-
gers and acquisitions occur one thing Is certain-
there will be fewer independent judgements made
as to what stocks will be promoted and merchan-
dised and to whom financial services will be pro-
vided. In this connection, the biggest loser appears
to be small business which needs an increased
level of promotion and sponsorship-not a reduc-
tion.

GENERAL CONCLUSIONS
Nothing on the horizon suggests to the Com-

mittee that the trend toward consolidation in the
securities industry will soon end. As profit margins
continue to slide due to rising costs and as the
growth rate In industry capital remains at a level
which is inadequate to meet demands, mergers
and acquisitions are going to continue. Even those
smaller firms which remain "Independent" will
probably do so at the cost of concentrating their
activities in lower risk areas since they are less
capital-intensive. These areas require the commit-
ment of fewer resources and, therefore, free assets

30

for use in combating rising incremental costs. If
such is to be the course of action of many of the
more seasoned brokerage firms, certainly Indi-
viduals contemplating the formation of new securi-
ties firms are likely to follow in their footsteps.
Under present conditions, the Committee foresees
only a nominal increase in the number of new full
service brokerage firms entering the industry.
Diversification, especially into hIgh-risk areas, will
only come with the passage of time as new broker-
dealers develop the management expertise anM
the customer Interest which is essential to their
continued success. If, however, incentives can be
offered, new firms may be'encouraged to under-
take securities market making and risk underwrit-
ing. Only when the risk/reward ratios associated
with market making and underwriting perceptibly
improve, will there be a tendency for firms to move
into those areas.

RECOMMENDATIONS
Although the picture painted for the future of

the securities industry depicts a number of serious
problem areas, there are several steps that can be
taken to reduce a broker-dealer's cost of doing
business and to attract much needed broker-dealer
capital and its deployment in risk-taking areas.

e Establishment of a Nationwide Network of
Clearing and Settlement Facilities Featurg
a Cost Structure Based on geographic Price-
Mutualization
One of the steps recommended by this Com-
mittee is that the present practice of uniform
clearance and settlement charges for proc-
essing securities transactions be extended.
in the clearing area, three major clearing en-
titles, the National Clearing Corporation, the
Stock Clearing Corporation and the American
Stock Exchange Clearing Corporation, were
recently merged to form the National Securi-
ties Clearing Corporation (NSCC). NSCC be-
gan a two-phase operation in January, 1977,
with its goals being both the establishment of
full interfaces with other existing clearing
facilities under arrangements by which Inter-
face movements would be effected at no
charge to participants and-the development
of a schedule of uniform service charges
which would be unaffected by a firm's phys-
Ical location. This principle of uniform
service charges, otherwise known as "geo-
graphic price-mutualization," Is, in the Com-
mittee's opinion, an extremely important co-
cept.t ls one remedy for many of the Ills
which have plagued smaller, regional broker-
dealers which have been Lnable to compete
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effectively wi.h the larger firms whose prox-

imity to clearing facilities has given them a

decided advantage in the ability to reduce the

charges associated with the clearance of

securities transactions. The Co6mmittee there-

fore recommends that the ongoing efforts to

establish a nationwide network of clearing

facilities featuring a cost structure based on

geographic price-mutualization be continued

and given top priority by all parties involved.

Together with a nationwide system of clearing

facilities should come a nationwide system of

settlement facilities under which the need to

physically move securities from one location

to another would be eliminated. The Commit-
tee recommends that the SEC and various

Institutions cooperate in an effort to develop

a nationwide system which provides for book

entry settlement. Such a system would serve

not only to achieve one of the goals of the

1975 Securities Acts Amendments by immo-

bilizing the stock certificate but it would also

reduce the.very substantial interest costs

which broker-dealers are forced to pay under

the operation of the present settlement sys-

tem.-

, Continuation of Current Efforts to Reduce the

Cost of Broker-Dealer Regulation and Com-

pliance
Regulatory agencies have also begun to rea-

lize the impact that their various reporting

and compliance requirements have had on

the costs associated with operating a securi-

ties firm and have taken steps recently to sim-

plify and standardize these procedures. Uni-

form rules in the net capital and customer

protection areas, the simplification and

streamlining of industry arbitration proce-

dures and the creation of standard reporting

forms are a few examples of the develop-

ments which have taken place in recent years

to lessen the complexities associated with

being a broker-dealer and complying with the

minimum requirements to which a firm is sub-

ject. Further, self-regulatory organizations
have moved to eliminate duplication in areas

Involving members which they have in com-

mon. Particularly pertinent in this connection

has been SEC approval of agreements among

certain self-regulators providing for the allo-
cation of certain regulatory functions for a

number of firms to a single organization. As

a result of these agreements, overall compli-

ance-related expenses of self-regulators have

been reduced. The benefits of such cost sav-

ings will ultimately be realized by the broker-

dealers whose assessments contribute to the

support of these organizations.
A further step can, however, be taken In this

area. As most are aware, the existing scheme

of self-regulation remains fragmented In that

tnere are a number of self-regulatory organi-

zations with duplicative overhead costs and

programs which the industry, particularly dual

members of these various organizations, Is

called upon to support. In the Committee's

opinion, the establishment of a single self-

regulatory organization for the industry would

result in substantial savings. From a public

interest perspective, it would also bring about

improvement in the quality, uniformity and

comprehensiveness of broker-dealer exami-

nations and inspections. The Committee

therefore recommends that the industry, to-

gether with appropriate SEC oversight, take

steps to develop and thereafter implement
this concept.

* Establish Special Tax.Deferred Resene for

the Securities Industry

The Committee also finds it appropriate to

restate in this section of its Report its recom-

mendation calling for the establishment of

special reserves for securities trading. The

relevance that such a proposal has to reduc-

ing the concentration in and contraction of

the broker-dealer community rests with the

Impetus which it would give to firms to ex-

pand and diversify their operations to Include

market making activities and perhaps under-

writing. Such expansion and diversification

would broaden the revenue base of securities

dealers and enable them to cope with the

demands placed on their business by sub-

stantial operational and compliance costs.

Also, by making such reserves non-transfer-

able the Incentive to merge would be de-
creased.

63-769 0 - 80 - 20
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CHAPTER SEVEN

IMPACT OF CURRENT TAXLAWSL,.MSMALL BUSINESS AND INVESTORS

This section of the Report examines the impact
of the current tax code on small business and it
discusses the Committee's suggested changes for
amending .the Code to encourage and stimulate
Investment In these developing companies. Not-
withstanding the fact that the American eConory
has experienced a sustained period of growth
during the 1970's. the rate of investment in fixed
assets, so vital to sustained economic growth.
has been distressingly low. Indicative of this lag
Is the fact that while the gross national product in
1978 Increased tenfold to $2,212.1 billion from
$232.8 billion In 1947. new plant and equipment
expenditures during the same period registered
only a sevenfold increase from $19.3 billion to
$153 billion."

Recent statistics indicate a trend toward an
Increase in capital Investment. According to Com-
merce Department statistics, in 197. new plant
and equipment expenditures exceeded Tlpse-made-
In 1977 by $17 billion." However, according to one
leading economist, this increase In expenditures
was directed primarily at improving the produc-
tivity of existing facilities and was of little benefit
to the capital starved small business sector which
Is of such vital Importance to the American free
enterprise system."

LACK OF ADEQUATE TAX INCENTIVES HAS
DISCOURAGED INVESTMENT IN SMALL
BUSINESS BY BOTH INDIVIDUAL AND
INSTITUTIONAL INVESTORS '*A

The sharp cutback In small business investment
Initiative has many causes. Of all that have been
Identified, the two that generally find their way
to the top of everyone's list are corporate income
taxes and taxes on capital gains. Also, Code re-
quirements which restrict the sources of small
business Invest-ent for Subchapter S companies
and those which hamper the ability of small busi-
ness to attrat 'management talent and to compen-
sate key personnel are also frequently mentioned
as major problem areas. It is the contention of this
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Committee that the lack of adequate lax Incentives
has both discouraged and, in some cases, pre-
vented Investment in small business by both Indi-
vidual and Institutional Investors.

TAX POLICY -LIMITS SMALL BUSINESS
ACCESS TO PUBLIC SECURITIES MARKETS

One result of lax structure disincentives is the
very limited access of small businesses to public se-
curities markets and the subsequent &ver-reliance
on short and long term debt for financing Innova-
tion, modernization and expansion. As noted In
Chapter Two, an SBA Task Force Study found
that businesses normally do not attain access to
the public securities markets until they generate
annual revenue in excess ot $10 million. Normally.
this does not occur until after the enterprise has
been a going concern for five to fifteen years."

-in addition, the study found that it Is not until
annual revenues ot developing companies reach
$25 to $40 million that the entire spectrum of
financing sources, to a greater or lesser extent,
becomes available to them."

Because of the time lag between start-up of an
enterprise and the point in time in its development
when it has access to the public markets, small
businesses must rely on the personal capital of
the owner(s), as well as individual investment via
partnership A-r-r-ngements or private piacemen-s.
Capital is also available at this stage through per-
sonal or corporate loans from commercial banks."
The major drawback to this source of funds, how-
ever, is the non-permanent nature of the invest-
ment. Another adverse effect of borrowing Is the
impact of these borrowed funds on the equity/
debt ratios as demonstrated in Chart 3.11 The value
of this ratio is that it functions as an important
indicator ot the credit worthiness of a corporate
enterprise. The higher the ratio, the greater the
creditor's margin or protection and the more man-
ageable the company's debt is likely to be."'
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CHART S

EquitylDebt Ratios,
Small vs. All Nonfinancial, Nonfarm Corporations

1965-1972
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Source: Small Busineoss AdMiNlstrlilon.

This trend is also apparent in the Federal Trade

Commission's figures for manufacturing corpora-

tions. In the fourth quarter of 1968, total liabilities

for all manufacturing corporations comprised 43.8

percent of the balance sheet total while stock-

holders' equity accounted for a healthy 56.2 per-

cent. For corporations with under $5 million In

assets, the total liabilities were slightly lower at

43.2 percent of the balance sheet total and stock-

holders' equity stood at 56.8 percent. However, by

the end of the fourth quarter of 1978, total liabil-

ities for all manufacturing corporations were up

4.4 percent to 48.2 percent while stockholders

equity dropped a corresponding amount to 51.8

percent. For the smaller corporations (those with

assets under $5 million), the numbers were even

more dramatic with fully 55.1 percent of the bal-

ance sheet representing liabilities and only 44.9

percent comprising stockholders' equity-a shift

of 12 percent during the Intervening years.

Although the trend to lower equity/debt ratios

appears to be across the board for the whole

economy, the smaller firms who have yet to gain

access to the normal capital markets are the hard-

est hit. Traditionally, their available sources of

capital are borrowings or earnings and as their

equity/debt ratios decrease, borrowing becon.,

Increasingly more difficult. Thus, they are forced

to rely on earnings as their principal source of

investment capital. For a developing company,

however, earnings are usually inadequate to pro-

vide the financing required for above-average

growth.
The limited access of developing companies to

the public securities market results in Increased

reliance on federal assistance via equity financing
through small business investment companies
(SBIC's). SBIC's are privately owned and privately
governed entities which are licensed by the Small
Business Administration to serve as conduits for

the federal government in providing equity capital

and long-term loans to smaller companies. In

calendar year 1973, SBIC's provided financing to
2,121 businesses in the amount of $193 million
while in calendar year 1978, SBIC's were involved

in 2,550 such financings at an aggregate cost of

$265 million." While the 1978 amount represents
a 37 percent increase over 1973 levels, the totals

are relatively insignificant in relation to the needs
of small business.

GENERAL CONCLUSIONS

In the Committee's opinion, the capital raising
problems faced by small business can be reme-

died, in part, through reforms i& the tax code. The

judicious application of reforms would go a long
way toward reversing this clearly unhealthy eco-

nomic atmosphere. It is unacceptable to this Com-

mittee that one of the principal assets of this
country, small business, is losing the battle to

obtain the sponsorship needed to secure appropri-
ate financing. This Committee sincerely believes
that if appropriate steps are not taken to promote

private investment In small business, their only

recourse will be to seek funds from either large
institutions which, as indicated earlier, have not as

yet demonstrated an inclination to invest appreci-
able amounts in small business, or the government,
which could bring this nation one step closer to

the end of the private free enterprise system as

we now know it. In that connection, the Committee
recommends several actions regarding the Code
which it believes will help to ameliorate the prob-
lems encountered by small business in its never-
ending search for capital.

RECOMMENDATIONS

• Effect a Further Reduction In the Capital Gains
Tax Rate

As noted in an earlier section, the Committee
favors a further reduction in capital gains tax
rates. The recent reduction in the capital
gains tax rate Is laudable but financing for
small businesses would be encouraged fur-

ther If the tax rate for gains In equity Invest-
ments In such businesses were further re-
duced. It is recommended, therefore, that the

amount of long-term capital gains excluded
from taxable Income be increased to 80 per-

Ola ed b u & Small SusU Adml.4wlla-
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cent of the gains realized from the sale or
exchange of investments In businesses which
had no more than $5 million of equity capital
at the time such investments were made. As
an alternative to an across-the-board capital
gains tax reduction for small business invest-
ment, the Committee would support a capital
gains exclusion computed on a sliding scale,
ranging from 80 percent down to 60 percent.
depending on the size of the small business,
as of the date that the investments which pro-
duce the capital gains are made. This alterna-
tive is a less desirable proposal since it is
more complicated and, thus, more difficult
to understand and to administer.

Allow Investors to Defer Tax on Gains In
Small Business

Legislation recently introduced in the Senate
by Senators Nelson, Baucus, Weicker and
Huddleston would permit anyone owning an
interest in a small company with a net worth
of $25 million or less to sell that interest for
cash, reinvest the proceeds in another small
business and defer the capital gains tax on
the sale until such time as the proceeds are
taken out of the small business and not rein-
vested within an 18-month period. This Com-
mittee supports that proposal as do appar-
ently 147 respondents to the Committee's
survey.
Under existing law, an investor who sells his
equity interest in a small business for more
than it cost hii realizes a taxable capital gain,
provided that his investment is a capital
asset. Frequently, an investor in such circum-
stances prefers to retain the investment or
to dispose of it in a non-taxable transaction,
such as a merger, rather than incur the tax
liability. In either event, he will not realize
cash which he can reinvest in new ventures.
Even it he-sells his investment, the tax on his
capital gain-unless he has offsetting capital
lossesf-will reduce the money he will have
available for the support of other small busi-
nesses. In order to free the full amount of
gains achieved in successful ventures for re-
investment in other small businesses, the
Committee agrees that investors should be
permitted to roll-over such gains in new in-
vestments in small businesses by deferring
the tax liability until such time as the funds
are no longer devoted to the support of such
entities. This concept is comparable to the
treatment afforded homeowners on the r e
of a residence.

* Consider a Furthe Graduation of the Cor-
porate Tax Structure
The Committee also recommends that the in-
come tax rates for Corporations be further
graduated to enable smaller firms to retail a
greater proportion of their earnings to finance
expansion and capital Improvements. Al-
though some measure of relief was provided
by congressional adoption of reduced cor-
porate income tax rates in the Revenue Act
of 1978, the Committee believes that a further
reduction in the rates and expansion of the
Income brackets would greatly benefit the
economy: The Committee's recommendation

- is based on the knowledge that the viability
of small business is critical if our economic
system Is to realize its full potential. When
one considers the immense benefits that flow
from our small businesses it is only reason-
able that they be permitted to retain as much
of their before tax revenues as possible in
order to perform their job creating and re-
source allocating functions as effectively as
possible. The Committee firmly believes that
this effectiveness can be significantly im-
proved by congressional action designed to
enhance the progressive nature of the cor-
porate tax structure thereby enabling a vital
and well-finarced small business sector to
provide the nation and its people with even
greater benefits. In the opinion of this Com-
mittee, adoption of the proposal will have a
positive impact on the nation's economy and.
in due course, will result in tax-receipts which
will more than offset the initial net loss to the
Treasury.

* Increase to 35 the Allowable Number of
Shareholders of Subchapter S Corporations
Under existing tax law, a small business cor-
poration electing to be taxed under Sub-
chapter S (Sections 1371-1377) of the Internal
Revenue Code must have 15 or fewer share-
holders. Since our inflationary economy
necessitates increasing amounts of capital
investment for the profitable operation of a
small business concern, these existing limi-
tations have an adverse impact on the growth
of small business corporations. The share-
holder limitations hinder business growth and
planning by requiring the investment burden
and risk to be spread among a small number
of shareholders. Furthermore, Subchapter S
treatment is not available to corporations
which have any shareholder who is not an
individual and which have more than one
class of stock. The former restriction prevents
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Investment by Institutional Investors, and the
latter restriction inhibits investment by per-
sons who may desire special rights as share-
holders In return for risking their investment
capital.
In order to lessen the burden on individual
shareholders and to encourage Investment in
Subchapter S corporations, the Committee
recommends that the limitation on the number
of shareholders of Subchapter S corporations
be Increased to 35 and that the limitations on

the type of shareholders and the classes of

stock be removed. The proposed Increase to

35 shareholders would coincide with the ex-

emption criteria contained in Rule 146 under

the 1933 Act as such relates to the maximum
number of purchasers. If this proposal were

adopted, a small corporation would have a

much more reasonable opportunity to obtain
capital without destroying the availability of

the Subchapter S election.

" EllmInate the Provisions of the Code That are
Applicable to Qualified Retirement Plans of
Subcptem S Corporations Only
Under existing law, special Internal Revenue
Code provisions are applicable to the quali-
fied retirement plans maintained by Sub-
chapter S corporations which are not applica-
ble to plans of other types of corporations.
For example, the Code provides that if a con-
tribution in excess of the lesser of $7,500 or

15 percent of compensation is made to a re-
tirement plan on behalf of a shareholder own-
Ing more than five percent of the stock of a
Subchapter S corporation, such excess would
be Income to the shareholder. As a practical
matter, this provision constitutes a limitation
on the benefits provided under retirement
plans of Subchapter S corporations,

* Tax the Increse In Value Between Grant
Pries and Sade Price of Securtis Acquired
Through the ExercWse of Slock Options From

Small Buslnesee a a Long Term Caiolal
Gain at the Time the Securities so Acquired
ereSold
Small businesses may be better able to attract
new talent if they are able to give key per-
sonnel an Interest In the business by means
of stock options. A benefit such as this Is

crucial to small businesses since they cannot
compete with large corporations In terms of

alarles and other benefits. For all Intents
and purposes, small business Is precluded
from using thIs method of compensation to-
day since the Code currently taxes the eam-

ployee recipient at the ordinary income tax
rate at the time he exercises his option on a
gain has not as yet realized. In effect, he Is
called upon to put up money in order to pay

taxes on gains that are no more than unreal-
ized paper profits.
Since the valuation of the stock, or an option
to acquire stock, in a closely-held business Is

one of the most difficult practical problems
under the tax laws, the existing tax treatment
of stock options does not adequately meet
the needs of new businesses to attract key
personnel. For example, there is the possibil-
ity of a costly dispute with the Internal Reve-
nue Service over the correct valuation of the

option. Moreover, even if an ascertainable
fair market value is established for the option,
the employee will be taxed at the time he
receives the option although he has not yet
realized any cash therefrom and does not
have a public market In which to sell. If the

option is never exercised, the employee will
simply incur a capital loss. Furthermore, if

tax at ordinary income tax rates Is levied
when the option is exercised, illiquidity of the
stock received in a small corporation may be
a serious problem. It may mean that the em-
ployee will have to obtain funds from other
sources in order to be able to pay ie income
tax. Accordingly, for stock options granted to

employees by small businesses with less than
$25 million In equity, it Is recommended by
this Committee that the Code be amended to

provide that no gain will be recognized by
such employees at the time stock options are
granted or exercised and that the gain on

securities acquired via the exercise of a stock
option be the excess of the sale price of the
securities over their value at the time of grant
and, further, that such gain be recognized as

a long-term gain if the combined holding pe-
riod for the option and the stock Is not less
than three years.

Permit Three Year Accelerated Deprecatlten
For Purchases of Machinery and Equipment
Having a Useful Life of 36 Months or More
Up to a Maximum of $100,000 Per Year

On January 21 1979, Senators Nelson, Ford,
Huddleston, Pall, Sasser, Weicker and Stew-
art Introduced a bill to amend the Code to

provide accelerated and simplified deprecia-
tion allowances for small businesses. The bill
would allow tax deductions for the full amount
of machinery and equipment purchased-up
to a limit of $25,000 per year--over a three-
year period, rather than the 10 years which
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is the average under current law. With cur-
rent inflation rates, however, the amount of
money recovered from depreciation during
the tenth year will be worth about 20 percent
of what was invested and the equipment that
must be purchased as a replacement will cost
about 80 percent more. This, coupled with the
finding that approximately 80 percent of all
businesses purchasing equipment in any one
year spend less than $250,000, was the
genesis of S. 110.
This Committee supports congressional efforts
to adopt an accelerated depreciation allow-
ance for small business. It agrees with Federal
Reserve Board Chairman William Miller that
accelerat, I depreciation is a very efficient
way to encourage capital Investment. The
Committee believes, however, that the $25,000
limitatio,1 Is too restrictive, particularly In

these Inflationary times. It believes that
$100,000, the amount originally proposed in

S. 2742 (95th Cong., 2d Sess. (1978)) is a

more fitting level since it is not based on what

purchases of machinery have been, but

rather, what they could be.

Revised Crerlta to Obtain a Tax Credit For
Contributions to an ESOP

In recent years, Congress has made change
In the Code designed to encourage the est-
lishment of employee stock ownership plane.
One of the most significant of such change
was the allowance of an additional investment
tax credit for contributions to an employee
stock ownership plan. The amount of the al-
lowable credit is related to the amount of the
employer's investment that qualifies for in-

vestment tax credit purposes. As a result,
the credit, in practice. Is available only to
companies with significant investments In de-
preciable property. Small corporations ordi-
narily are not in a position to take advantage
of this credit. In order to encourage small
corporations to establish employee stock
ownership plans, it is recommended that the
tax credit for contributions to such plans not
be tied exclusively to the investment tax
credit, but that an employer be permitted to
elect Instead to take a tax credit for contribu-
tions of up to 2 percent of the compensation
of the participating employees.
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CHAPTER EIGHT

AVAILABILITY OF EQUITY FINANCING FOR SMALL BUSINESS

BACKGROUND

One of the most talked about phenomena in the

-securities industry has been the unabated decline

in the number of new issues brought to the market-

place during the past few years. The precipitous

drop in new stock issues publicly offered is graph-

icalty illustrated in the following table.

Table 12

Common Stock Offerings For Which There
Was No Prior Market (New Issues)

Share Value
Year No. of Issues (S millions)

1968 849 1742
1969 1,298 3,545
1970 568 1,451
1971 446 1.917
1972 646 3,301
1973 177 1,872
1974 - 55 117
1975 29 272
1976 45 271
1977 49 276
1978 58 214

Source: Investment Dealers' 0rgeos.

As indicated, the aggregate number of common

stock offerings for which there was no prior public

market made during the period 1973 through

1978, was less than two-thirds of the number

of such offerings brought to market In 1972 alone.
The most dramatic percentage declines In new
offerings came in 1973 when total issues fell 73
percent from the number offered In the previous
year and in 1974, when there was a drop of 69
percent from the 1973 figure. The value of shares
offered public declined from $3,301 million to
$117 million In that same two-year period repre-
senting a decrease of a staggering 97 percent In
the amount of funds raised by first time Issuers of
securities.

Looking beyond the total number of new Issue

offerings in each of the past eleven years and into
specific registration areas, the Committee dis-
covered an even clearer pattern of decline In cer-
tain types of new financings. As indicated In Table
13, offerings of less than $5 million by first time to
market issuers making use of SEC Form S-1 fell
65. 67 and 50 percent in 1973, 1974 and 1975,
respectively. At year end 1976, the number of such
offerings made during that year equalled only six
percent of the number of such offerings made in
1972.

In the Committee's opinion, there are a number
of reasons for the dismal performance of the new
issues market. To begin with, the stock market as
a whole has experienced its share of problems
during the past few years. Riding a crest of In-
vestor interest and demand, the market peaked
in January. 1973. as the Dow Jones Industrial Aver-

Table 13

New Issue Offerings Using SEC Form 3-1

Offirincs Not i Excess of
53 Million by First Time

Issuers on Form S-1

Total Dollar
Number of Value Offered
Offerings ( Milons)

258 349.6
347 532.9
131 162,8
43 53.6
24 30.9
22 31.6

825 1.161.4

Offerings Greastr Then
$3 Million But Not In Excss
of $5 Million b FirttT

Issuers on Form $4,

NuMber of
Offerings

36
104

26
9
2
6

187

Totl DollarValue Offered
(5 lmiona)

147.8
406.0
110.3
33.9
9.3

24.3

731.6

fen s In S1Re1 al

$ m - 9!

2.0 1X6.0
4611/J
ISOgl

Source: Securities and Exchange CoMmission.

1971
1972
1973
1974
1975
1976

TOTAL
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age hit a record 1,051. The subsequent oil em-
bargo, the advent of double-digit inflation and
Increased economic uncertainty took their toll
on stocks in the months that followed, creating a
wave of selling which plunged prices and drove
countless numbers of investors from the market-
place. As discussed earlier in this Report, inflation
and related economic problems continue to ham-
per the return of investors to the stock market. A
renewal of general investor confidence in equities
Is needed before common stock offerings can re-
gain their past prominence as a viable method of
financing. Not coincidentally, the peak year for
most stock market indices (1972) was also the last
really significant year in terms of the number and
value of new stock offerings. The number of new
Issue offerings has generally declined since that
time. Of interest is the fact that notwithstanding
a general recovery in the equity markets since
1974. no similar recovery has occurred in the new
issue market. In large measure, this can be at-
tributed to the contraction which has taken place
In the securities industry, the institutionalization of
markets, escalating costs which have created
barriers to public financing, overall economic con-
ditions and the advent of listed options and the
promotion of other speculative vehicles. As noted.
to some degree the new issue market has been
afflicted by the emergence of new investment
vehicles but none so great as the listed options
markets. As most are aware, the Chicago Board
Options Exchange (CBOE) opened in April, 1973,
as the nation's first national exchange on which
option contracts were traded. From modest be-
ginnings which saw volume total 2.9 million con-
tracts in the first full year of operations, CBOE
activity increased to the point where in fiscal 1978,
almost 29 million contracts were traded.'" The
CBOE's success prompted other exchanges to
develop options trading programs of their own.
Today options are also listed on the American,
Midwest, Pacific and Philadelphia Stock Ex-
changes. Together with the CBOE, these exchanges
generated volume of 47.4 million contracts during
fiscal 1978. a figure which represents a 5,000 per-
cent increase in listed options trading since its
Inaugural year.-

Quite clearly, the emergence of the listed op-
tions marketplace and the success it has enjoyed
has negatively affected the flow of funds to the
new Issues market. In addition, growing investor
interest in commodities and the financial futures
markets has further drained the supply of new
issues market funds.

1) CaOE AAA Ali. pI
I *pfAa- Clearing Corportfion Newsletter. Vol I. No 14, p 2, Otions

loolo cowposgt.". Chicago, Avuilfeipterbe', 111

Several other factors are also responsible for
the decline of the new issues market. Among these
has been a steady Increase in the amounts of
funds flowing out of equities and into the govern-
ment securities and the fixed income markets (see
Chart 3, page 33). While this analysis was used to
demonstrate the withdrawal of the individual in-
vestor from the equities marketplace, it is also
relevant to the discussion of the vanishing new
issues market. The diversion of funds to high yield.
fixed income securities has naturally meant that-
fewer monies are available for general equities
investment and fewer still for investment in "first
time to market" companies. The increased level of
investment in debt securities is a reflection of in-
creased demand for funds by all levels of govern-
ment and the private sector. This increased de-
mand has precipitated tremendous competition for
funds which, in turn has pushed interest rates and
corresponding investor yield to all-time highs.
Corporate issuers have also turned to debt as a
means of raising capital since an issuer's ability
to obtain debt financing is, for the most part,
limited primarily only by the interest rate It Is will-
ing to pay. New offerings of equities securities,
however, must be priced in reasonable relation to
earnings, both actual and projected. Hence, there
is less flexibility in pricing an issue of equity. Also,
debt service can, of course, be expensed while
dividend payments on stocks are dealt a double
blow with taxes on such having to be borne by
both the corporate issuer and the shareholder
recipient.

The loss of a number of underwriting firms
through merger, liquidation and consolidation has,
in no small measure, also adversely affected the
new issues market. As discussed earlier In this
report, fewer broker-dealers in business today
means there are fewer underwriters seeking new
companies to brig to market and fewer oppor-
tunities available to investors willing to participate
in first time to market ventures. It appears that the
problem of a contracting securities industry com-
pounded by the flight of individual investors from
the marketplace has narrowed the avenues of In-
vestment opportunity available to public Investors.

A Morgan Stanley prepared, marked-up version
of a tombstone advertisement for a General Motors
offering which took place in February, 1955, visu-
ally depicts what has happened to the underwriting
business in the last 25 years. The tombstone ad
which appears on pages 39 to 43 of this Report
identifies by color code the underwriting firms no
longer in- business. Not only are these firms no
longer in business, but no new firms have stepped
forward to fill the void their departure has created.

The segment ol underwriters hardest hit were,
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as indicated earlier, the second tier or sub-major
group. These are the firms recorded by state under
the caption "Local Imprints." It is this category of
firm that has traditionally functioned as the under-
writer of smaller companies.

Contributing to the decline in the number of new
Issues coming to market has been the escalation
of the fixed costs-associated with new offerings.
While the generally adverse Impact of economic
uncertainty and inflation on the attitudes of inves-
tors has been discussed and the ability of broker-
dealers to continue to provide a broad range of
investment services examined, the implications of
rising fees for legal, accounting and printing serv-
Ices among others, also warrant specific attention.
Such costs bear directly on the price which must
be paid by companies wishing to enter the equl-
ties market and are an important element in the
underwriting equation. The Committee fully be-
lieves that escalating registration costs have di-
minished the enthusiasm of Issuers, particularly
small companies, for new equity financings. With
rising costs, the "break even" point or the point
at which a company realizes a net return from its
venture Into new issue financing, creeps ever so
higher, putting such beyond the amount many new
firms could realistically expect to raise In the mar-
ketplace. Such is true even in the case of an offer-
ing made pursuant to the provisions of Regulation
A of the Securities Act of 1933, which permits
Issuers, in certain cases, to use unaudited finan-
cial statements and less extensive narrative dis-
closure than that required in a full registration.
With the amount of money which could be raised
under a Regulation A offering limited until only
recently to $500,000, every dollar increase In offer-
Ing expenses was especially punitive. Issuers could
not count on Increasing the size of their offering
beyond $500,000 in order to offset higher costs.
The tremendous Increase In the average amount
of registration costs associated with new securi-
ties Issues over the past several years is graphi-
cally Illustrated In table 14.-

The above registration expense figures Include
the costs of registration fees, printing, state "blue
sky" fees, legal fees, accounting fees and miscel-
laneous cost Items. The figures do not Include
either the underwriter's spreads or commission
charges or any of the legal and marketing ex-
penses of the underwriting group which are often,
as a matter of practice, borne by the Issuing com-
pany.

SUMMARY OF CURRENT DEVELOPMENTS
Clearly, steps must be taken to lighten the bur-

den of;,expense which the present registration

44

TaWe 14
Expenses Incurred
In Connection With

Firm Conunitment Underwritng
of

Registered Offeri
of

First Time to Market Companies"

Average
Number of wsutwn

1972 476 $120.486
1973 89 $116,817
1974 9 $199,369
1975 5' " $53,000""
1976 21 $217,745
1977 19 $186,366
1976 24 1229,805

' Excludes Real Estate Invmtment Trusts. Clo End Invest-
ment Compare and Commodity Pools.
Exclude tre e Wtla4 pul offerings s wlt a aerge gross
dollar amount of 020.000 am an average expert of510,0.

Source: Navenal Assoation of Secudtes Oalers, Inc.

process imposes on an issuer. There are some
recent developments in the governmental sector
which signal recognition of this problem and are
worth noting as the first, but certainly not the final,
steps toward rectifying this situation. The Com-
mittee has noted the action of Congress to raise
the level of funds which the SEC is authorized to
exempt from registration pursuant to Regulation A,
from $500,000 to $2 million." If the SEC increases
the exemption ceiling (the SEC acted to raise the
Regulation A offering level to $1.5 million but has
yet to determine whether a further increase to $2.0
million is appropriate), Issuers wishing to avail
themselves of this provision will be able to offset
the costs of registration with a smaller percentage
amount of their gross offering proceeds. Where
before such issuers could have realized a net re-
turn of perhaps 80 percent exclusive of under-
writer's fees (i.e., $400,000 of a $500,000 Regula-
tion A offering), they may now be able to offset
that $100,000 in registration expenses with a three-
fold increase in offering proceeds.

In response to the problems-of small business,
the SEC recently announced a series of Initiatives
designed to ease the burdens of registration and
securities distributions. Such measures Include:
the adoption of Form S-18. a simplified registra-
tion form; a proposal to allow use of a preseling
document I"red herring") to obtain indications of
Interest in Regulation A offerings; a proposal to
permit the use of earnings estimates and projec-
tions by Issuers In their offering documents; and,
the adoption of amendments to existing Form 8-16.

In the case of Form S-18. the Commission has

SerwoM Art I... o 0M ix'emlr 9. t70)
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recognized the need to provide an alternative
means by which small issuers may more easily
enter the capital markets. Prior to the adoption
of the form, issuers had only a choice between an
extensive registration procedure of the type asso-
ciated with a filing on Form S-1 or the exemptive
type of offering pursuant to Regulation A. Using
the S-18, a non-reporting issuing company will be
permitted to make a registered public offering of

up to $5 million utilizing less extensive narrative
information than that required by Form S-1 and

two year audited statements which need not be

prepared in the more elaborate formal required In

an S-1 filing. Further, issuers are now permitted to

use these audited financial slatemerts in their

Initial annual report on Form 10-K. In addition, the

S-18's are to be processed by the SEC's regional
offices rather than its Washington headquarters.
As explained by SEC Chairman, Harold Williams,
in testimony before the Senate Select Committee
on Small Business, the rationale behind the then

proposed S-18 approach was that "... an issuer
not subject to the reporting requirements of the
Commission at the time the registration statement
is filed under the Securities Act [a first time to
market company may, consistent with the protec-
tion of investors, raise a limited amount of capital
without immediately incurring the full range of

disclosure and reporting requirements imposed
upon other issuers." 1

In another initiative, where an offering under
Regulation A may be involved, the SEC has looked

beyond merely increasing the amount of funds
which may be raised thereunder and concerned
itself with how issuers utilizing the Regulation A
exemption can attract underwriters willing to

assume the risks and costs of making such an

offering. The lack of sufficient underwriter partici-
pation in the Regulation A area is evidenced by
the following SEC statistical data,

Table 15

Notifications Filed Under Regulation A

No, of Offerings
Under

Year Regulation A

1973 817
1974 438
1975 265
1976 240
1977 218
1978 242

No. cifOfferings In
Which

Undierwriters
Were Used
1% of To(al)

402(49%)
115(26%)

44(17%)
37(15%)
52(24%)
55(23%)

Source: Securities and Exchange Commission

Sti'hmoy off ILie Hono,"b Han1? id WMla i, CS'aml'e. S2C
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In an effort to halt the steady decline In the
number of underwritten Regulation A offerings, the
SEC has issued a release proposing to permit
underwriters. Under certain circumstances, to use
a pre-selling document or "red herring" to solicit
indications of interest from prospective investors."

In addition to the above, the Commission has
investigated the merits of a recommendation made
by its Advisory Committee on Corporate Disclosure
(Advisory Committee) concerning the publication
of forward looking and analytical information In

company reports to shareholders and in SEC fil-
ings. In this connection, the SEC has proposed
two versions of a rule regarding the use of pro-
jections by issuers."

' The second version of the
rule (Version 8) parallels the recommendation of
the Advisory Committee, while the first version
(Version A) was developed by the SEC. There are
certain differences in the two versions of the rule.
Among other things, the Commission's proposal
would provide protection from liability for state-
ments made by or on behalf of an issuer, including
those made by an outside reviewer of man-
agement's projections. The proposal of the Advis-
ory Committee applies such protection only to
"management statements." The SEC rule would
extend only to projections made in filings with
the Commission, while the Committee's proposal
would apply to all management projection infor-
mation whether or not set forth in an SEC filing.
While this Committee favors the approach taken
by the Advisory Committee rather than the rule
proposed by the SEC, it is nevertheless apprecia-
tive of the effort which has been made by the
Commission to address the issue of projections
and their use by issuers. The eventual adoption of

any rule in this area will no doubt provide under-
writers and issuers alike with a better rationale
for making a determination as to the price at
which to bring an offering to market and, in the
process, will hopefully encourage the undertaking
of additional new issue ventures. Also, better dis-
closure will increa-e protection for investors and
in so doing wilt help avoid the abuses that even-
tually lead to public withdrawal from the new
issues market.

One final item which should be mentioned is the
past action by the Commission to amend its exist-
ing Form S-16.'i Under the amendments recently
adopted, issuers are permitted to use a simpler
and shorter Form S-16 for the registration of cer-
tain primary offerings of securities, provided such
offerings are made pursuant to a firm commitment
underwriting. These amendments, also based

S-t, $ Ac, Release No 5 '5 3 (NCe.btr 14 I1278)
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upon a recommendation of the Advisory Commit-
tee, address the need to create a continuous,
coordinated and integrated disclosure system for
companies subject to the securities acts. The Ad-
visory Committee believed that registration costs
and thus, (he costs of raising capital would be
reduced If such a system could be developed. In
essence, it is hoped that the S-16 amendments will
eliminate what to many persons is a needless du-
plication of disclosure and a corresponding dupli-
cation of costs to inyestors. This Committee en-
courages similar measures on the part of the SEC
and is certain that an analysis of the effectiveness
of its proposals in the S-16 and other areas will
convince the SEC that it is taking the correct
approach in dealing with the problems created
by spiraling offering expenses.

GENERAL CONCLUSIONS
In its analysis of the costs associated with equity

financing by small businesses, the Committee has
reached several general conclusions. Among these
are the facts thai as long as inflation continues
to increase, most of the costs associated with
underwritings are also likely to rise and that for
the reasons cited earlier, including costs, small
business financing via the public offering of equity
securities is likely to remain at its present levels.
While recent initiatives by the Congress and the
SEC will likely result, in the Committee's opinion,
in a reduction of certain regulatory costs asso-
ciated with underwriting, there is much that can
still be done to reduce further such costs and
thereby lessen the inflationary impact of fixed
offering expenses.

RECOMMENDATIONS FOR REDUCING
THE COST OF EQUITY FINANCING-

The Committee believes that the following ac-
tions are necessary, at a minimum, if the costs of
equity financing are to bereduced further:

SUmIll Underwriter Uabilty In Connection With
Certain SEC Registrations Particularly Thoe
Made Using Form 8-16
In connection with the recent" adoption of
amendments to Form S-16 which, among other
things, provide for a simpler and shorter pro-
cess for the registration ot firm commitment
primary offerings of securities, the SEC noted
that It would allow certain documents to be
incorporated by reference into the registra-
tion statement. The SEC hoped that this pro-
cedure-would result in an improvement In the
quality of disclosure In S-16 and other filings
due to the Increased care which would neces-
sarily have to be given to the Initial prepara-

tion of documents which might later be Incor-
porated by reference. Since the adoption of
the amendments, however, a number of under-
writers have raised concern about their_ex-
posure to liability under Section 11 of the
Securities Act of 1933 because of misleading
statements or material omissions In reports
and documents filed with the SEC by Incor-
poration, particularly where the underwriters
have played no part In the initial preparation
of such material.
The claim has been that the underwriters
have had no opportunity to employ the "due
diligence" procedures which would permit
them to form a studied opinion of the accu-
racy of a registration statement involving In-
corporated documents. Underwriters have also
noted that Section 11 imposes liability If any
part of a registration statement is untrue or
misleading at the time the offering becomes
effective. In this connection, they have as-
serted that "dated" information incorporated
by reference In a registration statement may
contain a number of inaccuracies occasioned
merely by the passage of time. On the other
side of the coin, issuers have appeared reluc-
tant to agree to modifications of previously
prepared reports being incorporated by refer-
ence in an S-16 offering. They fear that any
modification would constitute, in effect, an
admission that the original document was in-
accurate in some respect thus exposing the
issuer to the threat of action by investors who
could claim to have purchased shares in reli-
ance upon the initial "misleading" disclosure.
The SEC, in response to the concerns raised
by issuers and underwriters, has attempted to
remedy the problems currently associated
with its Form S-16 amendments. In a recent
release, the SEC announced a proposal
whereby Form S-16 would be further amended
to state that the effective date of any docu-
ment incorporated by referon.z3, for purposes
of determining underwriter liability under
Section 11 of the Securities Act of 1933,
would be the date of the document's initial
filing with the SEC.'" Also proposed is an
amendment which would permit the removal
of certain statements from the registration
statement which have been superseded or
modified either by disclosure in the S-16
prospectus or by a subsequent document
filed with the Commission and incorporated
by reference." The SEC would allow, In this
connection, a disclosure to be made by an

Socufiti.1 Act Ast..1. No i9 (Ni vlem i,. 19791
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issuer to the effect that a modifyig or super-
seeing statement shall not be deemed an
admlsion that the original document con-
talned a material omission or misstatement.
The Committee welcomes the SEC's recog-
itlon of the problem presetly associated

with 8-10 offerings and Is encouraged that the
Commission has determined to lake steps to
correct this situation. in the Committee's

* opinion, the professed goats of the previously
adopted 8-16 amendments, to reduce the
costs and duplication associated with the
registration process, should be achieved as
quickly a possible. Clarifying the liabilities
of underwriters and Issuers utilizing Form
8-16 is a first stop In that direction. While
it generally supports the intent of the SEC
proposal, the Committee believes that the

amendment in their present form still would
prompt underwriters to perform a more ex-
tensive due diligence Investigation than
would appear necessary given the professed
desire of 8-16 proponents to reduce the pres-
ent costs asociated with securities offerings.
In the Commttee's opinion, the amendments
do not go far enough to relieve underwriters
relying upon the accuracy of documents In-
corporated by reference from Section 11 Ia&-
bllity. In the SEC's own words, disclosures
incorporated by reference in Form S-16
... still would be subject to scrutiny to

determine whether they met with Section 11
standards at the time such disclosure was
filed." " This being the case, it would appear
that. nothing thort of a full "due diligence"
Investigation by an underwriter would be
warranted. The performance of such an in-
vestigation could only add to the expenses
associated with an S-16 filing and prolong
the time that such filing Is In registration.
Such would seem to defeat the primary pur-
pose of an issuer in choosing to use this filing
document.
The Committee recommends that the Com-
mission give further consideration to its pres-
eant proposals perhaps approaching the
issues raised from the standpoint of indemni-
fying underwriters totally from Section 11 lia-
bility in connection with material Incorporated
by refer.tnce on Form S-16. The Committee
believes that an Indemnification rule would
be particularly meaningful to underwriters
who did not participate In the initial prepara-
tion of incorporated documents-or had no
responsibility for them at the time of the effec-

tivenes of the filing from which they were
Incorporated. The Committee further believes
that after some experience period, the 8-16
Idea be extended to smaller issuers as well,
I.e., those falling below the 8-7 1eve._

Consdkr Indenelicatifol for Attery and
Acountnts Rendering SerVICes to IssreM

In testimony before the Senate Select Com-
mittee on Small Business, SEC Chairman Wil-
liams said that "The involvement of under-
writers, accountants and attorneys In the
securities offering process can create sig-
nificant costs which must be borne by the
small business Issuer."" As previously noted,
the Commission has taken step In an attempt
to lessen the burden imposed on issuem In
the form of underwriting, registration and
auditing expenses through amendments to
Form S-16 and the recent adoption of a
new Form S-18 registration statement. Rec-
ognizing thai the burdens of registration nd
its related costs weigh heavier on a small
company, the Committee suggests that one
solution to this problem could be the develop-
ment of a form of indemnification for attorneys
and accountants who participate In the prep-
aration of registration statements. Since such
persons generally pass along the costs of
their services to their new issue clients and
since the costs associated with equity financ-
ings have Increased dramatically and will
continue to do so in the future, there must be
some means devised to limit the expense
associated with employing such persons. This
issue has, in fact, already been actively con-
sidered by a -number of other groups. Again,
as Chairman Williams indicated in his testi-
mony, one factor in the increasing costs asso-
clated with professional services is the In-
crease in premiums for liability Insurance
covering legal and accounting opinions." To
combat these rising costs, Williams noted that
the suggestion had been made to limit the
liability of attorneys and accountants in con-
nection with their securities activity to either
some multiple of their fees or a fixed per-
centage of the gross offering proceeds." In
this manner, a cap or upper limit could be
put on the amount of liability insurance which
would be needed in connection with the filing
of a new offering. The imposition of such a
limit would result, hopefully, In the reduction
of the amount of Insurance which would have

MT bw"m- , ti
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to be carried by such persons, and, in turn,
cause the insurance premiums to also de-
crease. The beneficiary of any cost savings
In this areas would eventually be the company
undertaking a new financing.

E Establishment of a Special Reserve for
Market Makers
Perhaps the greatest possible incentive to
Increased underwriting activity by broker-
dealers would, In the Committee's opinion,
be the creation of a special reserve for mar-
ket makers. This concept, which was dis-
cussed earlier In this Report, bears repeating
as a step which can be taken to improve small
businesses' access to equity markets. Briefly
stated, the availability of special tax-deferred
reserves for broker-dealers will undoubtedly
encourage Increased market making activity,
particularly in issues of small and developing
companies, by small and medium size broker-
dealers. This increased activity would add to
the depth and liquidity of the equities market-
place and the breadth of Investment decision
making to the benefit of Investors and Issuers
alike. The existence of a healthy aftermarket
for securities offered to the public is key to
the success of the underwritings which follow.

* Adoption of a Uniform Exemption From
R street n
Great strides have been taken recently by
both the North American Securities Adminis-
trators Association (NASAA) and several state
securities commissioners to replace existing
"blue sky" exemptions from registration for
listed securities with a uniform exemption
from registration. Accordingly, securities of
any issuer meeting specified objective stand-
ards Irrespective of listing status would be
exempt from state registration. Thus, the
quality of the security rather than the market-
place would become the Important factor.
The uniform exemption has many advantages
over existing "blue sky" exemptions, par-
ticularly for issuers whose securities are not
listed on a national securities exchange.
While the securities of such issuers may be
of equel or higher quality than certain ex-
change listed stocks and may qualify for
exchange listing should they choose to seek
such, they are denied a registration exemp-
tion simply because they are not exchange
listed. Consequently, quality over-the-counter
Issuers Incur additional time and expense at
the state level in marketing new securities
while exchange listed companies are spared
such burdens due to existing "blue sky" ex-

48

emptions. The Committee supports the efforts
which have been undertaken thus far to re-
move registration barriers which diacririnate
in favor of exchange listed companies to the
detriment of quality over-the-counter Issuers.
Adoption of a uniform exemption by all ci the
states would contribute to the reducron of
costs and regulatory burdens presently Im-
posed on certain companies and would per-
haps encourage such firm to undertake new
Issue financing* they may not have consi-
ered absent a registration exemption.

Volstilty of New Isses

The Committee Is hopeful that Its recommen-
datiors will lead to the creation of an environ-
ment in which more broker-dealers will be
encouraged to engage In underwriting and
market making actlvltles.In so doing, Indlvid-
usi Investors and developing companies will
be better served. If our projections, based
upon Implementation of our proposals, are
correct, firms undertaking new finnclngs,
especially first time to market Issuers, will be
the principal beneficiaries. As a result, there Is
likely to be a marked Increase In the numbW
of public offerings of securities. In this ow
nectlon, It Is Imperative that steps be taken
now to Insure that there will be stable second-
ary markets for these stocks and that price
volatility will not become a concern of Invest-
ors making a determination on whether to
purchase shares of a new issue. Presently,
underwriters utilize overallotment options an
enter stabilizing bid quotations In order to
satisfy Investor demand for additional shares
to stock and to maintain the price of an lsmue
at or near its public offering price until the
shares offered have been distributed by the
syndicate members In an orderly maner.
Both actions serve to check the volatilty of

- new Issues by stabilizing their second mar-
kets. While these methods seem to function
reasonably well under most ciroumstancee,
there are some problems whichrve surfaced
and which need to be addressed.
First, the Committee believes that the Om-
mission, through rulemaking or otherwls
should permit underwriters to exercise en
over-allotment option at any time until the
final settlement of an offering. Limiting sch
exercise to the period prior to tee m the
syndicate Is closed, as is the present preatlee,
limits the effectiveness of this optio.
Current regulations permit a cutAeM to
decline to purchase shares of an offring
until he has received a copy of the Min -
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peotus. An underwriter which exercise all or
a portion of an Ov -allotment option, based
upon indications of Interest received that a
certain number of shares of a new issue will
be purchased by the public, could be left
with unsold securities should the number
of actual purchasers and/or the size of "er
stock purchase. on the date of settlement be
fewe then expected. Having unsold shares
leave. an underwriter at risk should a price
decline occur. Additionally, current syndicate
practices maks It difficult for a managing
underwriter to know precisely how well placed
an Mie Is. Under these conditions, a rela-

vely small amount of shares, aggressvely
sold during the first few days of a new leue
distribution, can have the effect of signifi-
cantly kwering the price of the stock. A man-
aging underwriter can effectiey address
these sItuaions and stabilize the market by ex-
erclsino his overallotmentoptlon, If demand i
great, or by lelting it expire, If It falls to mate-
rislize. Generally, however, the manning
underwriter Is not in a position to know the
preci situion, In terms of demand, at the
time the syndioae closes. He needs additional
time in which to decide whether to exercise
his overaliotment option. This committee be-
Ileve. that such additional time should run to
the date of final setlermt with the Issuer.
Second,. some action must be taken to elimI-
nate disruptive practices such as "shorting
Into the syndicate bid." In this situation, an
Indivdual or Indhoduais "attacks" the under-
writing syndicate bid with orders or Indica-
lons of Interest to sell share. of a new
isue--share. which the seller normally does
not own. Such selling pressure Is -designed
to force the syndicate to lower Its bid to a
point where the seller can cover his shod
position at a profit. A small number of people
can therefore benefit at the- expense of s
larger number of shareholders who purchased
stock at the public offotng price. The prob-
lems created by t situation were recognized
by Congress when it outlawed the "ahort

"concept for listed securities In adopt-
Ing the Securitje Act of 1033. The Commit-
ee believe that some action Is necessary,

ieher In the form of a rule propoeal or olher-
wise, to put an end to this practice. The Com-
mittee he. takuu note of the fact that the
Securites and Exchange Commission began
to address he problem of shod selling In
connection with a publlo offering In February,
1974, when it published for ubf c cement
proposed Rule 110b-21. The rule was design

to Impose certain limitations on purchase. to
cover short sales whenever a ware
effected prior to the -m Mcment of an
offering Involving securities of the seme Cim.
Revised .versM of the rule were published
in April, 1075. and again In December, 176.
The April, 1975, version of the rule Is, In the
Committee's oplnlon,worthy of additional con-
slderation since It -would address the o
selling problem through

r 
the regulation of

covVing transactions but would-not Impede
or Inhibit lMgItmMe s selling practices by
marketplace participants.
Sy way of background, under the April, 10 5,
proposal, covering purchase In connection
w!th a short sale would be Prohibfted If the
short sale was made within a ten-day period
before the . vmecsment of an ofng and
if such covering purchase would be made
from an underwriter other dealer perticp*1
ing In the distribution. In additon If the short
sale we. made within five days belor the

commencement of th ofering coverWn piw-
chase. would be prohibited within a ive-d*y
period after the commOncment of an ofler-
Ing or before the termktionof th offerIng,
whichever Is edim.
The Committee believes thd it Is appropriae

to address the problem of shorting int a
syndicate bid through the regulation of cover-
Ing tranaactions.The Comminee beleee that
this approach would greatly diminih the Wn-
centive for manipulation. From a regulatory
standpoint the Committee further belevls that
it offers a sound means by which to measure
compliance.

SEC o1k11of so",iess P"-Is
The Committee Is oncouraed by the CcmmO-
alon's recent decision to establish On 01110e
of Small Businels Policy. The conthnin
problems of small businesses am one whIc
warrant specify attention and require af&ims-
tve acion on the pet of legislative and rep.-
lstory bodies. In ths connection, the CO

miattee recommends that the epeof the new
Office be sufficently broad to go beyod the
mere technical aspects of Proposed INC
regulations The Offic should, In the Com-
mittee's opinion, be able to deal wM qoee-
tions raised during the Commisin's recen
small business hearings and should be able
to comment on the Impac of exi ing SEC
rules on small enterprises. The Offle shoAd
be able to develop a well as implom t
policy.
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CHAPTER NINE

CONCLUSION

Recognition of the problems presently facing
small business in this country, although seemingly
slow to surface , has recently accelerated to a point
where concerns over the lack of available equity
financing for small firms have touched large seg-
ments of private industry. several branches of the
federal government and numerous independent
governmental agencies. Indeed, a special White
House Conference has been organized specifically
to discuss small business, its problems and its
needs.

In this connection, the Committee has prepared
this Report and male recommendations with a
'rue sense of urger .. As each day passes, the
difficulties faced by small businesses grow more
acute. Given sufficient timo, the trends described
in the preceding chapters of this Report which
precipitated the withdrawal of individual investors
from the marketplace, the contraction of the

broker-dealer community and a dearth o equity
capital cold wr' become Irreversible. The Com-
mittee is of the - ilon, however, that sufficient
time remains in which to reverse this situation.
Nevertheless, immediate action must be taken.

The Committee believes that its suggestions are
a step in the right direction. if followed, they can
contribute measurably to the strengthening of this
country's economy through the resurrection of the
small business community. Whether those who
read the Report agree with the recommendations
which we have set forth or whether they believe
alternative means are available, it has become
clear to the persons involved In the preparation
of this document that a proper environment must
be developed to encourage small business growth.
Continued stagnation in the small business com-
munity bodes ill for-the future of this nation.



321

JOINT INDUSTRY/GOVERNMENT COMMITTEE
on

SMALL BUSINESS FINANCING

January 2, 1979

IMPORTANT

TO: Institutional Investors & professional Portfolio Managers

RE: Special Survey

A Joint Industry and Government Committee presently examn-

Ing the problems facing small business would like to ask your help in

developing data concerning the current investment practices of the nation's

leading institutional investors and professional portfolio managers.

The Committee- which was recently formed by the National

Association of Securities Dealers, Inc., and-composed of representatives

frozwthe securities Industry and several governmental agencies, is con-

a ducting this survey to gain a clearer insight into the problems associated

with small business financing and small business investment.

The data derived from this survey will be analyzed and utilized

by the Committee in a report it is scheduled to present to the U. S. Senate

Select Committee on Small Business early in 1979. Among other things,

the Committee is working to develop recommendations which will encourage

greater participation in small business nvestrent; make it easier for

small and medium sized companies to raise equity capital; and, improve

economic incentives for both small and medium sized businesses.

The Committee fully realizes that to complete the enclosed

questionnaire, some expenditure of valuable staff time will be required.

,However, the Committee believes that the final results of this study may

have a significant impact on virtually everyone who buys and sells securi-

ties. Because of this, the Committee again solicits your full cooperation

and urges you to complete the enclosed survey form.

The information derived from these questionnaires will be sum-

marised and used-by the Committee solely for informational purposes.

To insure complete anonymity of individual replies, the Committee has

done two things. First, it determined not to ask respondents to specifically
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Re: Special Survey
January 2. 1979
Page Two

identify themselves. Second, it has made an arrangement vith Price
Waterhouse & Co., independent certified public accountants, to receive
and process all questionnaires returned. In that connection, all com-
pleted questionnaires should be returned to Price Waterhouse & Co. in
the enclosed, self-addressed postage-paid envelope. All replies will be
treated by Price Waterhouse & Co. in the strictest confidence.

Your full cooperation will be greatly appreciated.

Sincerely,

William R. Hambrecht, Chairman
Joint Industry/Government Committee

on Small Business Financing

Members:

National Association of Securities
Dealers, Inc.

Securities Industry Association
U. S. Senate Select Committee on

Small Business

Assisted By:

Various Interested Departments and
Agencies of the Federal Government

Attachments
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IpAORAN

SPECIAL SURVEY

of

INSTITUTIONAL INVESTORS
&

PROFESSIONAL PORTFOLIO MANAGERS

M& Survey is Dning Conduced

Jobnt ImdmkyG//wvmesut Comauitte
on SinaDu d.... Fbacl -

Januwx 2, 1979

Membow

Natdonal Asoatin of Somurks Dalam, Inc,
SeculdtlIdmti Asscation
U.S. Snats Sdihet Commttas on Sma Buluh

Amod Bp,

Vailmsmss I Dqpanna and
Agmpa of the Fedal Govis

KINDLY RETURN TIlS SURVEY IN THE ENCLOSED
ENVELOPE BEFORE JANUARY 22, 1979, TOI

Pe Wata hn"e & Company
1801 K Street, N.W. (MGP)
Waddnsteo, D.C. 20006
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INSTRUCTIONS

1. Kindly answer all questions.

2. Estimates may be used whenever precise figures
are unavailable.

3. Additional comments on the subject of small business
financing and small business investment are invited.
Such may be appended to the questionnaire.

4. Inquiries regarding the questionnaire may be
directed to Price Waterhouse & Co., Attention
of Mrs. Mary Peters - (202) 298-0800. x 335.

5. When completed, detach questionnaire from this cover
sheet and forward in the enclosed postage paid envelope
to:

Price Waterhouse & Company
1801 K Street, N.W. (MGP)
Washington. D.C. 20006

56 1
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SPECIAL SURVEYof

INSTITUTIONAL INVESTORS&

PROFESSIONAL PORTFOLIO MANAGERS

1, Whet is the nature of your operation

o BW* Trust 0ePWbf~nt 0 kIdepXeid Money Maager

o ksuce Company 0 Cobe Endowment Fund

O Investment Compeny/Mutual Fund 0 Other (Please SpecNy)

2., Whet ae the sources 8nd percOntages of tIwestnent funds rneged?

0 PensonPlans ___ 0 lndr de%
0 0thW (P"e Specify) %

0 Institutions (Uersitle,eto.) %

. What ie the approxidmte doa value of assets current menasg' i,, ,ZWW of dollars)?

o der 25 0 61-100 UI 261-600 0-E IOuu- i,

o 25-50 0 101-250 0 ,0 -1000 0 Over 1oo0

4.. What percentage of asets gently managed is sublct to Employee Rt**smefi Income Security Act (ERSA)?

0 Leo than 25% 0 25%-50% 0 61% -75% Oover 75%

-8- Of the total assets managed, what amount is curnTw invested in common stocks?

0 Less then 25% 0 25%-50% 0 51%-76% 0 Over 75%

0. What percentage of these common stock holdings would you estmiate Is iwesed in the following typ of equity

Usted on NYSE __% OTC-NASOAO

isted nAMEX % OTC.Non-NASOAO

listed on Reglond Exchanges _ % OTC-No Public MiWft -%

.- 7.- What percentage ( new money received in 197, hoe been invested in equity secuties?

0 Lesstu th 25% 0 25%-50% 0 61%-75% 0 o 76%

8. Do you have any poicy. either format or normal. wt
ich req

ui
r es a mnimum leve

l of market Caplldon for comp
i
rnle

in which you brvest?
Ye Formal Policy No

[3 Ye DPNoPoic
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9. If your response to Question No. 8 was "yes," what is the minimum market capitalization stard your organization
has established (in millions of dollars)?

0 Under 10 0 51-100 0 Over SO

0 10-25 0 101 -250

0 26-50 0 251-500

10. If you do not invest in companies with a capitalzation of less that: $50 million, please indicate the reasons for such

by ranking them from "most important" (1) to "least important" (8), as applicabe.

__ ERISA Concerns __ Lack of Fnancial History

__ Pce Volatility Lack of Independent Research

__ Lack of Liquldity - Cost of In.tHouse Research

- Difficulty in Valuation _ Other (Please Specify)

11. Would you favor a change in ERISA or in the administration thereof to encourage investment in small companies (i.e.,
securities which are presently excluded from your universe of investment to the extent ERISA is a factor)?

1] Yes 0 No 3 No Opinion

12. if your response to Question No. 1I was "yes," do you favor either of the following?

Legislation to redefine the "prudent man rule" to allow some percentage of assets managed to be invested in the
securities of small companies, e g., a 5% "basket clause."

- Yes [ No

Revision in present regulations of the Departments of Labor and Treasury relating to overall portfoo administration.

DYes ) No

13. What other incentives, if any, do you favor to encourage small business investment?

E0 Legislation to provide for the rol1-ovec ol capital gains tax on investments in small businesses if reinvested in other
small businesses

I Legislation to provide additional capital gains tax relief

11 Other (Please Explain)

I None

LU No Oipinioni
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JOINT INDUSTRY/GOVERNMENT COMMITTEE
ON SMALL BUSINESS FINANCING

SPECIAL SURVEY OF
INSTITUTIONAL INVESTORS AND PROFESSIONAL PORTFOLIO MANAGERS

Tab,ation of Responses By Nature of Operation

National College &
Bank - Independent University
Trust Insurance Investment Money Endowment

-Oescrption Total Departments Companies Corpanies Managers Funds Others

Survey Population 1940 186 1056 609 - 89

Responses Received
Individual Replies 558 84 290 121 26 24 13

(537 Responses)

Multiple Replies 37 - 26 11 - -

(9 Responses) '*

Total Responses 595 84 316 132 26 24 13

Response Rate 1%) 30.7% 45.2% 29.9% 21.7% - 27.0%

Notes: Some respondents Indicated more than one business activity.

Nine of the 537 respondents said they were responding on their own behalf and on behalf of 37 other entities.

Source: NASO Survey.
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SPECIAL SURVEY OF

IJSTITUTiONAL INVESTORS & PROFESSIONAL PORTFOI 10 MANAGERS
RESULTS FOR AU. ORGANIZATIONS

37 surye)I Tbuatd

1. WHAT IS TEE NATURE OF YOUR OPERATION? .... 537

Bank Trust Department .......................... 84

Insurance Company ............................ 290
Investment Company/Mutual Fund ................ 121
Independent Money Manager .................... 26

College Endowment Fund ....................... 24

Other ......................................... 13

100.0%
15.6%
54.0%
22.5%

4.8%
4.5%
2.4%'

2. WHAT ARE THE SOURCES AND PERCENTAGES OF
INVESTMENT FUNDS MANAGED? .............. .. 516

Pension Plans ................................. 261
25% or less .................................
26% - 50% ..................................

51% - 75% ..................................
Over 75% ...................................

Institutions (Universities. etc.) .................... 175
25% or less .................................
26% --- % ..................................

51% -75% ..................................
Over 75% ...................................

IndiM duals .................................... 378
25% or less ............... .................
26% -- 5. 0% ..................................

51% - 75% ..................................
Over 75% ...................................

Other ......................................... 123
25% or less .................................
26%--.% ..................................

"51% -75% ..................................

Over 75% -..................................

3. WHAT IS THE APPROXIMATE DOLLAR VALUE OF
ASSETS CURRENTLY MANAGED (IN MILLIONS OF
DOLLARS)? ..................................... ps3

Under 25 .................................. 96
25 -50 .................................... 59
51-100 ................................... 6

101- 250 ................................... 87
251- 00 ................................... 77
501-1000 .................................. 58

1000-10,000 ................................ 91
Over 10,000 ................................. 7

100.0%

50.6% 249
154
51
28
16

33.9% 169
111

7
4

47

72.9% 369
25
39
62

243

23.8% 120
33
11
6

70

100.0%
17.9%
11.0%
11.2%
16.3%
14.4%
10.8%
17.0%

1.3%

Note: I. Number mewofd@ 1tof
2. Number responding
& Aerag, of plete pVnded by rospondenta

Beaue f ufipe nsr.,e add up o iot1"&.

27.66%
11.17%
37.35%
62.48%
94.90%

36.17%
8.89%

32.14%
71.75%
98.19%

79.43%
13.38%
40.74%
64.54%
98.20%

67.30%
11.78%
39.00%
6850%
97.70%
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RM l Percent

4. WHAT PERCENTAGE OF ASSETS CURRENTLY MAN-
AGED IS SUBJECT TO EMPLOYEE RETIREMENT
INCOME SECURITY ACT (ERISA)? ................ 514 100.0%

Less than 25% ..................... . ......... 410- 79.8%
26% ---50% .................................. 64 12.5%
51% - 75% .................................. 27 5.3%
Over 75% ................................... 13 2.5%

5. OF THE TOTAL ASSETS MANAGED, WHAT AMOUNT
IS CURRENTLY INVESTED IN COMMON STOCKS? .. 532 100.0%

Less than 25% ................................. 286 63.8%
26%- 50% ........ I.......................... 104 19.5%
51%-75%................................ 79 14.8%
Over 75% . .......... ............... 63 11.8%

PRoonso Awerame

6. WHAT PERCENTAGE OF THESE COMMON STOCK
HOLDINGS WOULD YOU ESTIMATE IS INVESTED IN
THE FOLLOWING TYPES OF EQUITY SECURITIES? .. 50Q4 100.0%

Listed on NYSE ................................ 500 98.2% 86.26%
25% or less ................................ ........ .... 12 14.50%
26% --50% .................................. 17 40.35%
51% -75% .............. I 8................... 51 67.39%
Over 75% ....................................- 420 92.48%

Listed on AMEX . . - 260 51.1% 7.82%
25% or ess .. .......................... 249 6.14%

26% -- 50% .................................. 8 32.00%
51%-75% ............................. 1 65.00%
Over 75% ................................... 2 92.50%

Listed on Regional Exchanges ................... 46 9.0% 5.78%
25% or less ................................. 45 4.13%
26% ---50 % .................................. - -

51% - 75% ..................................- -

Over 75% ................................... 1 80.00%

OTC--NASDAQ ............................... 357 70.1% 10.73%
25% or less ................................. 329 7.83%
26% -- 50% .................................. 22 37.04%
51% -75% .................................. 5 71.40%
Over 75% ................................... 1 83.00%

OTC-Non-NASDAQ ............................ 39 7.7% 5.92%
25% or less ................................. 37 3.94%
26%- 50% ..... ............................. 1 30.00%
51% 75% ................................. 1 65.00%
Over 75% ...................................- -

OTC-No-PubIic Market ......................... 76 14.9% 18.02%
25% or less ................................. 61 4.65%
26% -50% ......................... ........ 6 42.33%
5j%- 75% .................................. 2 72.50%

Oer 75% ................................... 7 98.14%

7. WHAT PERCENTAGE OF NEW MONEY RECEIVED IN
1978 HAS BEEN INVESTED IN EQUITY SECURITIES?. 521 100.0%

Less than 25% ............................... 329 63.1%
25%- 50% ............................. .... 87 16.7%
51% - 75% .................................. 47 9.0%
Over 75% ................................... 58 11.1%
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8. DO YOU HAVE ANY POLICY. EITHER FORMAL OR

INFORMAL WHICH REQUIRES A MINIMUM LEVEL OF

MARKET CAPITALIZATION FOR COMPANIES IN WHICH
YOU INVEST? ................................... 535 100.0%

Yes ........................................ 317 59.3%

Formal Policy .............................. 87 16.3%
Informal Policy ........................... 225 42.1%

No Policy ................................. 218 40.7%

9. IF YOUR RESPONSE TO QUESTION NO. 8 WAS "YES".
WHAT IS THE MINIMUM MtARKET CAPITALIZATION
STANDARD YOUR ORGANIZATION HAS ESTABLISHED
(IN MILLIONS OF DOLLARS)? ..-................... 307 100.0%

Under 10 .................................... 
29 9.4%

10-25 ..................................... 41 13.4%

26--0 ..................................... 51 13.4%
51- 100 .................................... 86 28.0%
101- 260 .................................... 71 23.1%

251--00 ........................... ....... 22 7.2%Over SO0 .................................... 7 2.3%

10. IF YOU DO NOT INVEST IN COMPANIES WITH A
CAPITAUZATION OF LESS THAN S50 MILLION,
PLEASE INDICATE THE REASONS FOR SUCH BY
RANKING THEM FROM "MOST IMpORTANT" (1) TO
"LEAST IMPORTANT" (8), AS APPLICABLE.

6.10 ERISA Concerns '
3.18 Price Volatility
1.71 Lack of Uquldilty
3' Difficulty In Valuation
4.06 Lack of Fna lial History
322 Lack of Independent Research
4.1-4 Cost of In-House Research
T47 Other

11. WOULD YOU FAVOR A CHANGE IN ERISA OR IN THE
ADMINISTRATION THEREOF TO ENCOURAGE IN-
VESTMENT IN SMALL COMPANIES (I.E., SECURITIES
WHICH ARE PRESENTLY EXCLUDED FROM YOUR
UNIVERSE OF INVESTMENT TO THE EXTENT ERISA
18 A FACTOR)? ................................. 521 100.0%

Yes ......................................... 190 38.2%
NO. ........................................ 71 13.6%

No Opinion .................................. 251 48.2%

12. IF YOUR RESPONSE TO QUESTION NO. 11 was "YES,"
DO YOU FAVOR EITHER OF THE FOLLOWING?

Leglislion to redefine the "prudent man rule" to allow
some percentage of assets managed to be Invested
In the securitlae of small companies, e.g.. a .%
baskett clause.".......................... 201 100.0%

y.......................................171 86.1%
No ......................................... 30 14.9%

NMs 4: Mwma V 91N W by mepOndft
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Percent

Revision in present regulations of the Departments of
Labor and Treasury relating to overall portfolio ad-
ministration ........................... ....... 175 100.0%

Yes ......................................... 152 86.9%
No ......................................... 23 13.1%

13. WHAT OTHER INCENTIVES, IF ANY. DO YOU FAVOR

TO ENCOURAGE SMALL BUSINESS INVESTMENT? .. 524 100.0%

Legislation to provide for the roll-over of capital gains
tax on Investments In small businesses If reinvested
In other small businesses ........................ 147 28.1%

Legislation to provide additional capital gains tax relief 336 64.1%
Other ........................................... 80 15.3%
None ........................................... 26 5.0%
No Opinion ...................................... 104 19.8%
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SPECIAL SURVEY OF

INSTITUTIONAL INVESTORS & PROFESSIONAL PORTFOLIO MANAGERS

RESULTS FOR BANK TRUST DEPARTMENTS

84 Surveys Tabuofed

tepn ' Percent

1. WHAT IS THE NATURE OF YOUR OPERATION?

Bank Trust Department ..........................
Insurance Company .......................
Investment Company/Mutual Fund ................
Independent Money Manager ............ : .......
College Endowment Fund .......................
Other ................................... .....

84 100.0%

2. WHAT ARE THE SOURCES AND PERCENTAGES OF

INVESTMENT FUNDS MANAGED? ................. 82

Pension Plans ................................. 82
25% or less .................................26% -- 5 0% ..................................

51% - 75% ..................................
Over 75% ...................................

Institutions (Universities, etc.) .................... 63
25% or less .................................
26%-- 50% ..................................

51% - 75% ..................................
Over 75% ..... ......................

Individuals .................................... 82

25% or less .................................
28% -- 60% ..................................
51% 75% ..................................

Over 75% ...................................

Other ....... ....... .................... 14

25% or less .................................
26%-0% ................. .............

51% -75% ..................................
Over 75% ...................................

3. WHAT IS THE APPROXIMATE DOLLAR VALUE OF

ASSETS CURRENTLY MANAGED (IN MILLIONS OF

DOLLARS)? ..................................... 84

Under 25 ..................................
250 ...............................
51- 100 ................................... 2

101- 250 ................................... 12

251--600 ................................... 31

501--106 .................................. 1 7
100 - 10,000 ................................ 22

Over 10,000 ................................. 2

100.0%
100.0% 79

36
29
14

7.8% 81
60

1

100.0% 79
7

19
43
10

17.1% 14

12

I

100.0%

14.3%
38.9%
20.2%
26.2%

2.4%

Nows: 1. N~ mba pondft to quetit
t.mm Numbs r woingat, a peCantag.
5. AWg O percent pOW rOsded by r* rpodt.d

N

63-76 0 - 80 - 22

32.50%18.75%
36.03%
60.57%

8.88%
8.53%

30.00%

56.91%
17.57%
40.78%
64.11%
84.10%

20.60%
11.58%

55.00%
95.00%
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RI-c-

4. WHAT PERCENTAGE OF ASSETS CURRENTLY MAN-
AGED 1S SUBJECT TO EMPLOYEE RETIREMENT
INCOME SECURITY ACT (ERISA)? ................

Les than 25% .................................
26% ---60% ..................................
51% - 75% ..................................
Over 75% ...................................

5. OF THE TOTAL ASSETS MANAGED, WHAT AMOUNT
IS CURRENTLY INVESTED IN COMMON STOCKS? ..

Las than 25% .................................
26%---80% .......... i .......................
51%- 75% ..................................
Over 75% ...................................

6. WHAT PERCENTAGE OF THESE COMMON STOCK
HOLDINGS WOULD YOU ESTIMATE IS INVESTED IN
THE FOLLOWING TYPES OF EQUITY SECURITIES? ..

Listed on NYSE ................................
25% or less .................................
26% --60% ..................................
51% - 75% ..................................
Over 75% ...................................

Usted n AMEX ................................
25% or les .................................
26% -- 60% ..................................
51% - 75% ..................................
Over 75% ...................................

Listed on Regional Exchanges .................
25% or less .............................
26%---50% .................. ...............
51%- 75% ..................................
over 75% ...................................

OTC--NASDAQ ................................
25% or Im .................................
26%--50% ..................................
51% -75% ..................................
Over 75% ...................................

OTC--Non-NASDAQ ............................
25% or less .................................
26% -- 0 % ..................................
51% - 75% ..................................
over 75% ...................................

OTC-No Public Market .........................
25% or Il * ... ..............................
26% -- 50% ..................................
51% - 75% ..................................
Over 75% ...................................

7. WHAT PERCENTAGE OF NEW MONEY RECEIVED IN
1978 HAS BEEN INVESTED IN EQUITY SECURITIES?

Lm than 26% ...............................
25%---60% ..................................51% - 75% ..................................

Over 75% .......................... ........

100.0%
43.4%
41.0%
15.7%

100.0%

-- 1.2%
61.4%
36.1%
1.2%

100.0%
100.0%

71.3%

23.8% 18

1

88.8%
70
1

15.0%

20.8%

86.68%
20.00%

65.57%
89.62%

5.26%
5.28%

8.15%
4.10%

0.00%

7.25%
6.96%

28.00%

2.33%
2.33%

2.60%
2.00%

100.0%
26.5%
5.4%
16.9%
1.2%
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ASOms Percem

8. DO YOU HAVE ANY POLICY. EITHER FORMAL OR

INFORMAL WHICH REQUIRES A MINIMUM LEVEL OF

MARKET CAPITALIZATION FOR COMPANIES IN WHICH
YOU INVEST? ................................... 84 100.0%

Yes..................................... 68 81.0%

Formal Policy............................ 27 32.1%

informal Policy ............................. 39 4.4%

No Policy ................................... 1 19.0%

9. IF YOUR RESPONSE TO QUESTION NO. 8 WAS "YES."
WHAT IS THE MINIMUM MARKET CAPITALIZATION
STANDARD YOUR ORGANIZATION HAS ESTABLISHED
(IN MILLIONS OF DOLLARS)? ..................... 67 100.0%

Under 10 .................................... 2 3.0%

10-25...................................7 
10.4%

20--O ............... ..................... 10 - 14.9%

51- 100 .................................... 20 29.9%

101-250 .................................
20 29.9%

251 -500 ........................ ; .......... 8 11.9%

Over 500 ....................................

10. IF YOU DO NOT INVEST IN COMPANIES WITH A

CAPITALIZATION OF LESS THAN $50 MILLION,
PLEASE INDICATE THE REASONS FOR SUCH BY

RANKING THEM FROM "MOST IMPORTANT" (1) TO
"LEAST IMPORTANT" (8), AS APPLICABLE.

4.10 ERISA Concerns'
3.19 Price Volatility

1.67 Lack of Liquidity

5.20 Difficulty In Valuation

4.07 Lack of Financial History

2.96 Lack of Independent Research

4.25 Cost of In-House Research

6.83 Other

11. WOULD YOU FAVOR A CHANGE IN ERISA OR IN THE

ADMINISTRATION THEREOF TO ENCOURAGE IN-
VESTMENT IN SMALL COMPANIES (I.E., SECURITIES
WHICH ARE PRESENTLY EXCLUDED FROM YOUR
UNIVERSE OF INVESTMENT TO THE EXTENT ERISA
IS A FACTOR)? .................................. 84 100.0%

Yes ......................................... 35 41.7%

No ......................................... 28 
33.3%

No Opinion .................................. 21 25.0%

12. IF YOUR RESPONSE TO QUESTION NO. 11 was "YES,"
DO YOU FAVOR EITHER OF THE FOLLOWING?

Legislation to redefine the "prudent man rule" to allow
some percentage of assets managed to be Invested
In the securities of small companies, e.g., a 5%
"basket clause." ............................. 33 100.0%

yes................. .................. 30 90.9%

NoY....................................... 
3 9.1%

NOW 4: Mean fgankl gtvan bY fr*e1t .. '.,
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Revision In present regulations of the Departments of
Labor and Treasury relating to overall portfolo ad-
minsration .................................... 33 100.0%

Yes ......................................... 29 87.9%
leo ......................................... 4 12.1%

I3. WHAT OTHER INCENTIVES, IF ANY, DO YOU FAVOR
TO ENCOURAGE SMALL BUSINESS INVESTMENT? .. 83 100.0%

Legislation to provide for the roll-over of capital gains
tax on Investnent In small businesses If reinvested
In other small business ........................ 22 28.5%

Legislation to provide additional capital gains tax relief 81 73.5%
Other ........................................... 9 10.8%
None .................... . ..................... 6 7.2%

No Opinion .; .................................... 10 12.0%
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SPECIAL SURVEY OF

INSTITUTIONAL INVESTORS & PROFESSIONAL PORTFOUO MANAGERS

RESULTS FOR INSURANCE COMPANIES

M Surveys TWSbte

1. WHAT IS THE NATURE OF YOUR OPERATION?

Bank Trust Department .......................
Insurance Company ...........................
Investment Company/Mutual Fund ................ 4

Independent Money Manager ................... I

College Endowment Fund .......................
Other .............. .........................

2. WHAT ARE THE SOURCES AND PERCENTAGES OF'

INVESTMENT FUNDS MANAGED? ................ 276

Pension Plans ................................. 99

25% or less ....................... .........
26% --- 0% ..................................
51%-.76% ..................................
Over 75% ...................................

Institutions (Universities. etc.) .................... 29

25% or less .................................
26% -- 60% ...................................

51% -75% ..................................
Over 75% ...................................

Individuals .................................. 1an
25% or less .................................
26%---60% ..................................
51%.75% ..................................

Over 75% .... .............................

Other ..................................... ... 70
25% or less .................................
26% --- 0% ..................................
51% -75% ..................................

Over 7 5% ...................................

3. WHAT IS THE APPROXIMATE DOLLAR VALUE OF

ASSETS CURRENTLY MANAGED (IN MILLIONS OF

DOLLARS)? ..................................... 289

Under 25 .................................. 52

25- 50 .................................... 40

51-100 ................................... 37

101- 250 ................................... 54
251--500 ................................... 30

501-1000 .................................. 32
1000- 10,000 ................................ 39

Over 10.000 ................................. 6

100.0%
1.4%
0.3%

1.4%

100.0%

35.9% 94
69
11

5
9

10.5% 28
2

26

66.2% 178
2
9
9

158

25.4% 68
5
5
3

55

100.0%
18.0%
13.8%
12.8%
18.7%
10.4%
11.1%
13.5%
1.7%

Nos: :. Nufte responding tor sio-
3. U~e respond-itng W percentt. .&' Average of perceniJ~ee provided by resp "W

22.65%7.08%
39.00%
6240%

100.00%
91.60%

3.00%

98.42%

92.63%
12.50%
44.77%
64.44%
98.00%

86.90%
14.00%
42.00%
71.66%
98.0%
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4. WHAT PERCENTAGE OF ASSETS CURRENTLY MAN-
AGED IS SUBJECT TO EMPLOYEE RETIREMENT
INCOME SECURITY ACT (ERISA)? ................ 281 100.0%

Les than 25% ................................. 254 90.4%
26%--50% .................................. 15 5.3%
51%- 75% .................................. 4 1.4%

Over 75% ................................... 8 2.8%

5. OF THE TOTAL ASSETS MANAGED. WHAT AMOUNT
IS CURRENTLY INVESTED IN COMMON STOCKS? .. 288 100.0%

Less than 25% ................................. 252 87.6%

26%--60% .................................. 26 9.0%

51% -75% .................................. 6 2.1%

Over 75% .................................. 4 1.4%

6. WHAT PERCENTAGE OF THESE COMMON STOCK
HOLDINGS WOULD YOU ESTIMATE IS INVESTED IN
THE FOLLOWING TYPES OF EQUITY SECURITIES? .. 282 100.0%

LIsted on NYSE .............................. 276 97.9% 88.79%

25% or Ies.......................... ..... .4 17.00%

26%---0% .................................. 
9 4 .6%

51%- 75% .................................. 
240 0.72%

Over 75% ...................................

Listed on AMEX ............................. 107 37.9% 6.16%

25% or lon ................................. 102 6" %

26%--60% .................................. 
4=

51%-75% ...................................................
Over 75% ...................................

Listed on Regional Exchanges ................... 10 3.% 3.30%
25% or Ies ................................. 10 & 0
26%--60% .................................. .

51%- 75% ..................................
Over 75% ...................................

OTC-NASDAQ .............................. 19 .9% 9.80%

23% ......................................... 1 9 7.0%
28%-- o.J ................ ................ & 37M6%

26%-60% .................................. . 2 75.00%

1%-75% ....................................- 
-

Ovr 75% ................................

OTC--Non-NASDAQ ........................... 12 4.3% GM.%

25% or lees ................................. 11 4172%

26%--60% .................. ; ............... . . . .

$1% -?7 % ..................................
Over 75% ................................

OTC--No Public Market ..................... 42 14.9% 24.21%

25% or low ................................. 0 ,

26%-0% ................................... 
6 ,4.U%

51%-75% .................................. I .80%

Over 75% ...................................

7. WHAT PERCENTAGE OF NEW MONEY RECEIVED IN
176 HAB SEEN INVESTED IN EQUITY SEcURmEs?. 206 100.0%

Lo tfn 26% ............................... 261 1.3%
.26%--60% .................................. 16 G.8%

51%-7% ............................. 3 1.0%
Ove 75% ............................ s 2.1%

73
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8. DO YOU HAVE ANY POLICY, EITHER FORMAL OR
INFORMAL WHICH REQUIRES A MINIMUM LEVEL OF

MARKET CAPITALIZATION FOR COMPANIES IN WHICH
YOU INVEST? ................................... 289

yes ........................................ .
Formal Policy ...........................
Informal Policy .............................

No Policy ...................................

9. IF YOUR RESPONSE TO QUESTION NO. 8 WAS "YES,"
WHAT IS THE MINIMUM MARKET CAPITALIZATION
STANDARD YOUR ORGANIZATION HAS ESTABLISHED
(IN MIL.LIONS OF DOLLARS)?......................1

Under 10 ...............................
10-25 ................................
26--.. ....................................
51-100 ...............................

101-250 ...............................
251-500 ..................................
Over 500 ..................................

10, IF YOU DO NOT INVEST IN COMPANIES WITH A
CAPITALIZATION OF LESS THAN $50 MILLION.
PLEASE INDICATE THE REASONS FOR SUCH BY
RANKING THEM FROM "MOST IMPORTANT" (1) TO
"LEAST IMPORTANT" (8), AS APPLICABLE.

5.90 ERISA Concerns'
3.28 Price Volatility
1.86 Lack of Liquidity

3.28 Difficulty In Valuation
3.84 Lack of Financial History

3.23 Lack of Independent Research

3.85 Cost of In-House Research

4.33 Other

11. WOULD YOU FAVOR A CHANGE IN ERISA OR IN THE
ADMINISTRATION THEREOF TO ENCOURAGE IN-
VESTMENT IN SMALL COMPANIES (I.E., SECURITIES
WHICH ARE PRESENTLY EXCLUDED FROM YOUR
UNIVERSE OF INVESTMENT TO THE EXTENT ERISA
IS A FACTOR)? ..................................

Yes ....................................
No....................................
No Opinion'...............................

12. IF YOUR RESPONSE TO QUESTION NO. 11 was "YES".
DO YOU FAVOR EITHER OF THE FOLLOWING?

Legislation to redefine the "prudent man rule" to allow
some percentage of assets managed to be invested
in the securities of small companies, e.g.. a 5%
"basket clause."...........................

Yes .....................................
N o .........................................

Nerciem

100.0%

51.6%
13.1%
37.7%
48.4%

100.0%
11.3%
7.7%

14.8%
32.4%
23.9%
5.6%
4.2%

100.0%

34.2%
8.5%

57.3%

42
16
11
21
46
34

8
6

281

96
24

161

97 100.0%
88 90.7%
9 9.3%

Note 4: Mea ratkf) given by respondents.
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Revison In present regulations of the Departments of
Labor and Treasury relating to overall portfolio ad-
minlstration ................................... 80 100.0%

Y" ......................................... 70 87.5%
No .................................... . 10 12.5%

13. WHAT OTHER INCENTIVES, IF ANY, O YOU FAVOR
TO ENCOURAGE SMALL BUSINESS INVESTMENT? .. 282 100.0%

Legslation to provide for the roll-over of capital gains
tax on Investments In small businesses If reinvested
In other small bWnesm ........................ 76 27.0%

Legislation to provide additional capital gains tax relief 189 50.9%
Other ................................. ......... 44 15.8%
None ................................. ......... 16 5.7%
No Opinion ...................................... 66 23.0%
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SPECIAL SURVEY OF

INSTITUTIONAL INVESTORS & PROFESSIONAL PORTFOLIO MANAGERS

RESULTS FOR INVESTMENT COMPANIES/MUTUAL FUNO

121 SfvoyS Tabcdatod

pl _____ , Percen

1. WHAT IS THE NATURE OF YOUR OPERATION?

Bank Trust Department .......................... 4
Insurance Company ............................ 4

Investment Company/Mutual Fund ................ 121
Independent Money Manager ................... 10
College Endowment Fund ....................... 2
O ther .. .. ....................................

2. WHAT ARE THE SOURCES AND PERCENTAGES OF
INVESTMENT FUNDS MANAGED? ................. 117

Pension Plans ............................... 65
25% or less .................................
26%--.% ..................................

61 %-75%...............................
Over 75% ..................................

Institutions (Universities. etc.) .................... 47
25% or less .................. ..............
26% ---50% ..................................

51%-75% ...............................
Over 7 % ..................................

Ind rduals ................................... 101
25% or less.... .............................25... % .... .................................

51 % -- 5% ..................................
Over 7 -% .................... ..............

Oth er .. 7 .................... ..............
26% or less....... ..........................
26% -5-60% .................................
51% -75% ...................................
over 7 % .... ..............................

3. WHAT IS THE APPROXIMATE DOLLAR VALUE OF
ASSETS CURRENTLY MANAGED (IN MILLIONS OF
DOLLARS)? •.. .................................... 121

Under 25............................... 3

25- 50 . ................................. 1
51- 100 ................................... 2C

101- 250 ................................... 14

251-M ................................... 11
501- 1000 .................................. f

1000- 10,000 ................................ 21

Over 10,000 ................................. -

3.3%
100.0%

8.3%

1.7%

Avie" %'

100.0%
55.6% 61

47
8
3
3

40.2% 44
38

3
3

68.3% 99
7
7

10
75

25.6% 29
12
8

10

100.0%
28.1%
12.4%
16.5%
11.8%
9.1%

1.0%17.A%

Nowe: 1. Number reeporwa . erenot-ge
" LImber respond"n
&tAverage of psoetqeeroiedb reeponder"e

20.08%10.91%
40.2%

58.33%
90.00%
13.64%
8.00%

30.00%
71.66%

81.31%
14.71%
3728%
65.00%
93.80%

4&9%
11.50%
38-50%75.00%
92.90%
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4. WHAT PERCENTAGE OF ASSETS CURRENTLY MAN-

AGED IS SUBJECT TO EMPLOYEE RETIREMENT
INCOME SECURITY ACT (ERISA)? ................ 114 100.0%

Less than 25% ................................. 98 86.0%
26%--50% ................................... 9 7.9%
51% -75% .................................. 4 3.5%
Over 75% ................................... 3 2.6%

5. OF THE TOTAL ASSETS MANAGED, WHAT AMOUNT
IS CURRENTLY INVESTED IN COMMON STOCKS? .. 119 100.0%

Less than 25% ................................. 27 22.7%
28%---60% .................................. 14 11.8%
51%-75% ................................ 24 20.2%
Over 75% ................................. 54 45.4%

Renonsm Avqrw %

6. WHAT PERCENTAGE OF THESE COMMON STOCK
HOLDINGS WOULD YOU ESTIMATE IS INVESTED IN
THE FOLLOWING TYPES OF EQUITY SECURITIES? .. 107 100.0%

Listed on NYSE ................................ 105 98.1% 77.97%
25% or less ................................. 7 12.28%
26%-- % .................................. 7 38.67%
51%-75% .................................. 19 06.78%
Over 75% ................................... 72 91.13%

Listed on AMEX ............................... 73 68.2% 9.84%
25% or less ................................. 67 6.70%
26%--50% .................................. 4 30,00%
51% -75% .................................. 1 85.00%
Over 75% ................................... 1 85.00%

Listed on Regional Exchanges ................... 10 9.3% 6.10%
25% or less ................................. 10 6.10%
26% ---50% ..................................- -

51% - 75% ..................................-
Over 75% ...................................- -

OTC--NASDAO ................................ 90 84.1% 15.98%
25% or less ................................. 74 9.59%
26% --50% .................................. 12 36.41%
51%-75% ................................. 3 89.00%
Over 75% ................................... 1 83.00%

OTC-No-NASDAQ ............................ 12 11.2% 9.25%
25% or less ................................. 11 5.09%
26%--50% ................................................. - -

51% -75% .................................. 1 55.00%
Over 75% ...................................- -

OTC-No Public Market ......................... 8 7.5% 23.50%
25% or less ................................. 6 3.33%
28%--50% ..................................- -
51%-75% .................................. 1 76.500%
Over 76% ................................... 1 93.00%

7. WHAT PERCENTAGE OF NEW MONEY RECEIVED IN
1978 HAS BEEN INVESTED IN EQUITY SECURITIES?. 110 100.0%

Louathan 25% ............................... 36 32.7%
25%--60% .................................. 13 11.8%
51%-75% .................................. 15 13.8%
Over 76% .................................. 48 41.8%
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Peroe'

8. DO YOU HAVE ANY POLICY, EITHER FORMAL OR

INFORMAL WHICH REQUIRES A MINIMUM LEVEL OF
MARKET CAPITALIZATION FOR COMPANIES IN WHICH
YOU INVEST? .................................... 120 100.0%

Y es ........................................
Formal Plicy ............................ 13 0.8%
Informal Policy ........................ 4 55.0%

No Policy ............................ 41 34.2%

9. IF YOUR RESPONSE TO QUESTION NO. 8 WAS "YES,"
WHAT IS THE MINIMUM MARKET CAPITALIZATION
STANDARD YOUR ORGANIZATION HAS ESTABLISHED
(IN MILLIONS OF DOLLARS)? ..................... 77 100.0%

Under 10 ................................ 10 13.0%
10-25 ........... ................. 18 23.4%
26--60 ................................ 14 18.2%

51-100 .................................... 17 22.1%
101--250 .................................... 13 16.9%

21--00 .................................... 4 5.2%

over 500 .................................... 1 1.3%

10. IF YOU DO NOT INVEST IN COMPANIES WITH A
CAPITALIZATION OF LESS THAN $50 MILLION,
PLEASE INDICATE THE REASONS FOR SUCH BY
RANKING THEM FROM "MOST IMPORTANT" (1) TO
"LEAST IMPORTANT" (8), AS APPLICABLE.

5.30 ERISA Concerns'
2.88 Price Volatility
1.54 Lack of Liquldity
Tw Difficulty In Valuation

4.83 Lack of Financial History

3.33 Lack of Independent Research

4.42 Cost of In-House Research

3.25 Other

11. WOULD YOU FAVOR A CHANGE IN ERISA OR IN THE

ADMINISTRATION THEREOF TO ENCOURAGE IN-
VESTMENT IN SMALL COMPANIES (I.E., SECURITIES
WHICH ARE PRESENTLY EXCLUDED FROM YOUR
UNIVERSE OF INVESTMENT TO THE EXTENT ERISA

IS A FACTOR)? ..... ...................... 117 100.0%

yes.................................... 
.5 47.0%

No .................................. . 15 12.8%

No Opinion ................................. 47 40.2%

12. IF YOUR RESPONSE TO QUESTION NO. 11 was "YES,"
DO YOU FAVOR EITHER OF THE FOLLOWING?

Legislation to redefine the "prudent man rule" to allow
some percentage of assets managed to be Invested
In the securities of small companies. e.g., a 5%
"basket clause ..... .......................... 55 100.0%

yes ............................... ... - 40 72.7%
NO .................................... 15 27.3%

map : Mr V m bY-reWpnt
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Revision In present regulations of the Departments of
Labor and Treasury relating 1o overall portfolio ad-
mlnltratlon .................................... 51 100.0%

Ye ......................................... 44 86.3%
No ......................................... 7 13.7%

13. WHAT OTHER INCENTIVES, IF ANY. 00 YOU FAVOR
TO ENCOURAGE SMALL BUSINESS INVESTMENT? .. 118 100.0%
Legislation to provide for the roll-over of capital gains

tax on Investments In small businesses If reinvested
In other small businesses ........................ 39 33.1%

Legislation to provide additional capital gains tax relief 87 73.7%
Other ........................................... 22 18.8%
None ........................................... 3 2.6%
No Opinion ...................................... 13 11.0%
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SPECIAL SURVEY OF
INSTITUTIONAL INVESTORS & PROFESSIONAL PORTFOLIO MANAGERS

RESULTS FOR INDEPENDENT MONEY MANAGERS

26 Survey# Tabuteted

s Per¢c*n

1. WHAT IS THE NATURE OF YOUR OPERATION?

Bank Trust Department ..........................
Insurance Company ............................
Investment Company/Mutual Fund ................
Independent Money Manager ....................
College Endowment Fund .......................
O ther .........................................

2. WHAT ARE THE SOURCES AND PERCENTAGES OF

INVESTMENT FUNDS MANAGED? .................

Pension Plans .................................
25% or less .................................26% --. % ..................................

51% - 75% ..................................

Over 75% .................. I ................

Institutions (Universities. etc.) ....................
25% or less .................................ge%--5.% ..................................
51%-75% ..................................

Over 75% ...................................

Individuals ....................................
25% or less .................................26% -- 50% ..................................

51% - 75% ..................................

Over 75% ...................................

O ther .........................................25% or less .................................
26%--5.0% ..................................
61% -76% ..................................

Over 75% ........................... .......

3. WHAT IS THE APPROXIMATE DOLLAR VALUE OF

ASSETS CURRENTLY MANAGED (IN MILLIONS OF

DOLLARS)? .....................................

Under 25 ..................................
25--1 ........ ...........................
51-100 ........................ ..........

101- 250 ........................ ..........
6 .10.....................................

801-1000 ...... ..........................
1000-10,000 ................................
Over 10,000 ............................

3.8%
38.5%

100.0%

100.0%

88.0% 214
6
8
3

88.0% 21
15
3
1
2

68.0% 17
8
5
2
2

36.0% 9
7
1
1

9

100.0%
- 3A%

7.7%
11.5%
11.5%
19.2%

- 7.7%
38.5%

NOWe: 1. Nu~bS repondin to§aeof
2. Numb1rsoondl wfth a perceng...
3 Aveage of peWW ge povde bW responder"

n Avrae 1 %'

52.57%21.25%
38.50%
66.12%
86.30%

25.76%
12.33%
35.00%
75.00%
88.00%

31.82%
8.50%

33.20%
63.50%
90.00%

23.80%16.14%
35.00%
66.00%
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4. WHAT PERCENTAGE OF ASSETS CURRENTLY MAN-
AGED IS SUBJECT TO -EMPLOYEE RETIREMENT
INCOME SECURITY ACT (ERISA)? ................ 25 -100.0%

Lee than 25% ................................. a 32.0%
26%--0% .................................. 8 32.0%
61%- 75% .................................. 6 32.0%
over 75% ............................... 1 4.0%

5. OF ThE TOTAL ASSETS MANAGED, WHAT AMOUNT
IS CURRENTLY INVESTED IN COMMON STOCKS? .. 26 100.0%

Lee than 25% ................................. 3 11.5%
26%-60% .................................. 0 34.6%
51%-76% .................................. 11 42.3%
Over 75% ................................... 3 11.5%

6. WHAT PERCENTAGE OF THESE COMMON STOCK
HOLDINGS WOULD YOU ESTIMATE 18 INVESTED IN
THE FOLLOWING TYPES OF EQUITY SECURITIES? ..

usted on NYSE ................................
25% or Ie .................................
2% -- % ..................................
51% -75% ..................................
Over 75% ...................................

Lsted on AMEX ................................
25% or les .................................
26% -..50% .................................
51%- 75% .................................
Over 75% ...................................

Used on Regional Exchanges ...................
25% or les .................................
26% --60% ..................................
61% - 75% ..................................
Over 75% ...................................

OTC--NASDAO ................................
25% or less .................................
26% --60% ..................................
61% - 75% ..................................
Over 75% ...................................

OTC-Non-NASDAO ............................
25% or Ins .................................
26%- 0% ..................................
51% - 76% ..................................
Over 75% ...................................

OTC-No Publio Market .........................
25% or les ............................. ...
2%---60% ..................................
51%- 75% ..................................
Over 76% ...................................

7. WHAT PERCENTAGE OF NEW MONEY RECEIVED IN
1076 HAS BEEN INVESTED IN EQUITY SECURITIES?.

Les than 25% ...............................
25%-6m 5 ... ........................
51%-75% ................................
over75% .. ,...........+............,.......

100.0%
100.0%

1

23
76.0%

16

16,0%

84.0%

12.0%

1 4.0%

100.0%
7.7%

46.2%
34.8%
11.5%

67.32%
19.00%

60.00%
91.47%

5,47%
4.11%

30.00%

1.75%
1.75%

8.19%
685%

35.00%

.33%
8.33%

10.00%
)0.00%

PAspoftm A"reo
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Percent

8. 00 YOU HAVE ANY POLICY, EITHER FORMAL OR

INFORMAL WHICH REQUIRES A MINIMUM LEVEL OF

MARKET CAPITALIZATION FOR COMPANIES IN WHICH
YOU INVEST? ................................... 25 100.0%

Yes ... .......................... .. 18 72.0%

Formal Policy ............................. 3 12.0%

informal Policy ........................... 15 60.0%

No Policy ................................. 7 28.0%

SI., IF YOUR R1ESt NSE TO QUESTION NO. 8 WAS "YES,"

WHAT IS THE MINIMUM MARKET CAPITALIZATION
STANDARD YOUR ORGANIZATION HAS ESTABLISHED
(IN MILUIONS OF DOLLARS)? .................... 19 100.0%

Under 10 .................................... -

10-25 ................................... 4 21.1%
26--50 ................................... 4 21.1%

51- 100 .................................... 4 21.1%

101-250 .................................... 6 31.6%

251--600 ................................... 1 5.3%
Over 500 .................................... -

10. IF YOU DO NOT INVEST IN COMPANIES WITH A
CAPITALIZATION OF LESS THAN $50 MILLION,
PLEASE INDICATE THE REASONS FOR SUCH BY
RANKING THEM FROM "MOST IMPORTANT" (1) TO
"LEAST IMPORTANT" (8), AS APPLICABLE.

3.45 ERISA Concerns'
2.92 Price Volatility
1.71 Lack of Liquidity
4.60 Difficulty In Valuation
5.-00 Lack of Financial History
3,30 Lack of Independent Research
4.7-5 Cost of In-House Research
1.50 Other

11. WOULD YOU FAVOR A CHANGE IN ERISA OR IN THE
ADMINISTRATION THEREOF TO ENCOURAGE IN-
VESTMENT IN SMALL COMPANIES (I.E., SECURITIES
WHICH ARE PRESENTLY EXCLUDED FROM YOUR
UNIVERSE OF INVESTMENT TO THE EXTENT ERISA
IS A FACTOR)? .................................. 28 100.0%

yes ......................................... 12 46.2%

No ......................................... 5 19.2%

No Opinion ................................... 9 34.6%

12. IF YOUR RESPONSE TO QUESTION NO. 11 was "YES,"
DO YOU FAVOR EITHER OF THE FOLLOWING?

Leglslation to redefine the "prudent man rule" to allow
some percentage of assets managed to be Invested
In the securities of small companies, e.g.. a 5%
"basket clause.". .............................. 13 100.0%

yes ......................................... 10 76.9%
NO ......................................... 3 23.1%

NOe 4: Mom mnkr" vtn by re(pomeflbm.

82 •
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Revision In present regulations of the Departments of
Labor and Treasury relating to overall portfolio ad-
ministration .................................. 8 100.0%

Yos ......................................... 6 75.0%
No ......................................... 2 25.0%

13; WHAT OTHER INCENTIVES, IF ANY, DO YOU FAVOR
TO ENCOURAGE SMALL BUSINESS INVESTMENT? .. 25 100.0%

Legislation to provide for the roll-over of capital galn
tax on Investments In small businesses If reinvested -

In o#her small bualnesses ........................ 9 36.0%
Legislation to provide additional capital gains tax relief 20 80.0%
Ot ........................................... 4 16.0%
None ....................................- -
No Opinion ...................................... 3 12.0%

6
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SPECIAL SURVEY OF

INSTITUTIONAL INVESTORS & PROFESSIONAL PORTFOLIO MANAGERS

RESULTS FOR COLLEGE ENDOWUE" FUNDS

24 &S TebN.e

N-p" pro

1. WHAT 18 THE NATURE OF YOUR OPERATION?

Bank Truat Department ..........................
Insurance Company ............................
Investment Company/Mutual Fund ................
Independent Money Manger ....................
Collage Endowment Fund ....................... 24

Oe... ................................

2. WHAT ARE THE SOURCES AND PERCENTAGES OF
INVESTMENT FUNDS MANAGED? ................. 23

Pension Plan ................................. -

25% or lees .................................
26% ...0M ..................................
51%- 75% ..................................
over 76% .. .............................

Institutions (UniveTsltoe, etc.) .................. 19
25% or teee .................................
26%-- m ..................................

61% - 75% ..................................
Over 75% ...................................

IndM dual .................................... 3
25% or less .................................
28% -- 0% ..................................
61% - 76% ..................................
Over 75% ...................................

Other........................... 
2

25% or less .................................2% --. 0% .................................

61%- 76% ..................................
Over 76% ...............

& WHAT IS THE APPROXIMATE DOLLAR VALUE OF

ASSENTS CURRENTLY MANAGED (IN MILLIONS OF

.. LRSl.......................

Under 25 .... ...................

25-60.....................:...

61-100.....................

101-2 ......................

261-m .....................

601-1000.,....................

'100-0W...................

ow 1l0AW...................-.

100.0%
4.2%

Mbrafe %*

100.0%

82.8% 19

19

13.0% 3
1

2

8.7% 2

2

23 100.0%
Is 34.5%

4 I7A%
3 130%
4 17.4%
1 4.3%
1 4.3%
2 6.7%

01 40 p - 1

63-769 0 - 80 - 32

98.94%

98.94%
73.33%
20.00%

100.00%
100.00%

100.00%
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P4wn Ps-

4. WHAT PERCENTAGE OF ASSETS CURRENTLY MAN-
AGED IS SUBJECT TO EMPLOYEE RETIREMENT
INCOME SECURITY ACT (ERISA)? ................

Les then 25% .................................
26%--60% ..................................
51% - 76% ..................................
Over 75% ...................................

5. OF THE TOTAL ASSETS MANAGED, WHAT AMOUNT
IS CURRENTLY INVESTED IN COMMON STOCKS? ..

La than 25% .................................
26%--50% ..................................
51% - 75% ..................................
Over 75% ...................................

6. WHAT PERCENTAGE OF THESE COMMON STOCK
HOLDINGS WOULD YOU ESTIMATE IS INVESTED IN
THE FOLLOWING TYPES OF EQUITY SECURiTIES? ..

Listed on NYSE ................................
25% or less .................................
26% -- 60% ..................................
51% - 75% ..................................
Over 75% ...................................

Listed on AMEX .................................
25% or less .................................
26% -- 50% ..................................
51% - 75% ..................................
Over 75% ...................................

Listed on Regional Exchanges ...................
25% or less .................................
26% ---60% ..................................
51% - 75% ..................................
Over 75% ...................................

OTC--NASDAO ................................
25% or less .................................
26% -- 60% ..................................
51% - 75% ..................................
Over 75% ...................................

OTC-Non-NASDAQ ............................
25% or less .................................
26% -- 50% ..................................
51% - 75% ..................................
Over 75% ...................................

OTC--No Public Market .........................
25% or less .................................
26% -50% ..................................
61% - 75% ..................................
Over 75% ...................................

7. WHAT PERCENTAGE OF NEW MONEY RECEIVED IN
1978 HAS BEEN INVESTED IN EQUITY SECURITIES?.

Les thsn 26% ...............................
25% -- M % ...... ...........................
61%-75% ..........

Over 75%...............................

100.0%
100.0%

100.0%

20.8%
37.5%
33.3%

8.3%

100.0%

100.0%

22

54.5%

13.6%

54.6%

2 9.1%

Aveage %
93.63%

93.63%
6.41%
6.41%

2.00%
2.00%

4.58%
4,58%

1.00%
1.00%

100.0%
41.7%
16.7%
29.2%
12.5%
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S. DO YOU HAVE ANY POLICY, EITHER FORMAL OR

INFORMAL WHICH REQUIRES A MINIMUM LEVEL OF

MARKET CAPITALIZATION FOR COMPANIES IN WHICH

YOU INVEST? ................................... 24 100.0%
7 29.2%

Yes I........................................ 4 29.2%

Formal Policy .............................. 4 1&7%

Informal Policy ............................. 2 0.3%

No Policy .................................. 17 70.8%

9. IF YOUR RESPONSE TO QUESTION NO. 8 WAS "YES,"

WHAT IS THE MINIMUM MARKET CAPITALIZATION
STANDARD YOUR ORGANIZATION HAS ESTABLISHED
(IN MILLIONS OF DOLLARS)? ..................... 7 100.0%

Under 10 .................................... - 1

10-25 ...................................... 1 14.3%

2-4................................. 4 57.1%
51-100 ................................... 1 14.3%

101-250 .................................... 1 14.3%

21--600 .................................... 1 14.3%

Over 500 ............... ..... .......

10. IF YOU DO NOT INVEST IN COMPANIES WITH A

CAPITALIZATION OF LESS THAN $50 MILLION,
PLEASE INDICATE THE REASONS FOR SUCH BY
RANKING THEM FROM "MOST IMPORTANT" (1) TO

"LEAST IMPORTANT" (8), AS APPLICABLE.

6.50 ERISA Concerns'
4.00 Price Volatility
1.68 Lack o1 Liquidity

3.63 Difficulty In Valuation

2.87-1 Lack of Financial History

3.50 Lack of Independent Research

4.29 Cost of In-House Research

4.50 Other

11. WOULD YOU FAVOR A CHANGE IN ERISA OR IN THE

ADMINISTRATION THEREOF TO ENCOURAGE IN-

VESTMENT IN SMALL COMPANIES (I.E., SECURITIES
WHICH ARE PRESENTLY EXCLUDED FROM YOUR
UNIVERSE OF INVESTMENT TO THE EXTENT ERISA

IS A FACTOR)? .................................. 21 100.0%

yes ................................. 2 9.5%

No ...................................... 2 9.5%

No Opinion .................................. 7 81.0%

12. IF YOUR RESPONSE TO QUESTION NO. 11 was "YES,"

DO YOU FAVOR EITHER OF THE FOLLOWING?

Leglelation to redefine the "prudent man rule" to Pilow
some percentage of assets managed to be Inested
In the securities of sMal Companies, e.g., a 5%
"b1" clause." .......................... 3 100.0%

yes .............................. 2 68.7%

No ......................................... 1 33.3%

Now 4: un rswnl Om tWi rsvoerftS.

o.
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Revision in present regulations of the Departments of
Labor and Treasury relatilng to overall portfolio ad-
ministration ........................... ....... 2 100.0%

Yea ................................ ...... . 2 100.0%
No ,. . .. . . , 

, . .

.. . . . .
.

.... 
.

.. . .. .
. 

- -

1S. W'AT OTHER INCENTIVES. IF ANY, DO YOU FAVOR
TO ENCOURAGE SMALL BUSINESS INVESTMENT? .. 23 100.0%

Legislation to provide for the roll-over of capital gains
tax on Invetments In small buslnesse if reinvested
Inm other small businesee ........................ 5 21.7%

Legislation to provide additional capital gains tax relief 5 21.7%
Otler ..................................... 2 8.7%
Nrne ..................................... 1- 4.3%
No Opinion ...................................... 13 68.5%

V,.
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SPECIAL SURVEY OF

INSTITUTIONAL INVESTORS AND PROFESSIONAL PORTFOLIO MANAGERS
RESULTS FOR "OTHER"

13 Su vne TWd*Wfh

p~pn"IPem-

1. WHAT IS THE NATURE OF YOUR OPERATION?

Bank Trust Department ..........................
Insurance Company ............................
Investment Company/Mutual Fund ................
Independent Money Manager ....................
College Endowment Fund .......................
O ther .........................................

2. WHAT ARE THE SOURCES AND PERCENTAGES OF
INVESTMENT FUNDS MANAGED? .................

Pension Plane .................................
25% or les .................................
26% -- 60% ..................................
61% -75% ..................................
Over 75% ...................................

Institutions (Universities, etc.) ....................
25% or les .................................
26%-60% ..................................
51% - 75% ..................................
Over 75% ...................................

Individuals ....................................25% or less .................................
26% --- 0% ..................................

51% -75% ..................................
Over 75% ...................................

O ther .........................................
25% or less .................................
26% -- 60% ..................................
51% -75% ..................................
Over 75% ...................................

30.8%
15.4%

7.7%
100.0%

100.0%

61.5% 74

3

38.5% 5

2

53.8% 7
3

3

30.8% 3

2

7

4

3. WHAT IS THE APPROXIMATE DOLLAR VALUE OF
ASSETS CURRENTLY MANAGED (IN MILLIONS OF
DOLLARS)? ..................................

Under 265...............................
25-60..............................
51-100.............................

101-250 ..............................
251-.6 ...............................
601-1000 .............................

1000-10000............................
Over 10.000 ............................

13 100.0% 3
3 23.1%
1 7.7%

.2 15.4%
2 15.4%

1 7.7%
4 30.8%

NOW I Nmbe respoAdbVl
5.AWW01.of ptntam pided by resPondent.

44.67%10.50%

90.00%
61.00%

&.00%
30.00%
72.00%

91.60%

54.26%
12.6%
50.00%

97.30%

67.30%
2.00%

100.00%
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Resposn Percmnt

4. WHAT PERCENTAGE OF ASSETS CURRENTLY MAN*
AGED IS SUBJECT TO EMPLOYEE RETIREMENT 13 100.0%
INCOME SECURITY ACT (ERISA)? ................

Less than 25% ................................. 8 61.5%
26% -- 80% .................................. 2 15.4%
51% - 75% .................................. - -
Over 75% ................................... 3 23.1%

5. OF THE TOTAL ASSETS MANAGED, WHAT AMOUNT
IS CURRENTLY INVESTED IN COMMON STOCKS? .. 13 100.0%

Less than 25% ................................. 6 46.2%
26%--50% .................................. 2 15.4%
61% .- 75% ........ ......................... 3 23.1%
Over 75% ................................... 2 15.4%

!5!p<295!e$ Average %

6. WHAT PERCENTAGE OF THESE COMMON STOCK
HOLDINGS WOULD YOU ESTIMATE IS INVESTED IN
THE FOLLOWING TYPES OF EQUITY SECURITIES? .. 13 100.0%

Listed on NYSE .............................. 12 92.3% 77.91%
25% or less ................................. 1 3.00%
26%--W50% .................................. 1 5,00%
51%- 75% .................................. 2 65.00%
Over 75% ................................... 8 94.00%

Listed on AMEX ................................ 9 69.2% 5.44%
25% or less ................................. 9 5.44%
26% ---50% ................................ . -

51%-75% ...................................... ............
Over 75% .......................................-.

Listed on Regional Exchanges ................... 1 7.7% 5.00%
25% or less ................................. 1 5.00%
26% ---5W % .................................. -
51% - 75% ..................................--
Over 75% ................................... - -

OTC-NASDAQ ................................ 10 76.9% 11.10%
25% or less ................................. 9 6.77%
26% .--50% .................................. 1 50.00%
51%-75% ........................................................- -

Over 75% ................................... -

OTC-Non-NASDAQ ............................ 3 23.1% 2.33%
25% or less ................................. 3 2,33%
26%- .50% .................................. - -

51% - 75% ..................................
Over 75% ................................... - -

OTC--No Public Market ......................... 2 15.4% 96.50%
25% or less ............................................... - -
26% -- 50 % .................................. -
51%- 75% .................................. - -

Over 75% ................................... 2 96.50%

7. WHAT PERCENTAGE OF NEW MONEY RECEIVED IN
1978 HAS BEEN INVESTED IN EQUITY SECURITIES?. 13 100.0%

Les than 25% ............................... 5 38.5%
25%--50% .................................. 3 23.1%
51%- 76% .................................. 2 15.4%
Over 75% ................................... 3 23.1%

89
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Response Percent

8. DO YOU HAVE ANY POLICY, EITHER FORMAL OR

INFORMAL WHICH REQUIRES A MINIMUM LEVEL OF
MARKET CAPITALIZATION FOR COMPANIES IN WHICH
YOU INVEST? ................................ 13 100.0%

Yes ...................................... 9 69.2%
Formal Policy ................ ............. 3 23.1%
Informal Policy ............ ........... 6 46.2%

No Policy .................................. 4 30.8%

9. IF YOUR RESPONSE TO QUESTION NO. 8 WAS "YES."
WHAT IS THE MINIMUM MARKET CAPITALIZATiON
STANDARD YOUR ORGANIZATION HAS ESTABLISHED
(IN MILLIONS OF DOLLARS)? .................... 9 100.0%

U nder 10 ....... ............................ 1 11.1%
10-25 ............................ .. .. 1 11.1%
26--50 .................................... 1 11.1%
51- 100 .................................... --

101- 250 .................................... 3 33.3%

251- 500 .................................... 2 22.2%

O ver 500 ................. ......... ........ 1 11.1%

10. IF YOU DO NOT INVEST IN COMPANIES WITH A
CAPITALIZATION OF LESS THAN $50 MILLION,
PLEASE INDICATE THE REASONS FOR SUCH BY
RANKING THEM FROM "MOST IMPORTANT" (1) TO
"LEAST IMPORTANT" (8), AS APPLICABLE.

3.80 ERISA Concerns,

5.00 Price Volatility
1.00 Lack of Liquidity
5.00 Difficulty in Valuation
4.25 Lack of Financial History
3.00 Lack of Independent Research
3.20 Cost of In-House Research

1.00 Other

11. WOULD YOU FAVOR A CHANGE IN ERISA OR IN THE
ADMINISTRATION THEREOF TO ENCOURAGE IN-
VESTMENT IN SMALL COMPANIES (I.E., SECURITIES
WHICH ARE PRESENTLY EXCLUDED FROM YOUR
UNIVERSE OF INVESTMENT TO THE EXTENT ERISA
IS A FACTOR)? ............... .................. 13 100.0%

Yes ..................................... ... 8 61.5%
N o .........................................
No Opinion .................................. 5 38.5%

12. IF YOUR RESPONSE TO QUESTION NO. 11 was "YES."
DO YOU FAVOR EITHER OF THE FOLLOWING?

.Legislation to redefine the "prudent man rule" to allow
some percentage of assets managed to be invested
in the securities of small companies, e.g., a 5%
"basket clause . ...................... ........ 9 100.0%

Yes ......................................... 9 100.0%
N o ......................................... -

Note 4: Mean ranking given by respondents.
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Flespxe Per"M

Revision In present regulations of the Departments of
Labor and Treasury relating to overall portfolio ad-
ministration .................................... 6 100.0%

Yes ......................................... 6 100.0%
No ...... ..... .......................... - -

13. WHAT OTHER INCENTIVES, IF ANY, DO YOU FAVOR
TO ENCOURAGE SMALL BUSINESS INVESTMENT? .. 13 100.0%
Legislation to provide for the roll-over of capital gains

tax on Investments In small businesses if reinvested
in other small businesses ........................ 5 38.5%

Legislation to provide additional capital gains tax relief 11 84.6%
Other ........................................... 1 7.7%
None ........................................... 1 7.7%
No Opinion ...................................... 1 7.7%
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Mr. HAMBRECHr. In its report, our committee concluded that
small businesses face an uncertain future unless barriers to invest-
ment in these enterprises are eliminated. To that end, the commit-
tee made a number of recommendations, most of which were di-
rected to the Congress and many of which concerned taxation.
Several of these recommendations have been incorporated into leg-
islative initiatives which are currently pending before this Senate
committee.

Today, I would like to focus attention on four of those initiatives.
S. 653, the Small Business Capital Preservation Act of 1979;
S. 1967, the Capital Formation Incentive Act of 1979;
S. 2168, the Subchapter S. Capital Formation Act of 1979; and
S. 2239, Incentive Stock Options.
An appropriate staring point for this discussion is the Revenue

Act of 1978 which the President signed into law on November- 7,
1978. One of the key features of that legislation was the reduction
it provided, effective November 1, 1978, in the rate of tax imposed
on capital gains. Under that new law, the maximum rate of regu-
lar income tax on net long-term gains was reduced to 28 percent.
This was an excellent first step.

In terms of equity markets for small business, it had the follow-
ing effects:

It has facilitated a recovery in the new issue market in terms of
the number of securities offerings brought to market and the
amounts of moneys raised; and it has brought about an increase in
the amount of new venture capital coming into the marketplace.

In 1979, a total of 81 companies went public for the first time,
raising a total of $506 million. Although this amount was nowhere
near the $2.6 billion raised in 1969, it was more than double the
amount raised in 1978 and more than triple the amount raised in
1977. 1979 was also an incredible year when contrasted against
1975 when a grand total of four companies were able to raise a
mere $16 million.

In 1977, 1978 and 1979, venture capital groups raised total new
funds of $20.2 million, $215.8 million and $175 million respectively.
During this same period, small business investment companies
raised a total of $100 million giving rise to possible leverage of
another $360 million in financing.

Banks and other nonfinancial corporations added another $400
million during this same period. This same $1.25 billion added
some $1 billion, after adjustment for followon replacement funding
and withdrawals, to the estimated venture capital pool of $2.5 to $3
billion, an amount which had remained static since 1969. Entering
1980, it appears that $400 to $500 million is being sought by differ-
ent venture capital groups.

Senator B"'i." Do yOu attribute a great deal of that to change of
the capital gains tax?

Mr. HAMBRECHT. Senator, it is very difficult to quantify that
specifically, and a lot of the money has come in from institutional
sources that are not taxed.

Clearly though, the reduction in capital gains rates changed the
psychology of investing and has brought a lot of people back to

king for long-term capital gains as an investment objective,
where before the act, it had lost favor.
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It is difficult to quantify. We are trying to, and hoping over the
next few years to be able to develop some very hard data to prove
it.

Senator BYRD. Thank you.
Mr. HAMBRECHT. In connection with the above, it is important to

note that most of the activity in the new issue and venture capital
markets has been directed toward the high technology, fast-growth
companies. What has failed to materialize, however, is broad-based
support for small, developing companies outside -of the high tech-
nology field.

If small, developing companies of all types and sizes are to have
equal access to the equity capital markets, more must be done on
both a long- and short-range basis to stimulate investment in small
business. Our NASD Committee believes that enactment of the
following four bills would greatly enhance the ability of small
business to raise capital and, in so doing, strengthen this country's
economic foundations.

I would summarize our position on these four bills.
The first bill, S. 653, essentially the rollover provision. We feel

that this would have a tremendous effect on the ability of small
companies to raise money. Mr. Chairman, as you pointed out in
your opening remarks, there is a dangerous trend toward mergers
and acquisitions of sjv 31 companies by large companies and, unfor-
tunately, present tax laws encourage those who own an interest in
a small business to sell out to large companies because the acquir-
ing company may exchange a stock for the stock of a small
business.

This entire transaction is tax free under present law.
The small businessman who sells his business is only taxed if he

sells that stock at a subsequent time.
While we feel that losing the small companies to big companies

is a fact of life, a deplorable fact of life but it is happening, a tax
rollover would encourage that successful investor to take the pro-
ceeds of the sale and reinvest the capital back into small business.

So even though you have lost the company, at least you have
kept that capital available to small business. I think that there are
numerous precedents for this sort of tax thing. The utmost obvious
example is home ownership.

The person who sells his home is allowed to reinvest in another
home, and that, perhaps, has been one of the most powerful incen-
tives for homeownership in the United States. We think the same
thing would hold true with small business.

Next, S. 1967, Capital Formation Act of 1979. This bill would
allow security fiarket makers to defer gains from the market
making activities on behalf of small business.

In our report, we did a survey of institutional investors and
public investors and found that one of the greatest concerns on the
part of investors was a lack of liquidity, lack of market makers, for
small securities, and many institutions we found had absolute pro-
hibitions against buying small securities because of the lack of
market makers.

At the same time, we found during the past 10 years that there
has been %a tremendous concentration of broker-dealers in this
country today. The merger movement that we talked about before
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has affected the securities business and many of the small, local
broker-dealers have merged, or sold out, to large, New York firms.

We feel that this has caused a lack of underwriters and a lack of
market makers for the small, local businesses throughout the coun-
try today.

This bill would allow a small broker-dealer to reserve up to $1
million of profits from trading and underwriting against the inevi-
table cyclical losses that he must take in bad years. It is particu-
larly appropriate to discuss this today after the market we have
experienced for the past 7 weeks. I think last year was generally a
good year for the underwriting and market making community and
yet I would guess in the last 7 weeks that many firms probably had
all of last year's profits wiped out. But because they are not al-
lowed to reserve any of these profits, they will have to report those
profits last year, pay taxes in March, and yet have a financial
condition seriously weakened by what has happened in the market-
place today.

Senator BYRD. What has been the basic reason for the loss the
first 3 months of this ya-ar?

Mr. HAMBRiCcHT. Tha" is a difficult question. Clearly there has
been a lack of confidence to the country's ability to stop the infla-
tion rate. This has had a big effect. Of course, the Federal Re-
serve's moves to tighten money and raise interest rates have made
equity investing less attractive to investors.

I guess yesterday and the last couple of days, the market has
been badly hit by the speculative scare in the silver market, so I
think it points out that there are many circumstances in the mar-
ketplace that the broker-dealer has no control over that can seri-
ously weaken his financial condition and make it much more at-
tractive for him to seek refuge with a big firm as opposed to
staying independent and leaving his own capital at risk.

We feel that this type of reserve is ve similar to a bad loan
reserve that any of the banks use. In the 7 ong run, it will allow a
broker-dealer to smooth out the cyclical nature of his business.

Senator BYRD. Do you feel that keeping the bad loan reserves
should be made for all corporations?

Mr. HAMBRECHT. I think if any business has a certain cyclicality
to it, and if there is a way of showing that, indeed there are losses
and real losses against a certain activity. Yes, I think that it makes
sens.

In the long run, the Treasury ends up with the same revenue
because it gets its profit in 1 year and the loss in another. But I
think that the whipsaw-effect of profit and loss on a small com-
pany would be tragic. The small entrepreneur does not have the
capital resources to bolster his situation when business is bad and
unfortunately, we are all human and when business is good there
is a tendency to spend some of that money.

So I think this would greatly enhance an individual entrepre-
neur's ability to stay in business, which we think is absolutely
necessarily to the capital formation process for small businesses.

We point out in our report that the large New York firms have
no economic incentives to do this sort of business. All the economic
incentives in the security business point to large offerings for large
companies and historically the financing for small companies have
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come from the small, local, broker dealers who, over the years, has
provided this kind of financing.

We think that is a function that has broken down over the last
10 years and the primary reason why equity has not flowed to
small business.

The third bill, the subchapter S, Capital Formation Act of 1979.
We feel this is extremely important because, despite all the new
venture capital that has been raised over the last 3 years, most of
it has come from institutions. Most of it is run by professional
managers, and these gentlemen are reasonably adverse to the risk
of a startup.

In our mind, the most obvious and best qualified investor for
startup is an individual. What this bill would do, it would allow 100
people to join together to put up money on a risk basis to start a
company instead of the present law that only allows 15.

We live in inflationary times. Ten years ago it was not uncom-
mon for a good, solid small business to start with $200,000. Today
you very seldom see a business that can start up in any size at all
with any scope for less than $1 or $2 million.

So this would allow that entrepreneur to spread that risk among
100 people.

The subchapter S law allows the passing of the tax loss to the
investor and we think that this makes a great deal of sense. It is a
great incentive for an individual who puts his money up at risk.
There is no tax gimmick here. This is real economic loss.

- Again, from a Treasury point of view, the tax loss will be applied
in the future if it is not used in a subchapter S situation, will be
used against future profits. Again, it may defer revenue, but it does
not eliminate it.

The fourth bill, S. 2239, incentive stock options. We feel one of
the great incentives that professional managers have to join small
companies is the opportunity to acquire an equity position in a
small, emerging company. When qualified stock option plans were
allowed, this was a great attraction and allowed a lot of small
companies who could not compete in the wage market and did not
have the money to pay the kind of wages that the big companies
pay, they could sill compete for successful professional managers
with this equity.

Since the abolition of the qualified stock option plan, frankly, the
nonqualified plan has created many, many horror stories. Many
people have been hurt financially and, frankly, it has gotten a very
bad reputation and, as a matter of fact, it hurts companies now
when they try to acquire good professional management.

We think that this bill will go a long way to solving that
problem.

Thank you, Mr. Chairman.
Senator BYRD. Thank you.
I have a number of questions but I want to ask this same

question to all of the witnesses today, to each of them. Let me start
with Mr. West.

The recommendations of the White House Conference on small
business are many and in looking over them, I personally favor
very many of them. But as a practical matter, it will not be
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feasible, I do not think-certainly not to enact them all-and prob-
ably only a small percentage would be approved by the Congress.

My question is, what three changes in the tax laws would be of
the most importance and if you could list those three in order of
importance.

Mr. WEST. Well, I think that the capital recovery, that that is
probably the most important, whatever form it may come in. That
particular thing is probably the most important.

Beyond that, of course, tax rate reduction would be of tremen-
dous help. I think that, too, is important.

The third thing, as far as our particular group is concerned
would be the question of the investment credit on used machinery.
That is extended out beyond the present.

Mr. HAHN. I might add those 15 top options of the White House
Conference were in descending order of importance when they-
counted the votes. No. 1 got the most votes, No. 2 the second most,
and so on.

So they are' in descending order as they have been presented.
Senator BYRD. That was the judgment of the Conference?
Mr. HAHN. Of the 650 members of the Conference.
Senator BYRD. No. 3 on the entire list, No. 3 in importance, is

balance the Federal budget by statute in 1981 by limiting total
Federal spending to a percentage of GNP commencing with 20
percent and declining to 15 percent.

I commend the members of that Conference for that recommen-
dation. I think they are totally correct.

Until we get the Federal spending under control, I do not think
it is going to be possible to solve some of these other problems and
Federal spending is totally out of control.

Now, when it says balance the Federal budget by statute in 1981,
I want to point out that there is a statute mandating a balanced
budget for 1981. I introduced that proposal in the Senate. It was
passed by the Senate. It was signed by the President on October 10,
1978. It is now a part of section 7 of Public Law 95-435.

So the statute is there. The problem is, will the President and
the Congress adhere to the statute?

I think the statute has served a very important purpose because
it has put the President and the Congress both in the position now
of either disregarding the law and that is a little awkward, I would
think, if the Congress and the President expect individuals to obey
the multitude of laws that we have, or either the Congress and the
President must obey the law, and balance the budget, or it must
disregard the law, or it must seek repeal of the law.

And I would be most interested to see a rollcall vote in the
Senate and the House of Representatives of who, today, wants to
repeal the law to balance the budget.

So I think that section 7 of Public Law 95-435 has served a very
important purpose and I am pleased to see that the White House
Conference on Small Business recognizes the great importance of
getting Federal spending under control.

Of course, there are two ways of balancing the budget. One is to
increase taxes. The other is to reduce spending.

I favor reducing spending. That is the only way to get us out of
this mess that we are in financially.
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Our Government has been on a very unsound basis in a financial
way for so long, we are continually spending beyond our means.
We have doubled the national debt in 8 years, the interest on the
national debt in the budget that the Congress is working on now, is
$80 billion. That is the interest on the debt, just the interest
charges. To put it in perspective, interest is more than 50 percent
of all the money we will spend on our entire national defense
structure for the fiscal year 1981.

Mr. Hambrecht, may I ask you what your three priorities are?
Mr. HAMBRECHT. Mr. Chairman, in our testimony here, we have

listed them, hopefully in order of priority and how we think they
would affect the capital raising function. And we think the biggest
effect would come from the rollover and then the decreasing effect
from the other proposals.

I would like to point out that-let me put it this way. We agree
very much with your sentiments on Government spending and we
realize when we have a proposal that has a revenue impact, it is a
difficult proposal to get through.

I do think it is worthwhile to point out that these four proposals
we have here have very, very little impact on revenue, almost
none. I do not like to talk for the Treasury, but our understanding
is that their revenue studies show virtually no impact from this.

In fact, one of them, the incentive stock options, actually creates
more revenue than it takes away and we do think that this sort of
thing will have a very strong effect on capital formation, on the
health of small business, and hopefully will redirect some of this
money back into the private sector of the economy.

Senator BYRD. I understand that Mr. Mason New has a brief
statement.

Mr. NEW. Thank you very much.
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STATEMENT OF MASON T. NEW, MANAGING PARTNER, BRANCH,

CABELL & CO., RICHMOND, VA.

Mr. NEw. Senator, I just have a statement that focuses on Senate

bill 1967.
My name is Mason New and I am managing partner of Branch,

Cabell & Co. of Richmond, Va. From my perspective as an active

market maker, the most important of the bills we have talked

about today has been the introduction of the Capital Formation

and Incentive Act of 1979, which would permit market makers to

place up to $1 million earned from market making activities in

securities of small businesses into a 10-year, tax-deferred "profit

reserve." Initiated by Senator Gaylord Nelson of Wisconsin, this

bill, S. 1967, will provide additional liquidity to the equity markets

for smaller companies and will produce incentives or capital invest-

ment in these companies.
Although I strongly endorse and support the main purpose of S.

1967, I must note that the proposal, as it now stands, is deficient in

that it overlooks two important segments of the brokerage commu-

nity-partnerships and sole proprietorships. The language of the

proposal specifically provides that the "market making reserves is

available only to corporations. Even though the trend in the indus-

try has been to incorporate, there are still a substantial number of

partnerships and sole proprietorships remaining. It would be unfor-

tunate if S. 1967 were pssed without including these entities in its

provisions.
We estimate that 20 to 25 percent of those firms engaged in

market making activities are still partnerships or sole proprietor-

ships.
The importance of local, regional firms to the capital raising

prospects of small companies cannot be overestimated. For exam-

ple, the Directorate of Economic and Policy Research, of the Securi-

ties and Exchange Commission, in conjunction with the Office of

the Chief Counsel for Advocacy of the Small Business Administra-

tion recently concluded the first part of a study of the role of

regional broker-dealers in the capital formation process.

Reviewing the period between January 1, 1972 and June 30,

1979, the study found that regional broker-dealers accounted for 48

percent of the $2.9 billion raised in initial public offerings but more

importantly, during this same Vvrioi these firms raised 73 percent

of the gross proceeds from the .nital public offerings of corpora-

tions with less than $10 million in annual sales.
As you can see, these firms are crucial to small companies seek-

ing public capital. Not only are small companies benefited by the

efforts of these firms but the individual investor also stands to gain

because of the greater depth and liquidity provided by the market

making activities of these small broker-dealers which serves the

public interest as well as the public investor. Thus, any efforts,

such as S. 1967, which contribute to the financial strength of these

firms works also to insure the financial soundness of America's

small business community and the investing public.
One major point that Iwould like to make is that we are really

talking about a public interest here in this market making reserve

bill because of volatility of the prices of securities that fall in the
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category of $25 million or less in equity value. The prices of those
securities are tremendously volatile.

One of the reasons for that, the underlying capital that goes into
supplying liquidity for those markets is very minimal now. It is a
very risky business to be in.

If we are able to reserve it, the small broker dealers throughout
the United States are able to reserve over a 10-year period $1
million which is directly funneled into market making activities.
For these kinds of companies, the first thing that happens is more
broker dealers are in there competing on a price basis. You have
more capital invested, therefore, I believe that price volatility will
stabilize and I think that is the benefit to the investing public as
well as to small companies and small broker-dealers.

Thank you.
Senator BYRD. Thank you.
Let me ask about subchapter S. That is one of your recommenda-

tions.
How does a group of individuals accumulate capital under the

subchapter S procedure?
As I understand it, whether it be 10 individuals or a hundred

individuals, whatever profit that company might make would be
distributed in total to the 10 or a hundred or however many there
may be.

How does it retain capital for future expansion and operation?
Mr. HAMBRECHT. From a practical point of view, what happens is

a company retains its subchapter S status as long as it is losing
money in its early development stages of business. When it gets to
the point of profitability, the practical effect has been to recapital-
ize as a corporation and become a permanent corporation that can
then pay corporate taxes on its profit but then retain the earnings
after taxes.

Senator BYRD. So subchapter S is not feasible, then, for a profit-
able corporation. Is that it?
-Mr. HAMBRECHT. That is correct, sir. It is a technique that many

companies use in their formation stages when they have to, in
effect, invest a lot of money in product development and in the
development of its business before they are in a position to sell the
product to the public.

Senator BYRD. Let me ask you this. What is the proper definition
of a small business? How do you define a small business?

Mr. HAHN. Technically by categories of the Small Business Ad-
ministration and that varies, depending on the particular category
of business. It can be-I am not sure these figures are correct, but
as small as 25 employees in certain businesses, as large as 500 and
maybe even more in some other categories of business.

Senator BYRD. What is your own view as to what should be
considered a small business?

Mr. HAHN. I think that at the lower end of the scale of any
industry, without trying to pick a percentage, but at the lower end,
generally the structure of most industries is a few relatively larger
companies at the top end and many smaller companies at the
lo*er end.

A larger number of companies, fewer employers in between those
two. The line should be drawn.
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Senator BYRD. I notice when I asked for the order of priority, I do

not believe any of you mentioned depreciation, a change in the

depreciation.
Mr. Wwsr. Yes. Accelerated depreciation. That is one that we

hamed first.
Senator BYRD. What is that?
Mr. WEsT. The accelerated, the 10-5-3 or some variation of it, is

what we named first.
Senator BYRD. You feel that that is quite important?
Mr. WwT. Yes.
Senator BYRD. It seems to me that a liberalization of the depreci-

ation is probably one of the most important things that could be

done to help small business. Is that in accord with what you folks

feel?
Mr. HAHN. That is unquestionable. On page 5 of our testimony, it

documents the age of machine tools in industrialized nations as

being the oldest in the seven nations shown. There is a direct

correlation between the age of machine tools in those countries and

the rate at which the equipment is written off.
Senator BYRD. As I see it, the Government really is not losing

any money by accelerated depreciation. Once a company takes all

of its depreciation, then taxes will be increased. The Government

loses only on a temporary basis. In the long run, it comes out the

same.
Mr. HAHN. Or ahead, because as companies get more productive

equipment, they are able to compete more effectively in a market

and overseas with foreign companies that have the more favorable

depreciation of this now and, as a result, according to those charts,

they are buying more productive equipment.
Senator BYRD. And our tax laws are more restrictive perhaps

than any industrialized country in regard to depreciation. Is that

not correct?
Mr. HAHN. That is correct. In England, for example, they ex-

pense capital equipment. A few years ago in Canada they changed

the depreciation method in our industry, for example, in the De-

troit area over the last 4 or 5 years there arose some very effective

competition out of Canadian competitors as a result of the change

in the tax structure with respect to depreciation.
Senator BYRD. What is the tax structure in Canada? Is it 2 or 3

years?
Mr. HAHN. I think it is 2; 2 or 3.
Senator BYRD. You say England permits an expense of depreci-

ation?
Mr. HAHN. Yes.
Senator BYRD. I mean a 1-year writeoff on new equipment?
Mr. HAHN. Right.
Senator BYRD. That is something new, is it not?
Mr. HAHN. Yes.
Senator BYRD. Well, thank you gentlemen very much. It has

been very helpful.
[The prepared statements of the preceding panel follow. Oral

testimony continues on p. 389.]

63-769 0 - 80 - 24
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STATEMEr oF WiLwAm R. HAMBrritC

Mr. Chairman and members of the Subcommittee, my name is William R. Ham-
brecht and I am a partner in the securities firm of Hambrecht & Quist located in
San Francisco, California. With me today are Mason T. New, who is the managing
partner of the firm, Branch, Cabell & Co., in Richmond, Virginia, and member of
the Board of Governors of the National Association of Securities Dealers, Inc., (the
"NASD"), and Douglas F. Parrillo, who is vice president of that same organization.

I am appearing before you today as both a member of the broker-dealer communi-
ty and as the Chairman of the Joint Industry/Government Committee on Small
Business Financing, a committee created by the NASD, in the fal! of 1978 to address
the capital-raising problems of small business. Composed of securities industry
financing experts, this Committee was assisted by representatives of the Securities
Industry Association, the Securities and Exchange Commission, the Department of
the Treasury the U.S. Small Business Administration, the National Association of
Small Business Investment Companies, the National Venture Capital Association,
the White House Conference on Small Business and the Chief Counsel to the Senate
Select Committee on Small Business.

The efforts of our Joint Committee culminated in a Special Report, entitled,
"Small Business Financing: The Current Environment and Suggestions for Improve-
ment," which was presented to the U.S. Senate Select Committee on Small Business
on May 22, 1979. With the Chairman's permission, I would like to submit that
report for the record. In its Report, our Committee concluded that small businesses
face an uncertain future unless barriers to investment in these enterprises are
eliminated. To that end, the Committee made a number of recommendations, most
of which were directed to the Congress and many of which concerned taxation.
Several of these recommendations have been incorporated into legislative initiatives
which are currently pending before this Senate Committee.

Today, I would like to focus attention on four of those initiatives:
S.653-The Small Business Capital Preservation Act of 1979;
S.1967-The Capital Formation Incentive Act of 1979;
S.2168-The Subchapter S Capital Formation Act of 1979; and
5.2239--Incentive Stock Options.
An appropriate starting point for this discussion is the Revenue Act of 1978 which

the President signed into law on November 7, 1978. One of the key features of that
legislation was the reduction it provided, effective November 1, 1978, in the rate of
tax imposed on capital gains. Under that new law, the maximum rate of regular

income tax on net long-term gains was reduced to 28 percent. This was an excellent
first step. In terms of equity market for small business, it had the following effect:

It has facilitated a recovery in the new issue market in terms of the number of
securities offering brought to market and the amount of monies raised; and,

It has brought about an increase in the amount of new venture capital coming
into the marketplace.

In 1979 a total of 81 companies went public for the first time raising a total of
$506 million. Although this amount was nowhere near the $2.6 million raised in
1969, it was than double the amount raised in 1978 and more than triple the
amount raised in 1977. 1979 was also an incredible year when contrasted against
1976 when a grand total of four companies were able to raise a mere $16 million.

In 1977, 1978 and 1979, venture capital groups raised total new funds of $20.2,
$215.8 and $175 million, respectively. During this same period, small business in-
vestment companies raised a total of $100 million giving rise to possible leverage of
another $360 million in financing. Banks and other non-financial corporations added
another $400 million during this same period. This same $1.25 billion added some $1
billion, after adjustment for follow-on replacement funding and withdrawals, to the
estimated venture capital pool of $2.5 to $3 billion, an amount which had remained
static since 1969. Entering 1980, it appears that $400 to $500 million is being sought
by different venture capital groups.

In connection with the above, it is important to note that most of the activity in
the new issue and venture capital markets has been directed toward the high
technology, fast, growing companies. What has failed to materialize, however, is
broad-based support for small, developing companies outside of the high technology
field. If small, developing companies of all types and sizes are to have equal access
to the equity capital markets, more must be done on both a long and snort range
basis to stimulate investment in small business. Our NASD Committee believes that
enactment of the following four bills would greatly enhance the ability of small
business to raise capital and, in so doing, strengthen this country's economic founda-
tions.
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, 653-The Small Business Capital Preservation Act of 1979

During the course of its work, our Committee learned that small business is fast

approaching a crossroads-one which could very well determine whether it winl

continue to serve America as the leading creator of jobs and innovator of technologi-

cal developments. It is through the small business sector of the economy that our

national goals in the- areas of employment, economic betterment, opportunity for

achievement and an improved quality of life can be accomplished most efficiently

and effectively.
Time and time again, studies from such disparate sources as the Department of

Commerce and the Massachusetts Institute Technology have confirmed the job-

creating productivity and potential of small business. It is only through greater

productivity and increased employment that we as a nation can hope to break out of

this economic malaise in which we seem to be so deeply mir. Small business is

ideally suited to meet this challenge; yet, the current tax laws have served to inhibit

the inflow of capital to the small business sector by discouraging investment in it.

For example, present tax laws encourage those who own.a_ interest in a small

business to sell out to large companies because the acquiring company may ex-

change its stock for the stock of the small business. The entire transaction is tax

free under present law. The small businessman who sells his business may defer the

immediate payment of capital gains taxes until he ultimately sells the new stock he

received as part of the exchange.
The number of mergers and acquisitions have increased in recent years and can

be expected to continue to increase in the foreseeable future. They are a fact of life

in view of the capital shortage faced by small business and in view of the need for

large firms to diversify their operations in these uncertain times. One of the

problems with this merger trend, however, is that the small businessman who has

sold his business is discouraged by current tax laws from reinvesting the proceeds of

the exchange transaction in another small business. This happens because he winds

up with securities which, if he were to sell, would be subject to a maximum capital

gains tax of 28 percent. As a result, this capital, which normally would ind its way

back to other small business investments, becomes frozen an d illiquid.
To remedy this situation, our Committee believes that S. 653-The Small Business

Capital Preservation Act of 1979-will go a long way towards addressing this

problem. Basically, the proposal would allow an one owning an interest in a small

company with a net worth of $25 million or less to sell that interest for cash,

reinvest that money in another small business and defer ony capital gains tax on

the sale until the proceeds are taken out of the small business and not reinvested
within 18 months. he adoption of this measure would, in our view, cause capital to

flow back to small companies by creating tax incentives for the small business

investor to reinvest.his proceeds in small companies. By allowing individuals to, in

effect, "rollover" their tax liability by reinvesting gains in another business, the

proposal would permit an increased number of small, local companies to expand

their capital base.

S. 1967-Capital Formation Incentive Act of 1979

Recently Senator Nelson introduced S. 1967-The Capital Formation Incentive
Act of 1979-a bill which closely tracks one of the principal recommendations
advanced by our Committee. The bill, which would go a long way towards facilitat-

ing capital formation, would allow securities market makers to defer gains from

their market making activities on behalf of small businesses. In our opinion, this

bill is of critical importance, particularly as the number of securities firms engaged

in risk market making continues to decline in the face of an increased need on the

part of small businesses for additional sources of new capital.
In the opinion of our Committee, the adoption of a tax-deferred reserve for

market makers will substantially improve the ability of small businesses to raise

the funds necessary to promote their growth, particularly small, developing compa-

nies which are not considered high technology firms. In order to enhance the ability

of all types of small businesses to raise equity capital, steps must be taken to

improve the prospects for aftermarkets in their securities-markets with adequate
depth and liquidity It is readily apparent that an investor is not going to purchase

Stock in a small" business which he may not be able to sell or which he may be

able to sell only at a price substantially lower than what he paid..To bring about

better markets, incentives to encourage risk market making in the securities of

smaller companies by existing broker-dealers and new entrants to the securities

business are needed. The availability of tax-deferred reserves would provide one

such incentive by giving a broker-dealer some limited form of protection against

losses incurred in the performance of his market making function. The use of

reserves would serve to smooth out the tax consequences which accrue to the
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broker-dealer community, particularly smaller broker-dealers, by recognizing the
cyclical nature of the securities business. For example, last year was a good year for
most market makers and underwriters. The market decline of the last seven weeks
could very well have wiped out most of last year's profits and will place great
financial pressure on small broker-dealers. These tax-deferred reserves would pro-
vide a much-needed cushion during periods when markets are declining and the
need for a viable market making community the greatest.

On the basis of our Committee's survey of over 600 institutional investors and
professional portfolio managers, we found that concern over the marketability of
small business investments is a key reason why many institutional investors do not
invest in smaller companies. This is a very serious problem since, as the number of
individual investors continues to decline and the growing institutionalization of our
auity markets continues, institutional investors must bear a critical responsibility.
That is, if small business is to obtain the capital it needs to survive, it will have to
depend to a much greater degree on institutional investment. Mainly due to the
liquidity problem, however, institutional investors have not yet taken steps to fill
that void. In our Committee's opinion, S. 1967 will serve to correct this problem by
adding depth and liquidity to markets in small business issues. The bill will encour-
age broker-dealers to put money into the market where our survey said it is needed
the most.

S. 1967 would allow market makers to, place up to $1 million earned from market
making activities in securities of companies with equity capital outstanding of
$25,000,000 or less into a ten year, tax-deferred "profit reserve." Additions to the
reserve for any one year would not be permitted to exceed 30 percent of the fair
market value of average equity positions carried for such market making purposes
during that year. Since the amount of money going into the reserve in any one year
would be directly tied to the amount a firm invests in market making positions in
smaller companies, S. 1967 is in a very real sense a long-term capital incentive. For
the average firm, it would take a considerable amount of time for it to reach its
maximum level. Our data also suggests that enactment of this legislation would
have only a modest impact on the Treasury. From an impact study of our proposal,
which was somewhat broader in scope, we found that for calendar year 1977, a total
of 487 broker-dealer market makers would have bene able to defer somewhere in
the vicinity of $20,000,000 in tax liabilities, or about $40,000 per firm, on gross
revenues from market making in over-the-counter securities of approximately $330
million.

In connection with the above, it is important to note too that by virtue of the
$1,000,000 maximum, S. 1967 would not result in a windfall to any broker-dealer,
large or small. The benefits derived from S. 1967 will be directly linked to the
contribution a firm makes to improving the depth and liquidity of markets. What S.
1967 will do is bring about more and bettter markets in securities of smaller issuers,
particularly by smaller, local broker-dealers. These are the firms that have provided
local investors and local issuers with a full range of investment services. For many
local businesses that were not of interest to venture capital groups or major under-
writing houses, it has been the local, regional broker-dealer that has brought them
public and provided secondary markets for their securities. The contraction of the
broker-dealer community since the early 1970's, a phenomenon which has not
spared the local, regional firm, has hit small business the hardest since many of the
large national firms do not find the sponsorship of small firms to be an economical-
ly attractive activity.

No one will benefit more from enactment of this legislation than the small
company seeking public financing for the first time. At some time during its life,
each new business reaches a point where, to continue to grow, it must look to
outside sources for additional capital. One of the traditional methods of obtaining
new funds has been a public offering of securities. The key In linking private
company and public investor has been the local independent broker-dealer who
brings an issue through registration and who stands ready after the public offering
to make a market in the company's securities. There is a delicate relationship
between issuer, investor and broker-dealer with the success of each party dependent
on the other two to a large extent. Upsetting this balance in recent years has been
the steady decline in the number of both broker-dealers and public investors. Fewer
broker-dealers has meant, in turn, that there are fewer opportunities available to
small businesses to offer their securities to the public. Small businesses have suf-
fered accordingly with the number of new issues declining from 649 to 58 annually
in the ten-year period from 1968 to 1978. Market makers, I might add, have
similarly declined in number by 37 percent (to 468) in that same decade.

I believe that these statistics clearly Identify the problems faced today by small
business eager to raise equity capital. Unless the downward trend in the number of
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market makers can be reversed, small developing companies will find it increasingly
more difficult to raise necessary funds. S.1967 can provide the type of incentive and

stimulus which is needed to combat that trend. By allowing market makers to set

aside gains from market making activities in small business issues into banking-

type, fax-deferred reserves, improved markets will result. The benefits to broker-

dealers in the form of a tax deferral are quite obvious. The benefits to issuers in the

form of a ready market for their securities are equally as apparent. The real

beneficiary of the changes proposed under this legislation is the Amerian economy

which will itself be strengthened as a result of the resurgence of the small business

sector to its former level of prominence.

S. 2168-Subchapter S Capital Formation Act of 1979

I am pleased that Senator Nelson and several of his collegues in the Senate have

proposed legislation to modernize the Tax Code as it pertains to Subchapter .
corporations. In liht of the present difficulties which start-up businesses ace in

terms of their ability to attract capital and their lack of resources to withstand the

stress of inflation, the proposed amendments are sorely needed.
S. 2168 would make two changes in the Code which, in my opinion, will noticeably

increase the number of new businesses organized under Subchapter S to finance

start-up operations. As this Subcommittee is aware, the incidence of new start-up

companies since the late 1969's has been few and far between. By permitting the

number of shareholders to increase from 15 to 100, the bill recognizes the difficulty

which small companies face in obtaining sufficient capital to keep operations going

during their early years of development. Essentially, new companies must rely on

the financial resources and personal borrowings of their organizers (as well as those

of their immediate families and friends of the organizers) to sustain themselves

until sales and earnings reach a level which is sufficient to attract venture capital

or some other form of external financing.
Most venture capital is institutionally funded and generally reluctant to fund

start-up ventures. The natural risk-taker for start-up companies is the individual
investor.

During the early years of its existence, a start-up company is likely to experience

losses of varying magnitude. In due course, and as the company becomes profitable,

it carries forward these early year losses and applies them against current income.

By increasing the permissible number of shareholders in a Subchapter S corpora-

tion, the tax consequence would be to encourage capital formation in small business-

es since the individual investor will be encouraged to put investment funds into

those businesses in exchange for a tax write-off against current income. It should be

kept in mind, however, that this is not a tax gimmick. These are real economic

looses that would be written off at a later date by the company itself at such time as

it becomes profitable. All that would happen by virtue of this bill is that these losses

would be written off sooner and by someone else, that is, the individual investor.

This bill is therefore extremely important since it would improve the ability of

small business to attract needed capital to finance operations and growth at the

period of greatest risk.
Also, by allowing a Subchapter S corporation to issue more than a single class of

stock, recognition is given to the fact that certain shareholders may desire special

rights in return for risking their investment capital in a new organization. These

incentives could prompt individuals who in the past have been hesitant to consider
a Subchapter S undertaking to re-evaluate that position. In addition, the issuance of

p referred securities could lead a Subchapter S investor to commit more funds than

he otherwise would have if only a single class of stock was available. While the

benefits of this particular change to the Tax Code may be more difficult to quantify
than the benefits derived by increasing the number of Subchapter S shareholders, I

believe nevertheless that the two amendments complement each other and are
sorely needed at this time.

Adoption of S. 2168 will lead most definitely to an increase in the number of

corporations organized under Subchapter S and provide those currently operating
with an additional source of financing. S. 2168 should provide a welcome stimulus to

the economy and, in particular, to the formation of new businesses.

S. 22$9-Incetive Stock Options

Although it is crucial that small companies have access to capital markets, they

must also be able to attract professional managerial talent if they are to remain
competitive. The most obvious and direct method of achieving this end is to pay
higher salaries than the competition. Most small companies are not, however, in a
position to outbid their larger competitors. To offset this disadvantage, a number of
small firms formerly offered prospective employees an interest in the business by
means of stock options.
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These qualified stock options, in addition to attracting new talent, also benefitted
small firms in other ways. One way was a broadening of the ownership base. By
means of stock options, many of the emerging, successful small companies were able
to create a broad base of ownership interest among their employees at a time when
their employees did not have a lot of money to invest. As a firm evolves through the
various stages of development and growth, it eventually requires the skills of a
professional management team. The recruitment of such persons was readily facili-
tated through the use of qualified stock options which thereby effectively enhanced
the long-term prospects for the firm's survival.

For all intents and purposes, this avenue has been closed to small business by
changes in the Tax Code in recent years. Today, for example, the employee recipient
of a stock option is taxed at ordinary income rates at the time he exercises his stock
option. These taxes are based on unrealized gains in that they consist of paper
profits between the grant price of the option and the market price of the securities
acquired. To correct this inequity, our-committee recommended that the Tax Code
be amended to provide that no gains be recognized by option holders at the time
stock options (issued at market or fair value) are granted or exercised and that the
gain on securities acquired via the exercise of a stock option be the excess of the
sale price of the securities over their value at the time of grant. Further, our
Committee suggested that the gains realized from the exercise of stock options
should be recognized as long-term gains, rather than ordinary income, provided that
the combined holding period for the option and the stock is not less than three
years.

In this connection, I would like to take this opportunity to endorse S. 2239, a bill
introduced by Senator Robert Packwood and co-sponsored by Senators Nelson and
Cranston. The proposed le islation would create a new category of stock options

called "incentive stock options" which incorporate the most important incentives
and safeguards of the pre-1964 restricted stock options and the later qualified
opt ions which were eliminated in 1976. Senator Packwood's proposal tracks our
Committee's recommendation in that employees would not be taxed at the time they
exercise their "incentive stock option." Under the Packwood proposal, the gain, for
tax purposes, would be the increase in value between grant price and sale price of
securities acquired. Further, this gain would be recognized, under the Packwood bill,
as a "long-term capital gain."

Unlike our Committee's recommendation, however, S. 2239 would place no limit
on the size of a company eligible to grant these incentive stock options and there is
an important difference with respect to the holding period of the stock and option.
Whereas our recommendation called for a combined holding period of three years
for both option and stock, S. 2239 would require the employee to hold the stock two
years from the date the option is granted and one year after exercise. If the stock is
sold within two years, ornary income would be realized on either the gain or the
spread between the option price and fair market value of the stock at exercise,
whichever is less.

Far from disagreeing with these differences, we are of the view that they repre-
sent an improvement on our original recommendations and would provide an even
greater opportunity for small businesses to attract necessary managerial personnel.

Members of the Subcommittee, that concludes my testimony. At this time, I would
be happy to answer any questions you might have. If there are no questions, I would
like to introduce Mason New, who would like to make a few brief remarks regard-
ing S. 1967.

Thank you for your attention.
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Mr. Chairman and Members of the Committee:

Good morning. My name is Edward E. West Jr. I am president of

West Engineering Company, Inc., designer and builder of precision

small parts, assemblies and special machines.PI am appearing today on

behalf of the Small Business Legislative Council and the National Tooling

and Machining Association. The Small Business Legislative Council is

composed of 75 associations who with their affiliates speak for more than

4,000,000 small businesses. The National Tooling and Machining

Association represents 12, 000 small businesses who manufacture tooling.

dies, precision machined parts, molds and special machines.

We are grateful for this opportunity to discuss the capital formation

problems of small business in America. The problems are great and they

are aggravated even more by the current inflation and the present competition

for working capital. In our: industry, the problem is even greater because

there is a severe shortage of skilled labor presently estimated at 14% in

a February 28, 1980 industry survey.

The problem is that small businesses are typically labor intensive,

highly competitive and low in profit. Despite this, they are the innovative

entrepreneurs of our country. Results of studies have shown that small -

businesses -produce ten times the innovations for the R&D dollar or

compared to big business. More importantly, strength of our economic
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system and one of its philosophical cornerstones is that there should be an

opportunity for an ambitious hard working person to enter business with

some chance of success. Today, it is much harder to enter business

due to the cost of capital. Once in, it is harder to stay in and to grow.

In 1960, businesses with under $10 million in assets accounted for about

20% of the nation's manufacturing assets while those with over a billion

in assets helix less than 30%. In 1976, the former category declined to

10% while the latter increased to over 50%, and It's getting worse.

Concentration of Total Assets for
Manufacturing Corporations, 1960 and 1976
Percent
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Many small business industries are critical to the country's health.

Our industry makes it possible for virtually every other manufacturing

industry to exist. Take for example the manufacture of a carburetor. To

make that carburetor, molten aluminum is injected under pressure into

the cavities of an extremely complex, precise mold. Highly skilled

technicians in our industry engineered and fabricated that mold. The

molded carburetor body is then put on an automatic assembly line where

additional machining is performed, holes drilled and parts attached. Our

industry designed and built that assembly line which is in fact a special

machine. We designed the jigs and fixtures which drilled the holes at

just the right angles to the exact depth. And while the carburetor was

being built; body parts and bumpers were being formed in dies we produced,

dashboards and plastic interior parts formed in our molds, and solid state

radios produced with parts made in our molds and assembled with our

special machines. Thhb major industries which depend on our small busi-

nesses are virtually endless, including aerospace, defense, electronics,

appliances and most others.

There is a dangerous decline in productivity in this country and much of

it is due to the fact that small business persons find it harder and harder

to obtain capital to upgrade existing plant and equipment, much less to

expand. In our industry, 78% of the companies have 30 employees or

less. A company with 30 employees might do $ 1, 500,000 in volume and

make a net profit of 7% or $ 105, 000. A small milling machine would have



375

cost around $500 in the 1930's. Its modern counterpart, which is compu-

ter controlled and far more productive costs with $60,000. Many modern

machine tools cost over $ 200,000.

To buy that machine tool, I would have to pay for it out of profits on

retained earnings. My profits are low, partly due to depreciation rates

that are unrealistic in a modern industrialized country. When I go to a

bank, one of the first questions asked is the size of the company. Banks

are inherently very conservative in their lending policy. The major

corporations get the most money at the best rates, the smaller companies

get whats left over, if any, at a much higher rate. The leftovers are

getting smaller and established viable small businesses are increasingly

being turned down flat. And when you add a couple of points to today's

1976 prime rates, many probably couldn't afford it anyway.

There are not many other avenues for obtaining capital in small

business. It is not practical to float corporate bonds, to sell corporate

stocks or to use other avenues available to the industrial giants. The

result, according to an article in American Machinist Magazine inserted

in the Congressional ReLord by Senator Nelson on December 19, 1979, is

that the smaller manufacturer is trading down. Just as the American

housewife is buying cheaper cuts of beef, we are buying stripped down

less productive equipment and buying it less often.

Today, the United States, which once had the most modern and

sophisticated machine tool population in the world, now has the oldest

machine tools of seven major industrialized countries. We have the
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lowest percentage under 10 years old and the highest percentage over 20

years old. This has dangerous implications on thq national economy. Ours

is the industry that supplies the tools, jigs, fixtures, molds, automatic

assembly machines essential to virtually every manufacturing company

in the country. The productivity of the country's entire manufacturing

process is dependant upon the productivity of this industry. Yet, the

country's ability to tool vp for major manufacturing needs, such as a

military crisis, is seriously in doubt. A major factor that enabled this

country to prevail in the Second World War was the ability of our industry

to gear up for massive armament production in a short period of time.

Today, many other countries are far better equipped than the U.S. to

cope with such emergencies.

MACHINE TOOLS IN 3M U1 SEIM INO4ATIAL NATIONS
By If wbet s4d Age

Fill is 1.631 15 25 .

§, .,~~.4 Bill 1.4"0 V131

IQ,-31 10 29

4 at iii M)2 S I2I

toe". Me I F 42 ,1 I t1

31.5) 2 '•• + 12) 24102~r 42erIITlI II'INl'~ [e 1t 0 1111
%sll 10 o %re. 4t. Bl l "Wit. .4.1 . " O12 ee33 %. 1 101 p..so 3.1 oU.. 0

Th 10ll. ph *-I#.. "21J. O" I ot.WS04. 0- A -we~ #-ofs Too W-071.1 ft2. 4.341.2 .I 4. "b .

plU.l W s . " .lm 0e i 4. ft tal4 3-11 141

El 04. 1.i24 01 1 T021204 11 D- 04IT vial 34 NTl.. ... 1,h 1

1 -M 0 = 22 101. . 1.3......1)o1.he 1.it. . 11.21
"0..e .~ 14 .42~, W%2.1 9.6"32 1 42Y- 2 TA 3 .V11.. *

SO-I. 342120M.3 W 3V22.4I M 1--el 1122. V-- 42bl533.l44



377

What' is needed is a comprehensive strategy to encourage investment

in the small business. At the White House Conference on Small Business,

2000 small business persons reduced some 75 priorities to the 15 top needs

of small owners. Five of those priorities were in the area of taxation and

capital formation. All five made the cut. In fact, the top two were

taxation and capital formation. These proposals make sense, for small

business has the greatest potential for improvement in productivity.

Incentives for small business will produce the greatest increases in

productivity, in innovation and in employment at the least cost in revenue

loss to the U.S. Treasury.

Such a package should include an extension of the progressive corporate

tax rate with corresponding reductions in the lower brackets. This is the

top priority of small business in America. Senator Nelson's S2136 would

extend brackets to $150,000 and reduce rates in several of those brackets.

If enacted, the bill would result in about $3 billion in tax savings for

smaller companies earning less than $ 150,000.

The second part of the package, and the number two priority of the 2000

delegates at the White House Conference should be to provide for a more

rispid write-off of capital equipment. There are currently two proposals;

the first is SI435, the 10-5-3 bill, introduced by Senator Nelson. While

well intentioned, it will need an important modification if small business

is to benefit from it. Its problem lies in the technique used to phase-in

the benefits. To reduce the revenue loss, the authors have used a progres-

sive phase-in based on the Asset Depreciation Range for equipment and grad-
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ually reduce taxable life for buildings and structures. The problem i that

small businesses don't use ADR now due to its complexity, a fact well

documented by IRS. The building phase-in also unnecessarily complicated

for the relatively unsophisticated small business person.

The solution to the problem lies in an approach developed by

Congressman Henry Nowak, Chairman of the Subcommittee on Access to

Equity Capital and Business Capital of the House Small Business Committee.

In late February he introduced HR6617, the Small Business Incentive Act of

1980. Like S1435, it reduces the write-off period for capital assets

using slightly different write-off periods than the 10-5-3 bill. Where it

differs is that it uses ceilings, or caps on the amounts that can be written

off at the rapid rates. It uses a four-year write-off period with a $1 million

ceiling for equipment machinery and vehicles and a fifteer-year write-off

period with $3 million ceiling on buildings. Amounts in excess of those

ceilings would be depreciated at current rates. It is simple, easy to use,

and would have a much smaller impact on federal revenue than the $75 billion

figure estimated by Secretary of the Treasury William Miller on the price

for the 10-5-3 bill. If a phase-in method using progressive ceilings were

incorporated into the 10-5-3 bill, it would then become something which

could benefit the small business community.

Since 1975, the first $100,000 of used equipment purchases has been

eligible for the 10% investment tax credit. Yet many capital intensive

small businesses spend more times that amount on used equipment.

New equipment often takes too long to get or is too expensive. SELC
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believes that there should be no discrimination against the age of

equip,,ient and that all limits should be removed. S2152, introduced

by Senator Nelson, would provide an interim solution by doubling to

$200,000 the present limit.

As part of the package, several other pieces of legislation should also

be enacted. Briefly, they are as follows:

1. The capital gains rollover bill (S6531 which would allow tax

deferral when a small business owner sells his firm, if the

proceeds are reinvested in another small business within 18

months.

2. A tax credit for the purchaser of newly issued stock of small

firms with a net worth of $25,000,000 or less (S487 and S655).

3. A bill to strenghten the financial structure of independent

securities firms in order to be able to render capital raising

assistance to smaller businesses (S1967).

4. A bill to raise accumulated earnings levels from the current

$100, 000 limit to $250, 000.

5. An exemption of publicly-held venture capital firms from the

regulation of the Securities and Exchange Commission under the

Investment Company Act of 1940 (S1940).

6. A bill creating a new security called a Small Business Participating

Debenture which would have the status of a debt security with a

stated rate of interest (S1481).
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7. Increasing the estate tax exemptions from a maximum of $175,625

to $250,000 by 1981 to encourage continuity of business enterprises

(S1825).

8. A bill to preserve family businesses. A related proposal is the

National Family Business Preservation Act of 1980 would change

current estate tax laws so that up to one-hal ($500,000 maximum)

of the value of a family-owned business would be exempt from

estate taxes (52220).

9. Strengthen Subchapter S for capital raising purposes, by increasing

the permissible number of shareholders from 15 to 100 and allowing

issuance of more than one class of stocks (S2168).

10. A reinstatement of tax favored options to broaden the base of

ownership in new and small firms and to provide incentives for

talented executives to join such venture (S2239).

It. Elimination of the requirement to issue a W-2 form each time a

worker changes jobs, allowing all ;he W-2's to be distributed at the

end of the year'(S2171).

Thank you very much for the opportunity to discuss the status of small

business in America. With the help of this committee and the rest of

Congress, small business may be able once again to become a strong

and healthy part of the American economy.
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The position paper -- Capital IAvestment RcCover -- is supported,
as of this date, by 45members of the Smal Business Legislative
Council:

American Association of Nurserymen
Washington, D.C.

American Textile Machinery Association
Washington, D.C.

Association of Independent Corrugated
Converters
Washington. D.C.

Association of Physical Fitness
Centers
Bethesda, Maryland

Automotive Warehouse Distributors
Association
Kansas City, Missouri

Busineps Advertising Council
McLean, Virginia

Christian Booksellers Association
Colorado Springs. Colorado

Direct Selling Association
Washington, D.C.

Eastern mandfacturers and
Importers Exhibit, Inc.
New York, New York

Electronic Representatives Association
Chicago. Illinois

independent Business Association
of Michigan
Kalamazoo, Michigan

Independent Business Association
of Washingten
Bellevue, Washington

Independent Sewing Machine Dealers
of America, Inc.
Hilliard, Ohio

Institute of Certified Business
Counselors
Lafayette, California

International Franchise Association
Washington, D.C.

-Local and Short Haul Carriers
National Conference
Washington. D.C.

Machinery Dealers National Association
Silver Spring, Maryland

anufacturers Agents National
Association
Irvine, California

Menswear Retailers of America
Washington, D.C.
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National Association of Brick
Distributors
McLean, Virginia

National Association of Floor
Covering Distributors
Chicago, Illinois

National Association of Plastic
fabricators
Washington, D.C.

National Association of Plastics
Distributors
Jaffrey, N.H.

National Association of Retail Druggists
Washington, D.C.

National Beer Wholesalers Association
of Axerica, Inc.
Falls Church. Virginia

National Burglar & Fire Alarm
Association
Washington, D.C.

National Candy Wholesalers
Association, Inc.
Washington, D.C.

National Coffee Service Association
Chicago, Illinois

National Concrete Masonry Association
Herndon, Virginia

National Electrical Contractors
Association, Inc.
Washington, D.C.

National Family Business Council
Washington, D.C.

National Home Furnishings Association
Waii1h""l, D. C.

National Home Improvement Council
Washington, D.C.

National Independent Dairies Association
Washington, D.C.

National Office Machine Dealers
Association, Inc.
Zanesville, Ohio

National Office Products Association
Alexandria,.Virginia

National Parking Association
Washington, D.C.

National Patent Council
Arlington, Virginia

'National Pest Control Association
Vienna, Virginia

National Precast Concrete Association
Indianapolis, Indiana

National Small Business Association
Washington, D.C.

National Society of Public Accountants
Washington, D.C.

National Tire Dealers and Retreaders
Association
Washington, D.C.

National Tooling and Machining
Association
Washington. D.C.

National Tour Brokers Association
Lexington, Kentucky

National Wine Distributors Association
Chicago, Illinois

Power & Communication Contractors
Washington, D.C.

Sheet Metal & Air Conditioning
Contractors' National Association
Vienna, Virginia
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CAPITAL INVESTMENT RECOVERY

Small business has seen its role in the U.S. economy dwindle for

'decades. Much of the reason for its decline lies in its Inability to get

the capital to be able to compete w'th large business in this country.

The corporate giants, meanwhile, have access to the capital they need at

the lowest available rates. They continue to increase their share of the

Gross National Product at the expense of small business.

This competitive country must redirect Its economic structure to return

to the principles of private enterprise upon which it was 
founded. At the

rate we are gofng there will soon be no small business 
in America. The

PAsVican dream of starting one's own business and making it a success will

be nothing more than a drem No one man or woman will be able to come close

to competing with the major corporations.

The U.S. Congress can help restore the American dream 
by passing legis-

lation facilitating the recovery of capital. But it must be of genuine help

for the small business and not a tool for big business to continue to take

over and freeze out small business as It has been doing 
for years. The

corporate giants, with their easy access to capital 
at the lowest rates,

would use any legislation to accelerate expansion to the disadvantage 
of

small business if there is not a ceiling on-the benefits. 
The small retailer

would.get little joy from his newly won benefits if he found a major corporate

chain was using them to open a store next door. This would happen without a

ceiling. The small manufacturer would find the same thing. Whatever he was

able to invest in new productive equipment would be more than matched by the

-well-heeled giant that had been running him out of business anyway. In some

industries, major corporations who presently subcontract 
would find it a

greater advantage to manufacture themselves should 
legislation without a

ceiling be passed.

Any tax bill accelerating depreciation should provide a 10% nvestment

- redit for all e upment, machinery, and furnshings. It wouldallow
tm to be dereciated over four years. ThIS type-Of capital investment

%ould b. depreciated as anuch as four or five times faster than presently

allowed. These breaks would be targeted to small business by limiting to

$1-million the amount of total investment in equipment, machinery and

furnishings upon which accelerated depreciation would 
be allowed.

Buildings and fixtures would also be depreciated 
much faster. These

types f investments could be written off in 10 years. 
This type of invest-

ment could be depreciated as much as six ti mes faster than under present

rules. This break woulo also be targeted to sma1l business by limiting to

$1 million per year the amount of Investment in 
buildings and fixtures upon

which accelerated depreciation would be allowed.
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Over 97-1/2% of all U.S. companies would be able to use this legis-
lation to full advantage. Most of the remaining 2-1/2% of companies,
which account for 79% of the invest-ent in this country, could use it up
to the ceiling amounts. Thus this ti1l both would help small business
and significantly reduce the revenue loss that would occur if there were no
ceilings on benefits.

RESOLVED

Increased capital investment by small business is essential if this
basic American Institution is to survive and prosper. SBLC endorses
legislation that will encourage increased capital Investment by small busi-
nesses. The combined effect of more rapid depreciation and increased invest-
ment tax credit will assure small business a greater return on its Investment
in such capital, thereby making small business more profitable, and better
able to compete in all markets.
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FULL INVESTMENT TAX CREDIT FOR SMALL BUSINESS

The decline in our productivity Is caused by several conditions. For the

first ties in twenty years, the Joint Economic Committee Annual Report of 1979

uinmausly concluded thit an increase in productivity is vital to the improve-

sent of our economic standard of living and to the reduction of inflation. A

partial cause of this situation is the antiquated production facilities of

mavy American manufacturers. Another partial cause is the utilization of inef-

ficient equipment; and yet another partial cause is the overall age of our

cOuntry's industrial machinery. The most recent U.S. survey of machine tools

shmsu only 11% of the industrial macinery In use today is less than five years

old; 761 is at least ten years old. Equipment renewal and upgrading are neces-

sary in both large and small manufacturing companies. Increasing productivity

through equipment renewal is best achieved for small business through the

purchase of affordable used machinery and equipment.

Under present law there is a $100,000 limitation on the amount of used

equipment eligible for investment tax credit, but there Is no limitation on the

investment credit available for new equipment. This discriminatory tax treatment

Impacts directly and primarily on small business which is already hindered by

its Inability to externally or internally generate capital necessary to buy new

equipment.

In order to increase productivity and competition, the discriminatory

ceiling on the amount of used property eligible for a tax credit must be elimi-

nated; and, the carryover provisions available for new property must also be

available for similarly situated used property. 
Traditionally, small businesses

purchase used capital equipment; large businesses basically purchase newly manu-

factured capital equipment. The cost of obtaining capital for production equip-

ment is high for everyone, especially those who cannot borrow at the prime rate.

Firms purchasing used capital- equipment 
do not have a chance to-offset some of

their costs through this tax credit. Confining the investment credit to only

equipment with the latest technology helps primarily the largest enterprises and

basically ignores the largest segment of our economy which needs this tax credit

the most. Because the small business sector offers 
the greatest potential for

increasing employment, there is normally a direct relationship between increased

installation of used machinery and increased employment.

RESOLVED: Small Business Legislative Council urges and supports changes in the

IRS Code to allow a full Investment tax credit for used machinery 
and equipment.

This full investment tax credit will allow small businesses to receive the same

tax incentive provided to big businesses 
and would allow small businesses to

compete, to maintain their current market share, and to hopefully expand output

and, productivity.
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American Assn. of Nurserymen
"" Washington, OC

Association of Diesel Specialists
Kansas City, M

Association of Independent Corrugated
Converters
Washington, DC

Assn. of Physical Fitness Centers
Bethesda, MO

Automotive Warehouse Distributors Assn.
Kansas City, MO

Building Service Contractors Assn. Intl.
McLean, VA

business Advertising Council
Cincinnati, OH

Christian Booksellers Assn.
Colorado Springs, CO

Direct Selling Association
Washington, DC

Eastern Manufacturers & Importers Exhibit
New Yo , NY

Electronic Representatives Assn.
"Chicago, IL

Independent Bakers Association
Washington, DC

Independent Business Association
of Michigan
Kalamazoo, MI
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Independent Sewing Machine Dealers
of America
Hilliard, OH

international Franchise Association
Washington. OC

Local and Short liaul Carriers National
Conference
Washington, OC

Machinery Dealers Nati. Assn.
Silver Spring, iD

Manufacturers Agents Nat1. Assn.
Irvine. CA

Marking Device Association
Evanston, IL

Menswear Retailers of America
Washington, DC"

Minnesota Association of Cornr'erce ano

Industry Small Business Courcil
St. Paul, MN

narroww Fabrics Institute
New Rochelle, hY

Natl. Assn. of Catalog Showroom Merchandisers

New York, NY

Natl. Assn. of Floor Covering Distribs.

Chicago, IL

Natt. Assn. of Plastic Fabricators
Washington, DC

National Ass. of Plastics Distributors

-Jaffrey, NH

National Association of Retail Druggists

Wshington, OC

National Candy Wholesalers Association

Washington, DC

Nal. Coffee Scrv'ct- Assn.
ChlCayU. IL

Natl. Electrical Contractors Assn.

Bethesda, MO
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National Family Business Council
West Bloomfield, NJ

National Independent Dairies Assn.
Washington, DC

at). Independent Meat Packers Assn.
Washington, DC

Natl. Insulation Contractors Assn.
Washington, DC

Natl. Office Machine Dealers Assn.
Zanesville, OH

National Paper Box Association
HaddonfIeld, NJ

National Paper Trade Association
New York, NY

National Parking Association
Washington, DC

National Pest Control Assn.
Vienna, VA

National Small Business Assn.
Washington, DC

Natl. Society of Public Accountants
Washington, DC

National Tour Brokers Assn.
Lexington, KY

Power and Cowmunications Contractors
Association
Washington, DC

Printing Industries of America
Arlington, VA

Sheet Metal & Air Conditioning
Contractors National Association
Vienna, VA
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Senator Bun. Next there will be a panel of accountants Mr.
Joel Forster, C.P.A., Ernst and Whinney and Mr. Gerald W. Padwe,
C..A., Touche Ross and Co.

Welcome, gentlemen. We are glad to have you.

-. YATEMENT OF JOEL FORSTER, C.P.L ERNST AND WHINNEY

Mr. Fomai. Good morning. My name is Joel M. Forster. I am a

part. in the Washington, D.C., office of Ernst and Whinney

wher I am primarily responsible for tax policymatters.
I appreciate the opportunity to appeal or you today to

submit our views on certain tax reforms and capital formation

proposals that we think will encourage the formation and growth

of small businees.
I am submitting at this time our written comments on several of

-the bills you indicated you wish to fOCus on in the announcement of

these hearings and have related them to the more important rec-

ommendations and resolutions adopted by the White House Confer-
ence on Small Business. We would appreciate the inclusion of our

written comments in anv record of these hearings.
Senator By=. It will be published in the record that may be

printed.
Mr. Fosrum. We believe that selective tax reduction should re-

ceive your prompt attention because it is needed now to help

compensate for the impact of recent inflation and lessen the roe-

pects for additional hardships from the Governmen-pre re-

cession that now seems to be at hand.
We also believe that great emphasis, and early priority, should

be given to incentives for the private sector of our economy. It

.seems fundamental to us, if there is going to be any reasonable
p oevect of achieving the commendable goF3s of a balanced budget

and increase productivity in the foreseeable future we need to act

without further delay.
I will focus my remarks today on one major incentive for capital

formation and :one significant deterrent to business. They are sim-

Hified and accelerated capital cost recovery and the ne for regu
reform and acoordinat* policy effort by those Government

agencies charged with administering the laws that affect all buhi-

neeses, both large and small
The Capital -Cost Recovery Act, S. 1435, represents a unique

-o unity to introduce ma reform into our tax system at a

time when this special type of reform is urgently needed. While

almost all economists agree that this new proposal would provide a

mjor incentive for capital formation, the simplicity of the proposalVery impressive.
The Capital Costs Recovery Act (CCRA) would replace the con-

ceept -of depreiation based on the useful life. of an asset with a
-co Utti using standard cost recovery percenags In addition,
hlthe type of property eligible for the investment credit under

the Citlcosts Recovery system would not change, the rules
- which ak usefu life a deemning factor for eligility and

- which relate to recapture would change. a seiestirct
OCRA places all assets in three categories a s i tr

recovery over a period of either 10, 5, or 8 years.- After the system
is fully effective, each year's capital recovery allowance would be
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determined by applying a set of fixed percentages to original cost;
salvage value is not considered.

In order to spur private investment, CCRA seeks to change cur-
rent depreciation provisions to permit more rapid-recovery of capi-
tal costs. Accelerated depreciation reform would aid businesses in
obtaining a more realistic rate -of recovery and would act as an
incentive to productive investment and also make the United
States more competitive with other countries that have already
recognized the need for abandoning the useful life concept in-favor
of rapid capital cost recovery, Great Britain and Canada being two
that we just mentioned.

The proposed capital cost recovery system in S. 1435 will meet
the needs of small business for simplification of our tax law and for
increased capital formation and retention. Treasury figures for
1974 show that, while the majority of larger corporate taxpayers
elected to use the Asset Depreciation Range system (ADR) only 1
percent of businesses with assets of $1 million or less did so. The
Capital Costs Recovery Act would correct this situation.

Small firms will save on recordkeeping and compliance costs
under the new system and will have the flexibility to carry any
unused capital recovery allowance forward to be deducted in future
years; an important option for firms in loss positions or with widely
fluctuating income from year to year.

It has been suggested that a limit, or "cap", be placed on the
amount of depreciation that could be claimed under the Capital
Costs Recovery Act. The purpose of this cap would be to restr;.ct
the amount of depreciation that could be claimed by larger b-asi-
nesses in capital intensive industries. We are opposed to the idea of
a cap because it would add complication to a simple concept. In-
stead of eliminating or narrowing the choices, it would add to
them; present methods such as straight line, declining balance, et
cetera would still be available. We think that simplification is the
overriding consideration for small business in- this matter and
therefore, we would not place a cap on CCRA unless required by
budgetary considerations.

In addition, as a matter of equity, we think a capital cost recov-
ery proposal without a cap will provide more equity. Small busi-
ness will benefit along with-large business, and these benefits will
be proportional to their capital investment. We might also point
out that sometimes there is irony in equity. The Windfall Profits
Tax Act calls for 60 percent of revenues generated by that tax to be
returned to taxpayers through tax reduction. Opponents of CCRA
argre that it favors capital intensive industries.

Next to public utilities, the petroleum industry has the most
capital invested per employee and thus it could be said that it
would benefit disproportionately from CCRA. But since that indus-
try, in a sense, will be providing the revenues which may be used
to fund CCRA, there are some who would argue that equity has
been served.

The Treasury continues to suggest a modification of the ADR
rules as an alternative to CCRA. It would liberalize these rules by
expanding the ADR ranges to 40 percent from their present 20
percent range and in addition, would reduce the narrow asset
classifications. Presently, there are over 100 classifications.
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numerous depredation methods and useful lives to deal with-a

feow ulitetd system even in its new, simplified form.
o , we feel CCRA is certainly worthy of serious considers-

tions we are aware that some modifications may be necessary and

in the best interest of our economy. The Capital Cost Recovery Ac

responds to the needs of the entire business community in depreci-
ation reform and, if adopted it will encourage economic growth and
Modernization. Most important of all is the fact that small business

will- use it,
As certified public accountants, we feel that we have some re-

mbilt to inform our clients and the public of important tax

changes. Perhaps an example will give you some idea of just how
important we think the concepts embodied in the Capital Costs

Recovery Act are.
As a partner in my firm, I am, to a large degree, responsible for-

many of our firm's tax publications and I can assure you that if 10

5-3 legislation or some similar legislation were enacted, we would

in-all likelihood prepare a booklet explaining tis new concept and

distribute it to all of our clients.
On the other hand, if depreciation reform was limited only to a

change in ADR rules as suggested by the Treasury, we would not

be inclined to issue such a publication. Instead, we would probably
inform all of our professional staff of the change and we would

expect that they would convey these changes to our clients.
Primarily, this difference in treatment would result because we

think that a change in the ADR rules would not be easily under-

stood by all of our clients and would only be of interest to those

with a direct involvement in taxation.
On the other hand, we believe that every businessman could

understand 10-53 or some similar concept.
One other thing that I would like to talk about this morning is

Government regulations and paperwork. One recommendation of

the White House Conference has to do with Government regula-

tions And paperwork itself. The Conference delegates recommend-

ed-and I quote: "Congress shall exercise its oversight function

with the assistance of the General Accounting Office, instituting

sunset reviews of all laws, regulations, and agencies, to insure that

- none exceeds original Congressional intent."

The key idea, I think, is.that Government agencies should oper-

ate to insure that congressional intent is fulfilled. In instance after

instance, I have seen what seems to be clear-cut congressional

intent frustrated by the lack of a coordinated policy within the

administrative agencies charged with regulating the law.
-While I do not advocate the use of the tax system as a means of

omplishing social s, the fact of the matter is that it is being

umd for that purpose. Congress has enacted a number of tax provi-
- -swns to e energy conservation, .environmental prottn,

urban redevelopment, St cetera.
-fhe policconsideration in these matters are ver

strict ~ 'O 4Uth related tax isusby the Tresuy me
parnt continues to restrict congressional intent and frustrate

th e8 ts of -taxpayers to take of the Icen pro-
ided by Congress
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For example, we recently had occasion to have a client call upon
us to determine whether a recycling process they had developed
would be eligible for the energy investment credit enacted as part
of the Energy Tax Act of 1978 for the purpose of recycling solid
waste. Their process was so good that it took the entire solid waste
matter and returned every bit of it to usable new material.

In view of the fact that no regulations have, as yet, been issued
by the Treasury Department in this area, we inquired of the Treas-
ury Department as to whether or not the client would be entitled
to claim the energy credit.

The process had the approval of the EPA in that it converted
solid waste to new matter. It also had the approval of the Energy
Department in that the waste products involved were made from
petroleum derivatives, and therefore, recycling encouraged-conser-
vation of a natural resource. Furthermore, the energy required to
recycle the product was less than the energy needed to produce a
new product of equal value.

It was obvious to all involved, up to that point, that the recycling
process would provide desirable environmental and energy conser-
vation benefits.

However, the Treasury Department chose to take a somewhat
more restrictive view. Its representative said that at some point in
the process new raw material appeared and, from that point on,
the equipment required to recycle this new material into a salable
commodity would not be eligible-for the energy investment credit.

So, you see, we not only have a lack of uniform Government
policy but a conflict among agencies. Business, both large and
small, is frustrated by .this regulatory chaos and so too are the
policies of Congress.

Thank you for your attention today. If we can be of assistance to
you in any way regarding these matters, or any other matters in
our written statement, we would be glad to make all of the re-
sources of our firm available to you.

We have covered a number of other proposals in our written
comments, including the graduated corporate tax rates, reducedmaximum personal income tax rates, Government-mandated capi-
tal costs, small business reinvestment incentives, subchapter S
corporations, and the paperwork burdens.

Senator BYRD. Thank you, Mr. Forster. It was helpful testimony.
Our next witness?

STATEMENT OF GERALD W. PADWE, C.P.A., TOUCHE ROSS &
CO.

Mr. PADWE. Senator Byrd, thank you very much.
I am Gerald W. Padwe, associate national director of tax services

for Touche Ross & Co. I am most grateful for the opportunity to
appear before you to present my firm's views on various tax mat-
ters of interest to small business.

We have prepared a rather comprehensive statement on the
subjects I am going to cover this morning, and I am going to pick
and choose from among those subjects in our written statement in
the interests of time.

Senator BYRw. That is good, and your entire statement will be
inserted in the record.
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Mr. PADw. I appreciate that, Senator Byrd.
Our major points o OK the first goes riht to the problem

dr pinth h atpnl Mr. Chairman. We believey u w e re ra isin g w i th the l a s p lx wit o u re c u rs t o. . . • . . .

t can be done for small business witout reor t
addiction le-lto-and I am dealing here rmrl with the

tax area-but we believe that the perceived attitude on the part f
our tax administrators, the Treasury Department, and the Iternal
.. venue Service is such that they are constantly seeming to throw
roadblocks in the way of small business and its abilities to pursue a

normal profit orientation.
This is not a conscious bias, Mr. Chairman, but we suggest that,

in their attempt to curb potential abuses and to protect the rev-

enues to fund Government programs, our administrators probably

gro beyond what is necessary; and small business often bears the

bnt of their decisions disproportionately, not Washington staffs

of reresentatives to communicate between Government and the
s l business person directly.

We have given several examples of our attitude problems in our
written testimony; let me just go through one or two of them here

and then turn to specific things tha, .e would like to see you and
your committee consider with respect to legislation.

Certainly one of the greatest inflation hedges available today in

the tax law is the ability of a business to use the LIFO method of

inventory. I do not want to get into Ile details of LIFO computa-
tions here, but suffice it to say that while the Code section is very
short, the regulations and rulings are extremely complex.

Unfortunately, too many small businesses do not adopt LIFO
because its complexity and its costs-the complexity of the regula-
tions, the cost of conversion to LIFO, and the cost of maintaining
LIFO in terms of recordkeeping, statistical sampling, and so
forth-become almost prohibitive from a small business point of
view, ven the benefits to be derived.

We have found that some of our small business clients trying to
adopt LIFO either cannot do it due to the ex penses involved, or
find that they will have to bend the rules and the regulations, thus

subjecting them to the possibility-of the Internal Revenue Service,
throwing them off the method when their tax returns are exam-
ined.

The IRS approach to encouraging business to adopt LIM has
hardly been an enthusiastic one. In fact, their training manual on
LIFO inventory contains this sentence, "It is inevitable, that an

agent will become involved in an examination of a LO taxpayer'
return that will require the agent to terminate the use of the LIO
method" (Our emphasis.)

One of the problems with LIFO is that the larger the number of
items in inventory, the more complex it becomes because of the
need to double price each of these items,. using both base year
pie and current year prices. Sampling is permitted, but the cost
of sampling or the cost of the methodology involved in developing a
sta i sample, as I said, can be virtually prohibitive for the
small business.

The use of general and simple indexes to avoid voluminous
double pricing is technically permitted, but a published IRS ruling
states that unless the taxpayer provides convincing proof tha th
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specific index is applicable to his specific inventory, it will not be
allowed (revenue ruling 75-181).

The one exception in general use today, concerning utilization of
indexes, applies to retail department stores and certain specialty
stores. Here the Bureau of Labor Statistics provides a semiannual
index which is accepted by the Internal Revenue Service-and, by
the way, the cost of providing that index is borne by the depart-
ment store industry, not by the Government.

We are aware of efforts on- the part, however, of other industries,
to develop an acceptable index; for example, retail grocers. While
there are large grocery chains in the industry, there are also a
tremendous number of small business retail grocers. Retail drug-
gisthem. another group seeking to have special indexes approved

However, the grocers have been in negotiation with IRS and the
Bureau of Labor Statistics now for 5 years without an index being
forthcoming. The druggists, too, have been negotiating unsuccessful-
ly, but for a shorter period of time. Still, the "roadblock" approach
is just incredible.

Senator BYRD. What is the Treasury's objection to LIFO?
Mr. PADWE. I am not sure. It could be a revenue matter.
Senator BYRD. Explain why it would be a revenue matter. -
Mr. PADWE. Senator Byrd, if LIFO inventory is adopted, the

bottom line effect is-to defer-perhaips for long periods of time-the
tax on inflation in inventory.

LIFO has been permitted in the Internal Revenue Code since
1939, but it only has become truly popular in the past number of
years as inflation rates have soared. Large businesses do use LIFO
very much today.

Senator BYRD. Over a period of a few years, does it not average
out?

Mr. PADWE. That depends. If your inventory keeps growing, or if
prices keep going up-and certainly the latter is occurring now-
you continue to get the deferral and, of course, there is the use of
money concept.

Treasury would rather collect $1 today than collect $1 in 10
years. They have the use of the money for 10 years, and the dollar
they collect 10 years from now will not be worth as much as the
dollar they collect today. So I think there is a revenue impact.

We would like to know why Treasury or IRS does not allow the
use of more general indexes. The Consumer Price Index is an illus-
tration-I mention it only as a relatively simple one to deal with,
although I understand there may well be statistical and economic
problems which may argue that it is not really representative. But
why could not inventories be tied in to the Consumer Price Index,
the Wholesale Price Index, the GNP deflator, some generally ac-
cepted index that has economic validity in the eyes of Treasury
and the Congress.

We are sorry for this apparent Government attitude of business
be damned, and we would like to urge, if Treasury or IRS is not
willing to change their attitude, that Congress 'should do the job for
then.

Another illustration is the concept of debt versus equity. This is
truly a small business issue, much more so than a large business,
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g. going to the problem of so-called thin capitalization. Assume you

incorporate a new business, and capitalize it primarily by putting

in -your investment as a loan, rather than stock. Payment of inter.
eot on the loan is tax deductible. Repayment of the loan to the

owner is a nontaxable event.
On the' other hand, if capitalization ofthe new corporaton i with

stock, payment of dividends is not deductible to the corporation,
although included in the income of the recipient; and payment on

account of the stock is a taxable'transaction involving either re-

demption or disguised dividends.
Consequently, it is not at all uncommon for new businesses to try

to capitalize with fairly high amounts of debt compared to equity.

And, correctly, IRS challenges this on occasion if the debt to equity

ratio is too high.
In the 1969 Tax Reform Act, Congress provided that Treasury

had authority to issue regulations to try to cut through a tremen-

dous amount of somotimes conflicting court decisions on this sub-

jeet, delineating what may be debt versus equity. Eleven years

later, last week in fact, proposed regulations on this subject were

finally issued. They provide a safe-harbor rule which, if met, will

guarantee that debt will indeed be treated as debt.
What is the safe-harbor rule for debt versus equity? One to one.

As long as your debt is no greater than your equity than you are

assured that it will be debt.
Now, in 1957, an advisory group of tax experts, academicians and

so forth, was set up to report to the Treasury Department and

Congress on various aspects of subchapter C of the Internal Reve-

nue Code, and one of the points that they looked at was debt versus

equity.
They recommended a safe-harbor rule of a 5 to 1 debt-equity ratio.

The courts have almost never disallowed the debt-equity capitaliza-
tion at less than 3to-1 ratio. In fact, it is generally accepted today

as a rule of thumb that 3 to 1 should be all right, and courts have

approved substantially greater debt-equity ratios of 15 to 1 or even

more.
A 1 to 1 safe-harbor rule is not a safe harbor. It is- nothing. It may

be a rule, but it has no meaning. And it has taken us 11 years to get

there.
These are only proposed regulations; and I trust that small busi-

ness representatives will be heard from loud and clear to the

Treasury Department, commenting on these proposal and pointing

out, if you will, the virtual uselessness of this type of safe-harbor
approach.

I assure you we are going to.
Senator BYRD. Give us an example of how that works.
'Mr. PADWw All it.
Suppose we calm a corporation with $10,000, or you want to

put 10,000 into your new corporation.
The temporary and proposed regulations would say that as long

as $5,000 is equity and 5,000 is debt, then the IRS will not try to

recassify any of that debt as equity.
If on the other hand, $4,999is equity and $5,001 is debt, you do

not meet that safe-harbor rule. That does not mean that the debt

part will be disallowed as disguised equity. What it does mean is
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that you do not meet the safe harbor rule of the regulations, and
therefore have no assurance that you are safe.

Companies carrying substantial amounts of inventory or invest-
ing in substantial amounts of capital equipment are not, where
they are new businesses, going to be able to go to the capital
markets to provide the financing, the. equity they need. They will
often have to rely on investment from their owners, and these
regulations then become most important to them.

nato; BYRD. This applies only to new businesses?
Mr. PADWE. It can apply to any business, Senator, but essentially

it really is a new business issue and a small business issue.
Senator BYRD. Let me see if I can cite an example.
Suppose a company is capitalized at $100,000 and it needs to

borrow $300,000 for new equipment. Now what happens?
Mr. PADwz. It depends where the borrowing comes from. If it

comes from an outside source, we are not concerned about these
regulations. We really are concerned, however, about the borrow-
ing coming from the investors in the company, from the owners of
the company, which is why it is normally a new business and small
business type of issue.

What the IRS is concerned with is the abuse situation where, for
example, I set up a corporation with $1 of stock and $10,000 of debt,
and then try to deduct the interest my company pays me. In that
case, the debt is really more like stock, and I am getting a tax
deduction for an otl erwise non-deductible dividend. That abuse
does not arise if I borrow the $10,000 from a bank.

So the outside financing sources are really not the-froblem. It is
the new businesses which have to obtain their funds from the
original investors that have this problem more than others. And
that is why I say it is really a small business issue.

Before my time runs out, Senator Byrd, let me mention a couple
of our legislative recommendations, starting with depreciation
reform-an area we consider to be extremely important.

We would like to urge your consideration of a limited amount of
immediate tax write-off for capital addition, and that thought is not
tied in with the British experience. To give this approval a small
business orientation, we recommend that the first $100,000 a year
only, of capital additions should be permitted to be written off
immediately as an expense.

Because of the limited amount of deduction, we believe thai tax
shelter abuse potential and revenue loss potential is also going to
be limited. We would, in order to avoid abuse, suggest that assets
qualifying for this election not be permitted the investment credit
as well.

We have done some tentative studies on this subject, and we
would be happy to supplement this statement with them when we
fimish our work, but we were not able to complete for this meeting,
Senator Byrd. Our preliminary numbers show that, for many types
of assets, the immediate write-off without investment credit, may
actually produce a lower revenue loss than the Capital Costs Recov-
ery Act which was referred to earlier, with the investment credit;
and we feel those numbers would work out for a substantial number
of assets depending upon the CCRA class lives, et cetera.
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If I may take 1 more minute to quickly make one other last
point, we share the concern that you have heard expressed about
the Government's regulatory burden on small business, and we go
into this in some detail in our written statement. -

We have a different approach, however, to solving the problem
which we would like you to consider. But we believe that with
the staggering costs imposed by Government on business (that
again falls disproportionately on small businesses threading their
own way through these complex mazes of regulations), it is not
inappropriate, rather than talking about sunset legislation rather
than talking (as Senator Wallop does in the bill he has proposed)
about who bears the burden of proof to show the reasonableness of
the regulation, to require Government to pay for some of the costs
of those regulations. We are recommending, therefore, that you
enact what I would call a regulations tax credit: a credit up to
p25,000 a year per business entry or group, for the costs directly
imposed on business by Government for complying with or chal-
lenging Federal regulations.

Senator BYRD. How do you determine that cost?
Mr. PADWE. It would have to be direct costs only. It could not be

allocable costs, such as part of a top executive's salary.
But if a business has to hire three people to fill out forms putting

down the same type of information in different formats for 20
different Government agencies, that is a direct cost eligible for
credit.

If regulations mandate that certain facilities be constucted to
comply, that is a direct cost, although it is a capital cost. We would
suggest that the recovery, for credit purposes, be through an amor-
tization schedule.

We feel, frankly, that there are some real advantages to this.
First, it is going to become almost instantly cost-effective from a
governmental point of view if Government knows that their depart-
ments are the ones that are going to have to bear some of the cost,
we think that, with a limited cap on the amount of a credit per
business, again, the revenue loss-although here I grant you it
would be substantial, that it still would maintain a small business
orientation.

We would also recommend that the tax system be excluded from
the regulations credit, because we have all learned over the last 60
years to live with the tax system and tax regulation and it really
is, if you will, a breed apart.

We would request this committee, please, not to allow all future
congressional laws to be enacted as amendments to the Internal
Revenue Code, in order to avoid the regulations credit.

Finally, to really make it effective, the credit should not be
considered a part of the tax expenditure part of the Federal budget
but rather, to the extent identifiable, it should be charged back to
the budget of the Department or agency whose regulations gener-
ate that credit, again for cost-effectiveness.

Senator Byrd, we have other recommendations in our statement
and we urge your attention to them, and thank you very much for
the opportunity to appear here.

Senator Brn. Thank you.

63-769 0 - so - 26
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I am delighted to have you. I think you raise an interesting
point, as to the cost of complying with Government paperwork
requirements and so forth.

Mr. PADwz. Senator, you know, with all of the attempts by
Government, by Congress, by the agencies to hold down regula-
tions, including the directive of the President to simplify and hold
down regulations, in 1978 the Federal Register contained some
61,000 pages. In 1979, the Federal Register contained, I think,
something like 77,000 pages.

For 1980, at least through the end of last week, they are going at
a rate which, annualized through the end of this year, will produce
84,000 pages of regulations, new and proposed.

In spite of everything, they are growing and growing and
J growing.

Senator ByRD. Maybe you two certified public accountants would
be able to throw additional light on this, but at a meeting of the
Virginia Home Builders Association, a tremendous group of them 2
days ago, their spokesman said that 20 percent of the cost of a
home is attributable to Government paperwork and Government

rgltions.
Does that sound somewhere near right to you folks?
Mr. PADw. It would not surprise me.
Mr. FoRsrnu. I could not verify the figure, but it would not

surprise me either.
Senator By=D. It seems to me that is a pretty high figure, but

undoubtedly it contributes heavily to the cost of a home, just as it
does to the cost of many other products, or most other products, I
suppose.

Mr. Fowsrm. One of the problems with this whole regulatory
area is the one I stressed earlier. There does not really seem to be
any coordination between the various agencies, so a homebuilder,
you could probably get more than one agency. I am sure you would
-get more than one agency involved in regulating that particular
industry.

And there just is not any coordination.
I -was at ways and means hearings just the other day on the

omnibus maritime bill. The chairman of the Commerce Committee
testified at the ways and means hearings and they have pared
down significantly the number of the tax proposals they were
putting in the shipping bill and despite that-and the bill had been

approved by the Department of Commerce as one that they could
live with and despite that, the Treasury came in and testified to
the fact they were opposedto the one or two tax provisions that did
remain in the bill.

Yet-Treasury, at the ame time, stated that the tax provisions
were not needed because in effect, the shipping industry paid no
taxes and if that was the case there was no reason to object, either.

It isa real morass.
Senator By=. Mr. Padwe mentioned tax expenditures. I think

that is a lot of bunk. I do not pay any attention to that.
Mr. Pivwz. Congratulations. Others do.
Senator BumD. To accept that theory, one has to believe in the

theory that everything a person makes, every dollar a person
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- makes, belongs to the Government and he is permitted to keep
only what the Government tells him he can keep.

This country has always operated on the theory that whatever a
person earns belongs to that individual except that the Govern-
ment can take from him in the way of taxes whatever is essential
to operate the Government.

To say because a person contributes to his church, or to a school
or library or what have you, that that is an expenditure, to equate
that to an expenditure by the Federal Government, it is just to me,
bunk.

When a person pays interest on the mortgage on their home,
there is a group of people in the Senate, in the Congress and the
Treasury Department, who say that that is the same as taking
money out of the Federal Treasury. It is just ridiculous to say that
when you pay interest on the mortgage on your home and take
that as a tax deduction, it is a tax expenditure. -

So I do not pay any attention to these things called tax expendi-
tures. What I pay attention to is the amount of money that the
Government takes out of the pockets of the taxpayers to spend on
public projects. That is what I consider spending.

Thank you, gentlemen.
[The prepared statements of the preceding panel follow. Oral

testimony continues on p. 461.]
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Cements of Ernst & Whinney
on

Small Business Tax Reforms and Capital Formation

Ernst & Whinney is an international -firm of Certified Public

Accountants with more than 300 offices in 70 countries. We

provide accounting, auditing, tax and management consulting

services to clients engaged in various forms of commercial,

governmental and other activities. Our clients include small

as well as large businesses.

General Commets

Our comments on this proposed le-gislation are designed to fur-

ther the following primary objectives for the small business

community:

" Simplification of our tax system;

" Increased equity or fairness in its
application; and

" Incentives for greater productivity,
capital investment and employment.

We have included comments in this statement on selected sub-

jects that we believe will be of interest to the small busi-

ness community. The topics that we have focused on are the

subjects that were indicated in the hearings announcement

and/or were the subject of discussion at the White House Con-

ference on Small Business. None of our comments are made on

behalf of specific clients of our firm.
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Spei fic Comments

The following is a list of the subjects on which we have prepared

comments for your consideration:

Subject Pg

Graduated Corporate Tax Rates....... .................... 1

Simplified Accelerated Capital Cost Recovery................ 3

Government Mandated Capital Costs ........................... 7

Paperwork Burden ........................................... 8

Small Business Reinvestment Incentives 9.................... 9

Subchapter-S Corporation Changes ......................... 10

Reduced Mlaximua Personal Income Tax Rate..... ........ 11

-1i-
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Graduated Corporate Tax Rates

White House Conference Recommendation

Replace the present corporate income tax schedules with more graduated

rate scales, extending the graduated corporate tax scale up to

$500,000.

Legislative Proposal (S. 2136)

The Small Business Tax Reduction Act of 1979, (S. 2136), would provide

corporate tax reductions by adding a sixth step to the 
current five step

structure and extending the progressive range from the 
first $100,000 of

taxable income to the first $150,000 of taxable income. S. 2136 would

make the following additional changes:

(1) The bottom bracket rate would be reduced from 17

percent to 15 percent;

(2) The third level (30 percent bracket) would be

expanded to $100,000. Currently it covers

business income from $50,000 to $75,000.

(3) The fourth level (40 percent bracket) would be

redefined to cover $75,000 to $100,000.

The following chart provides a comparison of rates under present law and

under S. 2136 and also shows the maximum tax savings for a corporation

at each level of taxation.

Current and Proposed Rates

Tax Rate Haximum

Corporate Under Under Cumulartive

Taxable Income Present Law S.2136 Tax Savings

$ -0- to $ 25,000 17% 15% $ 500

$ 25,000 to $ 50,000 20% 20% $ 500

$ 50,000 to $ 75,000 30% 30% $ 500

$ 75,000 to $100,000 40Z 30% $3,000

$100,000 to $150,000 46% 40% $6,000

Over $150,000 462 46% $6,000
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trut & WhnCy Comments

Tax relief can be achieved by reducing rates directly, by increasing

surtax exemptions and/or by restructuring rates to provide desired grad-

uation. Increasing the surtax exemptions (i.e., graduating the rate

schedules) would provide greater tax reduction for small business cor-

,porate taxpayers, relatively speaking, than would an overall rate reduc-

tion for all corporate taxpayers. We support rate reductions effected

in such a way as to give smaller businesses greater relief. However, we

do not support changes in rate schedules that produce higher tax rates

at any Income level than presently exist. We believe that greater cor- o

porate rate reduction for small business-is needed today.

-2-
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Sin ified Accelerated Cpital Cost Recovery

white House Conference Recomendation

Adopt a simplified accelerated capital cost recovery system 
to replace

the present complex Asset Depreciation Range (ADR) regulations, vith

'provisions such as (a) immediately expensing capital costs less than a

specified amount, (b) immediately expensing 
government mandated capital

costs, and (c) the creation of a maximum annual benefit that -may be

derived from the system.

Legislative Proposal (S. 1435)

The Capital Cost Recovery Act (CCRA) would 
replace the concept of depre-

ciation based on the useful life of an asset with a computation using

standard cost recovery percentages. In addition, while the type of pro-

perty eligible for the investment credit 
under the CCRA system would not

change, the rules which make useful life 
a determining factor for eligi-

bility and which relate to recapture would change. .CCRA places all

assets in three categories and specifies their cost recovery period.

The charts below illustrate how the Act 
will work.

Investment Classifications

Recovery -Investment

Type of Asset Period Credit

CLASS I ........................... 10 years 10%
Buildings and structural

components (other than

residential)

CLASS II .......................... 5 years IO

Tangible property, e.g.,

furniture and equipment

(other than that included

in Class I or III)

CLASS I1 3........................ years 62

Automobiles and light duty

trucks, up to $100,000

investment each year
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After the system is fully effective, each year's capital recovery

allowance would be determined by applying the fIxed percentages in the

table below to original cost (salvage value is not considered). In

addition, while the amount of the investment credit would no longer

depend on the useful life of property, to the extent the property is n t

held for a specified number of years the credit would be subject to

recapture.

Capital Cost Recovery Allowances

Investment Credit Recapture Percentages

Owner- Recovery Allowances Investment Credit Recapture
ship

Ali: Year Class of Investment Class of Investment
I II III I Ix III

1 101 20% 33% 100% 100% 100,
2 18 32 45 80 80 67
3 16 24 22 60 60 33
4 14 16 40 40
5 12 8 20 20
6 10
7 8
8 6
9 4
10 2

100% 1002 1002

Under CCRA; an investment qualifies for the recovery allowance and in-

vestment credit at the earlier of (1) the date the taxpayer actually

pays for the property, or (2) the date the property is placed in ser-

vice. Regardless of when an Investment is made during a year, the

Capital Cost Recovery Table (as reflected above) provides a first-year

allowance as though it were made in the middle of the year. .However, a

taxpayer could choose to deduct less than the full capital recovery

allowance in any year and carry over any portion not deducted to future

yyears.
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g rat & Whinney Comments

In recent years, Congress and the public have been alarmed at the rel-

ative* decline in productivity# which is responsible in part for in-

A creased inflation. Several recent proposals have suggested that 
one of

the major factors influencing the slowing growth of productivity has

been inadequate private investment in fixed capital. In order to spur

private investment, these measures seek to change current depreciation

provisions to permit more rapid recovery of capital costs. Accelerated

depreciation reform would aid businesses in obtaining a more realistic

rate of recovery and would 'act as an incentive for business to invest

I more in productive equipment. --. It would also make us more competitive

with other countries that have already recognized the need for aban-

doning the useful life concept-in favor of rapid capital cost recovery.

Simplicity is a necessary ingredient for any capital recovery system

that will benefit small business. Simplicity would help the small bus-

inessman overcome the burden of understanding present tax regulations.

In addition, it would ease the costs of compliance.

The proposed capital cost recovery system in S. 1435 
will meet the needs

of small business for simplification of our tax law and for increased

capital formation. Small firms will save on recordkeeping -and com-

pliance costs under the new system, and will have the flexibility to

carry any unused capital recovery allowance forward to be deducted in

future years--an important option to firms in loss positions or with

widely fluctuating income from year to year.

Treasury figures for 1974 show that while the majority of larger cor-

porate taxpayers elected to use the Asset Depreciation Range System

(ADR), only one percent of corporations with assets of $1,000,000 or

less did so. This places smaller businesses at a disadvantage with 
com-

petitors who use ADR or other accelerated methods. The Capital Cost

Recovery-Act would correct this situation.
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Modifications of the ADI rules have been suggested as an alternative to

CCRA. The suggested modIfications would liberalize the ADR rules by

expanding the ADR ranges to 402 from their present 20Z range, and by

reducing the nuLber of asset classifications. Presently there are over

100 asset classifications. However, when all is said and done small

business would still have numerous depreciation methods and useful lives

to deal with--a complicated system even in its proposed simplified

form.

It has been suggested that a limit or "cap" be placed on the amount of-

depreciation that could be claimed under the Capital Cost Recovery Act,

Th..purpos o -this-cap vouldAbe to-reatrlct the am _mt deireciation

that could be claimed by larger businesses in capital intensive indus-

tries. We are opposed to the idea of a cap because It would add compli-

cation to a simple concept. We think that simplification is the over-

riding consideration for small business in this matter, and therefore we

would not place a cap on CCRA. However, we are aware that some. modifi-

cations of OCRA nay be necessary from a budgetary standpoint.

In addition, as a matter of equity we think a capital cost recovery pro-

posal without a cap will provide more equity. Small business will bene-

fit along with large business, but these benefits will be proportional

to their capital investment.

The Capital Cost Recovery Act responds to the needs of the entire bus-

iness community for depreciation reform, and if adopted, will encourage

economic growth and modernization of plants and equipment.

-6-
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Government ManLated Cpitl Costs

White House Conference Recommendation

Permit immediate expensing of government mandated capital 
costs.

Ernst & Whinney Comments

Environmental programs initiated by the Federal 
Government have placed a

heavy burden on business. By way of illustration, it is estimated that

total costs for pollution abatement above amount to2 percent 
of the GNP

.andwi-1_-remain -atthat-level through_1986._ Various 
studies_.havetied

increased private and public sector spending for 
pollution abatement to

the decline in productivity growth and an increase 
in the rate of infla-

tion. A study by Data Resources, Inc. indicates that from 1978 to 1986

the Consumer Price Index will increase at an average rate of .3 percent

and the wholesale price index at .4 percent over an underlying rate of

-Inflation, due to the costs of pollution control required by Federal

law,

The increased investment mandated by the Federal 
Government in pollution

control equipment reduces the amount of money available for other pri-

vate investment. Capital expenditure costs for pollution abatement 
are

speciallyy onerous for small busineve. Department of Commerce data in-

dicate that in 1977 almost 39 percent of pollution abatement 
capital ex-

penditures were incurred by firms which employ 
less than 500 employees.

Almost 60 percent of these expenditures were incurred 
by firms with less

than 1,000 employees. It-is clear that capital required to comply with

government regulations places a heavy burden on a small firm's cash

flow.

Immediate expensing or shortening the tax recovery period for pollution

abatement equipment would allow firms to more rapidly recoup their capi-

tal costs and would release funds for additional investment in produc-

tive capital.
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White ouse Conference Recommendation

The Office of Management and Budget should be designated the lead agency

.for both Federal regulations and paperwork of all agencies and programs

(specifically including IRS), with responsibility for forms clearance,

paperwork reduction, simplification and elimination; coordinating reg-

. ulations and cost control oversight; requiring agencies to submit to OHS

an economic analysis measuring administrative and compliance costs, par-

ticularly for small businesses, of all proposed regulations and paper-

Legislative Proposal (S. 93)

S. 93. This legislation would require an evaluation of the paperwork

imposed on the public by a proposed regulation and would require each

agency to report to Congress every three years on the paperwork require-

ments of the agency.

Ernst Whinney Conments

We believe that all businesses--large and sall--would welcome a reduc-

tion in the paperwork burdens imposed upon then by our government. S.

93 could provide a continuous review and evaluation of all Federal act-

ivities which impose costly paperwork compliance burdens. Any initla

tive to simplify reporting forms- consolidate agency requests, coordi-

nate agency activity and in general reduce the cost of doing business

should be strongly encouraged.

"- -8
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Reinvestment-Incentives

White House Conference Recommendation

Permit deferral of taxes for rollovers of investments affecting small

businesses.

Legislative Proposal (S. 653)

Under S. 653, anyone owning an interest in a small company with a net

worth of $25 million or less would be permitted to sell that interest

for cash, reinvest that money in another small business and defer any

capital gains tax on the sale until the proceeds are taken out of the

small business and not reinvested within an 18-month period.

Ernst & Whinney Comments

Adoption of S. 653 would provide a substantial incentive to reinvest

small business capital. Under current law, many investors with unreal-

ized appreciation in a small business will, either retain the investment

or seek to realize that gain by disposing of the investment in a trans-

action which is not taxable. Tax free mergers and other acquisitions

often result in a reallocation of capital away from small business to

larger companies. Deferral of the gain until the proceeds of sale are

no longer committed to small business investment is likely to provide a

significant incentive to investors to reinvest in small business without

the artificial bias toward combinations with larger companies.
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Subchapter S Corloration Change.

Legislative Proposal (S. 2168)

The Subchapter S Capital Formation Act of 1979 would increase the per-

missible number of shareholders from 15 to 100 and allow issuanceS, of

more than one class of stock.

Ernst & Whinney Comments

Under existing tax law, a small business corporation electing to be

taxed under Subchapter S of the-Internal Revenue Code must have 15 or

fewer shareholders. The shareholder limitations hinder business growth

and planning by requiring the investment burden and risk to be spread

among a small number of shareholders. Furthermore, Subchapter S treat-

ment is not available to corporations which have any shareholder who is

not an individual and which have more than one class of stock. These

restrictions preclude certain investors -from participation and inhibit

investment by persons who may desire special rights as shareholders in

return for risking their capital.

We support the proposals contained in S. 2168 because they would lessen

the burden on individual shareholders of Subchapter S corporations and

thereby encourage investment. However, we believe it would be better

not to look at Subchapter S problems in a vacuum. We believe- that any

revision to the Subchapter S provisions would better be done in the con-

text of an overall revision which would eliminate many of the adminis-

trative problems and traps for the unwary taxpayer. Careful considera-

tion should be given to the study prepared by the American Institute of

Certified Public Accountants (ACPA) on this subject (Proposals for

Complete Revision of Subchapter S Corporation Provisions, AICPA,

February 1978).

-10-
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.Reduced maximum Personal Income Tax Rate

White House Conference Recommendation

Reduce the maximum personal income tax rate from 70% to 502.

Legislative Proposal (S. 33)

S. 33 would provide permanent individual income tax- reductions by

lowering individual income tax rates ovzr a three year period beginning

in 1980. Under the bill, the maximum personal income tax would be

reduced froe its present level of 70% to 502 by 1982. In addition, the

bill contains an indexing feature which provides for certain 
adjustments

to individual tax rates and personal exemptions.

Ernst & Whinney Comments

Reducing the maximum rate on an individual's investment income from 70%

to 50% is desirable from the standpoint of economics and equity. A 50Z

waxlmunm rate on all income would remove the existing bias against in-

vestment income compared to earned income (which already 
is subject to a

50% maximum rate). This would also raise the after-tax rate of return

on savings which is currently taxed at higher rates and would encourage

taxpayers to increase their savings--with concomitant benefits in the

area .of capital formation and employment.

-11-
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UNITED STATES SENATE COMMITTEE ON FINANCE

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT

HEARINGS ON AID TO SMALL BUSINESS

STATEMENT BY GERALD W. PADWE

ASSOCIATE NATIONAL DIRECTOR - TAX SERVICES

TOUCHE ROSS & CO.

MARCH 28, 1980

Mr. Chairman, and members of this distinguished committee:

My name is Gerald W. Padwe, and I am Associate National

Director - Tax Services for the international public accounting firm

of Touche Ross & Co. I am honored by your invitation to be here this

morning and to present the views of my firm with respect to congres-

sional implementation of the White House Conference on Small Business.

Unless specifically specified otherwise, the views reflected in this

statement are not only my own, but those of Touche Ross & Co. I

am accompanied this morning by Mr. Charles V. Fingal, tax manager

in our Washington Service Center, for whose assistance in preparing

this statement I am most grateful.

Before proceeding to discuss what we believe necessary for

the survival and growth of small business in our economy, let we

mike one point in the area of what I would call "closed business."

As you know, taxpayers and citizens are not reticent in informing

senators as to what Congress should do, and how the government

should be run. Further, most of us are rather quick to let you

WASHINGTON SERVICE CENTER
1900 M STREET N.W. WASHINGTONOC. 20036 - (202) 452-1200



415

known when we feel you have done something wrong. 
By way Of

balance, therefore, let me state for the record 
our thanks to this

subcommittee and its chairman-, as well as to 
your parent Coimittee

-on Finance, for your leadership efforts in the 
repeal of the. carry-

over basis provisions -- provisions of a law 
which would have become

an unbelievable nightmare for small businessmen 
in a relatively

short period of time.

Even with the 1979 proposals to 'save' carryover, 
and the

raising to $175,000 of the minimum estate to 
which those rules would

have been applicable, the need for the small 
businessman to under-

stand and comply with this new law would have 
become acute rather

quickly, due to inflation. For example, if our annual rate of

inflation were-held to 8% over the next ten years,,an 
estate created

in 1989 would have been subject to the carryover 
basis rules had

it consisted of $80,000 in assets, based on 1979 
dollars (at a ten

percent. inflation rate, the threshold would have 
been reduced to

$65,000). In other words, estates both-large and small 
would rapidly

have become subject to the new rules, and we applaud their removal

from the Internal Revenue Code.

What-we expect to be the forthcoming repeal of 
carryover

basis, however, still leaves an agenda of-potentially 
frightening

size for Congress to contemplate, insofar as the small business

entity (individual or corporate) is concerned. However, much of

this agenda could-be dealt with outside the 
legislative forum,

were governmentof a mind to do so. Thus, rather than merely

stating a laundry list of legislative recommendations, 
I would

like to divide this presentation into two parts: 
first, what we

perceive as a governmental attitude -- 
removed from the legislative
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process -- that badly needs changing; but which change could

result in substantial relief for the ability of small business to

do what it should be doing -- namely, operating enterprises in a

free market economy, with the goal and opportunity of earning

profits. (To the extent that non-Congressional government attitudes

do not change, we would urge Congress to provide the legislative

framework which would mandate such a change.) Second, there are

some areas not susceptible to relief other than by legislation,

and we have a few thoughts for your consideration here as well.

Governmental Attitudes - the Business Perception

There are numerous illustrations of problems caused by

apparent taxpayer-be-damned attitudes on the part of the Treasury

Department and Internal Revenue Service. In describing four or

five examples, we are not inputing motives to any agency. What

we are trying to show, however, is how inherent approaches to tax

administration may result in roadblocks to business development

that need not be there.

The result of these roadblocks is a perception of anti-

business bias by our tax administrators -- and a bias particularly

against smaller business because of a smaller capacity to deal

with the complexities involved. More and more, we read of a

growing attitude of antipathy or antagonism between business and

IRS, and we suggest that the attitudinal problems exemplified

below should bear a substantial part of the blame.

7-
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LIFO Inventory Problems

The benefits of LIFO in an inflationary 
economy need not be

gone into here. They are generally recognized, and 
the large

number of companies which have adopted 
the LIFO method in the past

five to seven years (even with the 
prior stringent financial con-

formity rules) .testifies to business 
recognition of the advantages

derived from utilizing tax deferred 
dollars to finance the acquisi-

tion of replacement inventories which, 
because of inflation, continue

to increase in cost. Further, LIFO is clearly seen as an 
important

way.to avoid taxation on illusory 
profits, based solely on inflation.

Unfortunately, the tax regulations 
and rulings governing the

utilization of LIFO. are themselves 
extremely complex, requiring

unusually. voluminous and complicated 
recordkeeping. As a result,

many smaller companies make the decision 
not to adopt LIFO -- not

because there is no benefit for them 
in it, but rather that the

initial costs of conversion, plus the 
maintenance costs on an

annual basis (the recordkeeping required, 
the double pricing of

all or statistically sampled items of 
inventory, the need to maintain

annual Olayersw of inventories stated in dollar 
pools) are so

burdensome that some companies either 
find the requirements beyond

their capabilities to handle or they 
find themselves bending the

rules to some extent in order to qualify 
for LIFO on a practical

approach, thus leaving themselves open 
to eventual IRS challenge

and disallowance -of their inventory method.

Within only the past two weeks I recall 
reviewing corres-

pondence involving one of our 
midwestern offices, where a client
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had decided that since his inventory was "only $300,000 or $400,0000

it just did not make sense for him to adopt LIFO with all the added

recordkeeping burden and the need for outside tax advisors to

annually review the highly complex sampling, pricing, and layering

calculations. Yet, this was a small businessman facing the same

inflationary pressures as industry giants, but feeling the complexity

of the law was such that he could not take advantage of a benefit

to which he was-legally entitled.

The approach of the Internal Revenue Service toward encour-

aging, or even permitting, the use of LIFO has not been exactly en-

thusiastic. And, the subject is complicated enough that it is not

difficult to throw up roadblocks. While this complexity may be

self-evident with respect to manufacturing companies -- with a

need to account properly for raw materials, labor, and overhead --

retail establishments also find themselves facing seemingly in-

superable difficulties in utilizing the LIFO method. In the case

of retailers, the more the items of inventory, the more difficult

is LIFO to use -- and we would call your attention here to retail

industries such as grocery stores or druggists as illustrative of

small businesses maintaining extraordinarily large numbers of

inventory items on hand at a given time.

The application of LIFO to taxpayers with substantial numbers

of inventory items is particularly onerous. Without going into

the details, the taxpayer must know both the beginning and end of

year costs and/or selling prices for a representative number of

items in inventory. Even though sampling is allowed, judgmental

sampling is generally thought to require the extension of the cost/
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price data for approximately 70% of the items, 
whereas statistical

sampling utilizes greatly reduced number of 
items but the methodology

of developing the statistical sample requires the relatively ex-

pensive talents of statistical experts. While the tax benefits

from the use of LIFO by a large retailer will 
more than offset the

sampling costs, small retailers are particularly 
hard hit by this

requirement, since he or she will find that the cost and effort re-

quired to perform a judgmental sampling are 
economically prohibitive,

and the cost of hiring a statistical expert 
to develop the statis-

tical sampling plan (even though greatly reducing the work load) 
is

still prohibitive in relation to the tax benefit 
from the smaller

inventories.

There are many published indexes which attempt 
to measure

the inflation in various aspects of our economy, 
but the Internal

Revenue Service-has specifically held, in Revenue 
Ruling 75-181,

that none of these indexes (with one exception) may be used by tax-

payers in the absence of convincing proof as 
to the suitability of

such index to a taxpayer's specific inventory.

The one exception referred to is the index 
published by

the Bureau of Labor Statistics since the late 
1940s, which is

specifically applicable to department stores 
and certain selected

specialty stores carrying reasonably broad 
line of merchandise

similar to that in department stores. Because of this index,

which is issued twice a year, many department 
stores and similar

taxpayers (both large and small) can easily 
avail themselves of

the use of LIFO without the necessity to make 
any of the detailed
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calculations to properly measure the inflation inherent in their

inventories. The incremental cost of this index, by the way, is

paid for by the department store industry, and not the government.

Several trade associations representing retail food mer-

chandisers have been negotiating with the Internal Revenue Service

and the Bureau of Labor Statistics in an attempt to secure a similar

acceptable LIFO index for retail food merchandisers. These nego-

tiations commenced in mid-1975 and are still going five years later,

with no hope that an index can be secured before a minimum of at

least another year. We are also aware that retail drug stores have

entered into negotiations in an attempt to secure a similar index

for their inventories. Based upon the slow process of the retail

food negotiations, it seems obvious that the retail drug stores

face a minimum wait of several years.

This is an area that could be changed by regulation and

ruling, rather than legislation. History, however, does not en-

courage the view that such a change is likely (though, to give

appropriate credit, Treasury and IRS have reversed themselves

after 40 years with respect to LIFO conformity requirements). Based

on the likelihood that change will not be. forthcoming through the

Executive Branch, we would like Congress to legislatively overturn

Revenue Ruling 75-181 and provide that -- in the absence of a

particular industry index -- taxpayers would be permitted to use

one of the more common published indices; tying inventory to the

Consumer Price Index, the GNP Deflator, or some similar index

acceptable to Congress as having economic validity.

For manufacturers (though this proposal would also benefit

retailers) the switch to LIFO would be made easier if it were not
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necessary to restore to income in the year 
prior to eleecttng LIFO

all writedowns from original cost (including market
rwrited

Ornso

excess inventory, etc.). In almost all changes of accounting

method initiated by a taxpayer, IRS practice has been to permit a

ten-year spread of the beginning adjustment 
arising from the change.

LIFO, with its requirement of restoring all writedowns 
to income in

one year is a major exception. We would recommend permitting a

ten-year period for the inclusion of 
the opening adjustment in

adopting LIFO; but this would require 
a change in the statute,

rather than merely in the regulations.

Another example in the LIFO area of the 
conflict between

taxpayer and government has been the 
Internal Revenue Service's

strict interpretation of the LIFO financial 
statement conformity

requirement. The LIFO conformity rule has recently been 
relaxed

by proposed regulations issued on July 20, 1979, but the Service's

attitude of enforcement prior to these 
proposed regulations serves

as a good illustration of the problems 
of small business with the

government's enforcement of a requirement 
with questionable value.

The LIFO conformity requirement dates back 
to the 1939

Revenue Act (which first permitted general adoption of 
LIFO by

all affected taxpayers) and, with the exception 
of an amendment

in the Revenue Act of 1942 to exclude interim 
reports from con-

formity, has remained virtually unchanged 
under existing law.

Sec. 472(c) of the Internal Revenue Code 
of 1954 states that the

taxpayer must "establish to the satisfaction 
of the Secretarym

that no-other inventory methods other than 
LIFO were used in



422

annual financial reports to (1) "shareholders, partners, or other

proprietors, or the beneficiaries, or (2) for credit purposes.4

It is not clear whether the LIFO conformity requirement

was passed by Congress to provide support that LIFO clearly re-

flected the income of the individual taxpayer, or whether the true

purpose was to deter taxpayers from adopting the LIFO method so

there would not be a significant revenue loss. I For whatever

reason, the IRS has seen fit to narrowly construe and strictly

enforce the LIFO conformity requirement. During the past eight

years alone, IRS has issued over 25 revenue rulings and revenue

procedures, and numerous letter rulings, on the topic of LIFO con-

formity. IRS field agents have been instructed to strictly enforce

the conformity requirement, and that a violation of conformity may

result in termination of the LIFO election (Rev. Proc. 79-23).

With regard to the likelihood of termination, the IRS LIFO training

manual states: "It is inevitable that an agent will become in-

volved in an examination of a LIFO taxpayer's return that will re-

quire the agent to terminate the use of the LIFO method.
"2  (Emphasis

supplied)

ISchneider, Federal Income Taxation of Inventories (1979),
11-32.

2 IRS Training Manual 3127-01 LIFO Method of Inventory

Valuation, 168.
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In recent years the LIFO conformity requirement has caused

many conflicts between federal regulatory agencies 
and the IRS.

These conflicts were the result of 
federal agencies requiring

reports containing non-LIFO inventory 
disclosure and information,

and each situation was dealt on a case 
by case basis by the IRS

4i.e., Securities aid Exchange Commission, Rev. Procs. 
76-6, 77-7,

and 77-33; Federal Trade Commission, 
Rev. Proc. 75-30s Commerce

Department, Rev. Procs. 75-36-and 76-36; and Council on Wage 
and

Price Stability, Rev. Rul. 79-139).

Finally after nearly 40 years of creating 
needless hostility

between the IRS and LIFO taxpayers, 
Treasury announced proposed

regulations on July 20, 1979 which, 
in effect, limited LIFO con-

formity only to the taxpayer's 'primary* 
financial statements,

and permitted non
-LIFO-di

sclo
su re as supplementary information

in the same financial report. We applaud this giant step forward

to eliminate a needless regulatory 
burden for which there was no

sound tax policy reason supporting 
its existence; but we are left

with a recurring question -- why did 
it take 40 years? LIFO con-

tormity serves as a good example of a 
statutory provision taken

to the-extreme by tax administrators, 
to the detriment of both

taxpayers and government. It is hoped that when small business

requires relief from the oppressive attitude 
of government admini-

strators the response will not always 
be: wait 40 years.

A final.illustration of the-roadblocks 
to the use of LIFO

has to do with the Olink chain" method 
of calculating a LIFO index.

Earlier we referred to the method 
of calculating an index whereby
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items of inventory are extended at both the price/cost at the end

of the current year and at the price/cost as of the beginning of

the first LIFO year. For any inventory items which were not

carried as of the first LIFO year,-taxpayers must reconstruct

what the cost/price would have been in that LIFO base year. This

is a very time consuming process, and the longer a taxpayer is on

LIFO the more frequently such items appear in inventory.

One way to avoid this computional complexity is to use the

link chain method, under which a taxpayer has only to extend items

each year at the end of year and beginning of year prices. For

those taxpayers not omniscient enough to elect the link chain method

in the first LIFO year, permission must be secured from the Commis-

sioner of Internal Revenue before changing to such method. Present

IRS policy, however, prohibits the taxpayer from changing to the

link chain method unless 100% of the items in today's inventory

have been added to inventory within the last five years and, corre-

spondingly, 100% of the items in inventory as of five years ago

have now been discontinued. Because of changes in style, engineering,

etc., many taxpayers are able to demonstrate a "turnover" of a sub-

stantial portion of the descriptive items in inventory but very few

can demonstrate the required 100% turnover. -n fact, only one

client of our firm has been able to meet the stringent 100% test

since it was adopted several years ago. Although IRS has informally

agreed that 100%-is too stringent,_they have not yet seen fit to

relax it.
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Section 385 - Debt vs. Equity

As some authors have noted: 'perhaps the most important and

potentially far ranging corporate provision added by the Tax Reform

Act of 1969 is Sec. 385, which delegates virtually unlimited authority

to the Commissioner to define corporate stock and debt by regulations

for purposes of the Code.
" 3 The whole area of debt versus equity

has led to much uncertainty, and the large 
body of case law on

this issue has not provided any satisfactory 
guidelines. On March 20,

1980, eleven years after the Congressional mandate, 
Treasury has

issued proposed regulations on the treatment of certain interests in

corporations as stock or equity. The basic tax issues involved in

classifying an instrument as either stock or 
indebtedness are prin-

cipally threefold:

1. interest paid by a corporation on qualified indebted-

ness is deductible, whereas a distribution or, 
stock

is generally treated as a nondeductible dividend;

2. the exchange of stock for property (i.e., a tax-free

incorporation under Section 351) results in no gain or

loss to the stockholder, whereas the exchange 
of debt

for property is a taxable transaction; and

3. the repayment of a loan is a nontaxable transaction,

but a distribution with respect to stock is 
either a

dividend or a redemption.

The debt versus equity issue is particularly relevant 
to

small business, which is much more likely than large business to

3 Bittker and Eustice,:Federal Income Taxation of Corporations

and Shareholders, 4th Edition, 24.05.
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be thinly capitalized, or to issue hybrid instruments (i.e, con-

vertible debentures or income bonds) in order to raise capital.

Consider the plight of a small businessman forming a new corporation,

and attempting to decide how much of his investment should be debt

and how much should be equity. Unlike a large corporation, there

will not be an open market for the small corporation's stock, so

that once the capital contribution is characterized as stock it is

impossible to partially withdraw his equity without dividend treat-

ment. If the owner makes a loan to the corporation (at the expense

of being thinly capitalized) so that the funds can be repaid in the

future, he runs the risk the IRS will recast the debt as equity,

and that interest payments in all years subject to audit will be

recast as dividends.

As far back as the Report of the Advisory Group on Subchapter

C, issued in 1957, it was recognized that what was needed more than

anything else in this area was a safe harbor rule to determine when

a debt instrument is treated as debt for tax purposes. Among a

number of guidelines suggested by the Advisory Group for determining

the status of debt were the following:

1. an unconditional promise to pay a sum certain in

money for adequate consideration;

2. the debt is not subordinated to the claims of trade

creditors generally;

3. the interest rate is not excessive or contingent on

earnings, and the obligation to pay interest is not

deferred beyond the maturity date of the principal;

4. the ratio of shareholder-held debt or guaranteed debt
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to equity does not exceed 5 to I.

The new section 385 proposed regulations 
have a safe harbor

rule for -3atermining a straight debt instrument; 
however, the cri-

teria given for the safe harbor area are 
so narrow that the rule

is viewed as virtually useless. The provisions of the proposed

regulation safe harbor rule are as follows:

1; the instrument has a fixed maturity date 
with annual

interest payments at a rate ranging from 
the prime

rate to the rate specified in section 6621 (basi-

cally 90 percent of prime adjusted every two years

on October 15);

2. the debt-to-equity ratio of the Corporation 
does

not exceed 1:1; (that is not a misprint: it says 1:1);

3. all principal and interest on the instrument are paid

when due.

The most-notable contrast between the 1957 
Advisory Group

safe harbor rule and that included in the 
new proposed regulations

is the debt-to-equity ratio. The use of a debt-to-equity ratio

of 1:1 in the proposed regulations is highly 
unrealistic in view

of the 5:1 recommendation by the Advisory Group 
(relating only to

shareholder debt and guarantees), and in view of the generally

accepted premise that a debt-to-equity ratio 
not exceeding 3 to 1

is likely to withstand attack.
4  (Courts have approved much greater

debt to equity ratios without tainting the 
debt instruments as

4 Bittker and Eustice, 1 4.04
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equity, such as Gloucester Ice and Storage Co. v. Commissioner,

298 F 2d 183 (1st Cir., 1962), with a 15 to I ratio; and Baker

Commodities, Inc., 48 TC 374 (1967), where a 672 to 1 ratio did

not recast the debt as equity where cash flow and the earnings of

the business could cover payments.)

However, the IRS-Treasury approach in the proposed regula-

tions is that unless a small business has a debt-to-equity ratio

of 1:1 (which is highly unlikely if equipment or inventories are

a major part of the business), the safe harbor rule provides no

protection for a shareholder making a loan to his corporation.

We can only hope that taxpayer comment on the proposed te-

gulations will result in an expanded definition of the safe harbor

rules, and will provide a basis for meanginful guidelines in this

area. We agree that debt versus equity involves an extremely

complex and thorny area, but to take eleven years for the issuance

of meaningless guidelines gives further weight to our concern about

government attitudes (due to the lack of regulations in this area,

the IRS National Office has refused to rule on questions dealing

with debt versus equity, thus depriving taxpayers of any certainty

as to transactions involving this issue -- Rev. Proc. 79-14). Tax-

payers have a right to debt versus equity regulations which treat

the issue evenhandedly (for both taxpayers and the IRS), and that

provide certainty in the structuring of transactions and the fi-

nancing of businesses.

My firm certainly expects to provide comments to IRS on these

regulations, and as to the safe harbor rule they will not be favor-

able. We urge other interested persons to join us.
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Deferred Estate Tax Payments for Closely-Held Businesses

An example of the IRS turning a measure intended to provide

relief specifically to small business into an administrative night-

mare is found in the extension of time for the payment of estate

taxes where a closely-held business comprises a large portion of

the estate. Sections 6166 and 6166A of the Code generally provide

that taxes can be paid in equal installments over ten years. Of

course, interest is chargeable--for the deferral of payment, as for

any extension of time to pay a tax. The administrative complexity

derives from the timing of a deduction for this interest.

In Revenue Ruling 78-125, the Service announced it would

follow a court holding that interest on a deferred estate tax pay-

ment is deductible on the estate tax return rather than on the

estate's income tax return. The Service has yet to announce ftr-

mally the mechanics of this deduction, but several taxpayers have

been informed in private letter rulings (i.e., LTR 8002008) that

the amount of interest which will be payable on future installments

may not be anticipated. Thus, each year the tax is deferred, the

taxable estate will decrease as more interest on upaid taxes

becomes deductible from the gross estate.

Based on the private rulings audit experience, and informal

discussions with Service personnel, we gather the Service intends

to require the executor or administrator to file an amended estate

tax return, Form 706, to claim the increased interest expense which

accrues yearly. The Service would then recompute the deferred

estate tax based on the new, lower taxable estate. Because the

deferred tax is decreased, the equal installments required by the

63-79 0 - 80 - 28
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statute would be smaller, and earlier installments, therefore,

would have been too large. The excess would be credited against

the next tax installment. This refiling and recomputation would

be repeated each year of the deferral.

This continuing recomputation, cumbersome enough as it is,

causes even more serious difficulties with other provisions of

the Code. For instance, an estate is allowed a deduction for

certain property passing to the decedent's spouse. In order to

maximize the deduction, many wills express bequests to a spouse

in terms of a formula based on the *adjusted gross estate*. Is an

executor required to wait to the end of the ten-year deferral -

period to finally determine the formula deduction and to make a

distribution either. to the spouse or a-trust established on behalf

of the spouse? If a distribution is made, can the executor require

reimbursement following the later recomputation? Might the de-

duction be considered indeterminate at the time of death and there-

fore not allowable until after the deferral period? These questions

remain largely unanswered.

Section 303 of the Code is another relief provision affected

by the the Service's approach. It provides that corporate stock

redeemed from the estate in order to provide funds to pay estate

taxes will be subjected to tax at favorable capital gains rates as

long as the total distribution does not exceed all death taxes, and

the amount of funeral plus administrative expenses allowable as

deductions to the estate. As additions to interest on the deferred

taxes increase tne amount of administrative expense, will the

section 303 limits be altered as well?

The amount of the estate for federal estate tax purposes

V
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also relates to state death taxes in various ways. For instance#

section 2011 of the Code provides the credit against 
federal

estate taxes for state death taxes paid. Not only would the limits

on this credit change, but the death taxes payable 
in many states

would be changed because they are based on the 
federal taxable estate.

It is also possible that a state statute of limitations 
could bar any

refund of state inheritance taxes even though 
they would not be due

using the later, recomputed adjusted gross estate 
values.

Perhaps the most serious problem in the stringent approach

to sections 6166 and 6166A taken by the 
Service, is that amended

estate tax returns would be required long after 
the statute of

limitations had run on refund claims. Sections 6166 arl 6166A only

extend the time for collection and payment of 
the estate tax.

Under sections 6511(c) and 6501(c)(4) of the Code, 
there can be no

extension of the period for filing a claim for 
credit or refund of

an overpayment beyond three years from the time 
the initial estate

tax return is filed. Thus, the Service's requirement of claiming

interest by an amended return after the fact is 
not only complex,

but probably beyond the Service's authority.

This situation, by its ver, nature, will affect 
small business

owners substantially more than others. Unfortunately, the difficulties

spelled out here need not exist; there are reasonable 
approaches

which the Service has not chosen to take. For instance, the amount

of interest which would eventually be payable could 
be easily esti-

mated and deducted from the initial estate tax return. 
If experience

were to show that the interest deduction was incorrect, the Service

would still have the power to issue a reassessment, 
since the
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statute of limitations for assessments under sections 6166 and 6166A

will not run until final payment is made at the end of ten years.

Last Minute Decision Making -- the Crisis Mentality

Internal Revenue has an incredible number of areas it is

required to monitor and provide guidance. While, sometimes, the

guidance is too long coming -- see our discussion of the debt-

equity regulations -- in others, the Service takes a position so

late with respect to a given tax year that it defies intelligent

understanding to comply. And again, small business -- substantially

less likely to have its cadres of Washington representatives, report-

ing back -- bears the brunt disproportionately.

An excellent illustration is less than three weeks old, and

involves a highly significant revenue ruling and procedure affecting

the tax treatment of inventories. The IRS pronouncements require

careful consideration by taxpayers and their advisers, because

substantial tax dollars are involved for many businesses -- yet,

the rulings were promulgated in the Internal Revenue Bulletin of

March 10, 1980, and were required to be reflected on tax returns

due March 17, 1980i one week later.

For many small businesses, inventories constitute the

largest single capital expenditure. When producing a line of

merchandise, manufacturers typically produce goods in excess of

current demand. The reason for this excess production-is simple:

the cost of retooling for a small order of goods at a later date

greatly outweighs the marginal cost of producing excess items

during the initial manufacturing run. Although manufacturers may
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keep large amounts of excess inventory, 
the future demand may be

quite small and, unlike retailers who 
find themselves with excess

inventory, a reduced sales price will not 
increase demand. (There

is only so much demand for a part to a 1959 
widget.) Therefore,

assuming storage costs are minimal, the 
typical manufacturer will

hold excess inventory for a long period 
of time, and will make

occasional sales at a price that neither 
encourages nor discourages

demand. For financial statement inventory accounting 
purposes,

the generally accepted accounting principle 
of valuing inventory

at the lower of cost for market requires 
companies to evaluate

future demand and to write down the 
cost of excess inventory to the

amount reasonably expected to be sold in 
the future.

On January 16, 1979, the Supreme Court of the United States

handed down its decision in the case 
of Thor Power Tool Co. v.

Commissioner of Internal Revenue. The Court held the tool manu-

facturing company could not write down 
items it considered to be

"excess inventory* on the basis of estimated 
future demand. The

effect of the Supreme Court's decision 
is that writedowns of excess

inventory will not be permitted, even 
if the writedown conforms to

generally accepted accounting principles", 
unless the, taxpayer

meets certain tests under the inventory 
tax regulations. Such

tests require the lower inventory evaluation 
to be supported by

objective evidence of actual offerings, 
sales, or contract can-

cellations, and that records of actual 
sales be kept to substantiate

the lower market price. If taxpayer cannot support the lower market

price, or did not actually scrap its 
excess inventory, no write-

down of the inventory is permitted.
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Realizing.that the Thor Power decision affected a wide

spectrum of manufacturers, Treasury and the IRS began late in the

sunmer of 1979 to develop a revenue procedure and revenue ruling

to assure compliance with the Supreme Court's decision. The

correction of prior writedowns of excess inventory constitutes

a change in method of accounting which, under the provisions of

Sec. 446 requires prior approval by the Commissioner of Internal

Revenue. To speed compliance with this issue, Treasury developed

-a revenue procedure to give taxpayers in a Thor 'excess inventory*

situation, automatic permission to change their method of accounting.
I -Although the Supreme Court opinion came down in January,

'1979, the resulting Rev. Proc. 80-5 and Rev. Rul. 60-60 did not

appear until the March 10, 1980 Internal Revenue Bulletin (1980-10).

Despite the fact the Rev. Proc. was published just seven days prior

to the initial filing date for calendar year corporate returns, the

procedure was "mandatory" for 1979 returns. Although not explicitly

stating the consequences for failure to comply, the IRS position

was made abundantly clear near the end of Rev. Rul. 80-60:

"Taxpayers have an obligation to file returns prepared

in accordance with appropriate laws and regulations;

income tax return preparers are subject to a similar

obligation in preparing returns. Therefore, if a tax-

payer files a Federal income tax return not using the

'prescribed method' of inventory valuation the tax-

payer will have filed a return not in accordance

with the law."

We feel the above cited language may be overly broad but,
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more to the point we are dealing with here, 
such a position

announced one week before the due dates 
of many affected returns

can only lead to an increased feeling of 
disaffection and alienation

between taxpayer and government. The IRS position could have been

just as well made applicable to 1980 as 
1979, allowing a more

rational approach to compliance, and costing 
the government only

the use of money for one year. The present.approach leads to a

perception of arrogaAce and a crisis mentality 
not conducive to a

properly balanced relationship between 
business and government.

Tax Compliance

We are proposing, in the second part of 
our testimony,

below, several steps which, if adopted, 
will make the tax com-

pliance burden on small business significantly 
less onerous. With

respect, however, to the general subject of governmental 
attitudes,

we would like to make a few comments about 
another aspect of tax

compliance; namely, the imposition of penalties 
for negligence

by the Internal Revenue Service on preparers 
of income tax returns

for others.

In an attempt to curb abuses in the preparation 
of income

tax returns for compensation by preparers 
not properly trained

in tax law, th,. 1976 Tax Reform Act provided 
a number of safeguards;

such as the requirement that a preparer sign 
the return, give a

copy to the taxpayer, maintain records for 
the IRS on returns pre-

pared, etc. The rules also permit IRS to impose misconduct 
penalties

for failure of the preparer to consider adequately 
appropriate

*rules and regulations" in positions taken on income tax returns.
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And, in what we believe to have been a mistake, Congress (repre-

sented by the Conference Committee considering the 1978 Revenue

Act) permitted the "rules and regulations" term to be extended

to published rulings of the Internal Revenue Service, despite the

fact that such rulings had never been elevated to such a high level

of precendential value heretofore. (The more usual perception of

an IRS published ruling may be found in a sentence from the Tax

Court opinion in Estate of Grace E. Lang, 64 TC 404, at 406-7:

*A revenue ruling, without more, of course, is simply the contention

of one of the parties to the litigation, and is entitled to no

greater weight.")

While the legislation was aimed at abuse situations, it

was drafted broadly enough to cover any individual preparing an

income tax return for compensation. This includes attorneys,

certified public accountants, and other professionals. Unfortunately,

there is growing indication that the Internal Revenue Service is

using the negligence penalty provisions as a happy hunting ground'

in which to require professional advisors to take conservative

positions for their clients on tax returns -- following published

IRS rulings, which may or may not be upheld in court -- or face the

imposition of penalties for negligent or intentional disregard of

rules. It is our view that larger firms will be less affected

(given the number of full-time, sophisticated tax practitioners

in national and regional firms); however, it-is the smaller practi-

tioner (primarily the CPA firm), which often acts as financial and

tax advisor to small business, that we believe more likely to

take a more conservative approach to tax planning and tax com-
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pliance for their clients than need be, under the 
implicit threat

of penalty; and in such case, it is the small business taxpayer

that ultimately pays the price. We believe any "in terrorem'

approach to forcing a taxpayer into a more conservative 
stance

raises serious policy considerations.

We are mindful of the fact that the preparer regulations

permit good faith disagreement with rules or regulations 
to

avoid the negligence penalty if there is reasonable 
support for

such disagreement. However, a good faith disagreement is a highly

subjective standard of use, and the practioner bears 
the burden

of showing IRS that he was aware of the published 
ruling, dis-

agreed with it in good faith, and therefore declined 
to follow

it.

The Joint Committee-on Taxation General Explanation 
of the

Revenue Act of 1978 (page 400), referring to the decision to have

the preparer penalty rules apply to IRS published 
rulings, pointed

out:

"The Congress directed that the Internal Revenue

Service shall reasonably interpret sections 6694(a)

according to the standards of Section 6653(a) and

in light of all the facts and circumstances of each

case, taking into account any and all mitigating

factors. (Emphasis supplied.)"

We believe it appropriate for the Congress to exercise its

oversight power to satisfy itself whether that 
direction has been

carried out. We believe it has not, and we are particularly 
con-

cerned as to the implications of likely asserted 
misconduct
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penalties on the ability of small business to obtain appropriate

tax advice and tax reporting. The Service has made no bones about

the fact that in the absence of increased budgetary allocations from

Congress, it would like to see professional advisors bearing more

responsibility for helping IRS perform its audits. In terrorem

tactics have no place in fulfulling that goal, and in the interests

of the business community they should be stopped.

And, while this is a legislative recomsnendation and more

appropriately belongs below, we would urge the Congress to restore

the provision approved by the Senate in its consideration of the

1978 Technical Corrections Bill (ultimately incorporated in the

1978 Revenue Act) that the disregard of a published IRS ruling

does not consitute a negligent or intentional disregard of rules

or regulations for purposes of the preparer penalty provisions.

While we have included a few legislative suggestions in the

above comments, their major thrust has been to illustrate problems

faced by small business and its owners which could be solved, in

general, without any addition to the Internal Revenue Code. We

believe that no conscious anti-business (small or large) bias exists

in the thinking of Treasury or IRS personnel responsible for pre-

paring regulations and rulings. And, we certainly recognize that

abuses of the tax system do occur -- and they exist among small

businesses as well as large. Further, since our tax system produces

the revenues needed to fund government programs, we have sympathetic

understanding for the need to "protect the revenue".
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However, we feel the pendulum has swung so 
far toward the

side of curbing abuse and protecting revenue 
as to result in the

perception of "not giving a damn" about the 
practical problems of

the business community -- and particularly 
the small business

enterprise which is more likely to try and thread its own way

through the maze of complex regulations 
and rulings.

That attitude needs to be redressed. And, implicity,

Congress seems to have recognized the same 
-problem, though perhaps

from a somewhat different perspective. I have personally been an

observer of the tax scene for over twenty 
years, but never in that

time have I seen such Congressional involvement 
in tax administration

rather than tax policy, as was the case in 
the 1978 Revenue Act. In

fact, in the booklet describing that law 
prepared by my firm, we

devoted several pages to provisions involving 
what we called:

"Curbing Administrative Overenthusiasm".

We think it unfortunate that Congress should 
have to be

involved in holding back administrative 
agencies dealing with tax

matters. However, note the Congressional concerns 
as exemplified

in the following areas:

I. "Freezing" IRS regulations and rulings on 
fringe

benefits.

2. Overriding, legislatively, proposed regulations 
on

deferred compensation.

3. "Freezing" the existing distinction between 
who is

an employee and who is an independent contractor.

4. Legislation overriding IRS change in position 
on

cafeteria plans.
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5. Legislation allowing taxpayers requesting IRS rulings

on the exempt status of industrial revenue bonds to

appeal adverse or no rulings to the U.S. Tax Court.

More recently, not involving the 1978 Revenue Act, it took

Congressional pressure to elicit a commitment from the Secretary of

the Treasury to become personally involved with the revision of

proposed regulations on foreign tax credits -- regulations which,

if ultimately promulgated in their proposed form, would drastically

revise the foreign tax rules under which we have operated for sixty

years, and would make the costs of doing business abroad substantially

more expensive.

- We urge continuing Congressional attention to the area of tax

administration. While deploring the need, we must encourage your

involvement. And, we would certainly hope that Treasury and IRS

could adopt a nore pragmatic approach to administrative rules and

regulations. So much could be accomplished, without the need for

legislation, by a change in attitude within that part of the govern-

ment.

We turn now to specific areas requiring legislative imple-

mentation in aid of small business.
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Legislative Recommendations

Depreciation and Capital Formation

Much has been written and spoken on the subject of de-

preciation reform in the past several years; in fact, there seem

almost as many plans to Oreformu our system of tax depreciation

as there are persons prepared to comment on it. Two of the bills

which provide possible subject matter for this hearing deal with

the subject of depreciation: one is the well known Capital Cost

Recovery Act (or 10-5-3 bill), and the other would permit a 36-month

straight line writeoff of up to $25,000 capital additions in a

taxable year.

It is unfortunate, but any depreciation "reform' becomes

highly controversial for two reasons: first, any increase in

depreciation deductions results in revenue losses to the govern-

ment and, second, there is immediate, and justifiable, concern 
on

the part of Treasury as to the possibility for tax shelter abuse

centered on this technique. Still, we believe Congress should

consider the subject of liberalized depreciation as an essential

agenda item for small business. And, at the risk of appearing

naive, we believe this Congressional attention should be focused

not on the problem of how long or how short a class life should

be, but why a small business taxpayer should not be able to take

an immediate and full writeoff of a certain part of his capital

additions. We believe, given appropriate maximum limitations on

annual property additions subject to immediate deduction, both

the revenue losses and the shelter abuse potential can be kept

at manageable levels.
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deductibility. $100,000 investment in plant and equipment by a

small business, with a full tax deduction, can have a highly

significant effect on its investment decisions; the same cap

is hardly likely to cause General Motors or IBM to change their

capital investment strategies.

To prevent the equivalent of writing off more than 100%

of cost in the year of acquisition, we would recommend that any

property subject to the immediate deduction election not be eligible

for the investment tax credit. And, given the immediate deducti-

bility of the asset cost, sale of the asset - whenever it occurs -

should produce section 1245 recapture up to original cost.

We would anticipate that, given the nature of immediate

deductibility of capital outlays, initial reaction would focus

on the expense of such a proposal. However, preliminary and

tentative review of some studies indicates that the revenue loss

for immediate writeoff without investment credit may actually be

less, in many instances, than under the Capital Cost Recovery Act

with investment credit. We would be happy to expand on this point

in a subsequent letter, after some further study.

We recognize that this proposal, though clearly simplifying

the tax depreciation system for the great majority of small

businesses, will cause complexity for those companies whose capital

additions in a year exceed $100,000, but who still wish to take

advantage of the immediate writeoff election; primarily because

of the record keeping problems inherent in two depreciation

systems. We believe,-however, the complexities are no worse



443

-than those in some of our present depreciation rules, such as ADR,

and that the capital. formation incentive is so 
significant that

many businesses would happily pay the price of the 
added com-

plexity; still, we would be happy to work with appropriate 
staff

personnel to develop proposals that would minimize 
the added

complications for affected taxpayers.

PreOperating Expenses

Present tax rules operate as a disincentive 
to entrepreneur-

ship in their treatment of necessary expenses 
incurred before a new

business actually commences on a day-to-day 
basis. Prior to the

beginning of operations, individuals contemplating 
a new business

venture are faced with costs of looking into business prospects,

markets, capital availability, etc. After the decision to enter

a particular business has been made, but prior 
to the time that

,cie new venture begins operations as a going 
concern, numerous

other expenses are incurred.

With the exception of the limited category of organizational

expenses, as well as a few others which are specifically 
deductible

under various provisions of the Internal Revenue Code, these so

called start-up or pre-operating expenses 
are not deductible for

tax purposes. In brief, they are not considered ordinary and

necessary expenses incurred in "carrying on" 
a trade or business,

because the trade or business has not been established. While,

on the other hand, they do establish the 
cost of an intangible

asset relating to the business, the asset is not amortizable
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since the business does not have an ascertainable life.

Further, for noncorporate taxpayers, these costs will not

even be deductible should the investigation fail and the business

never get started. While a corporate venturer could claim a

loss deduction under present law for the pre-operating costs now

abandoned, a noncorporate taxpayer can only obtain such deduction

if the transaction was entered into for profit, and investigatory

expenses have been held by the courts and the IRS not to meet

this criterion.

Almost by definition, this is a small business issue.

Large businesses tend to have been operating for some period of

time before they grow into that category; their costs of looking

into a new but related business will normally be permitted as

deductions as an integral part of the business they are presently

in. It is, however, the individual or group of individuals

wishing to start a new (and, therefore, very likely a small)

business who find the tax laws throwing still one more roadblock

in their path.

Senator Roth introduced a bill -- S. 1638 -- in the first

session of this Congress which would permit an election to amortize

such pre-operating expenses over a 60-month period (parallel to

the treatment presently granted to organizational expenses). That

bill deserves enactment, and we urge your support for it. Un-

fortunately, it is the kind of bill which is not likely to have a

vocal constituency, since it relates only to-businesses not yet

formed. However, present tax treatment discourages entrepreneurs
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from seeking to enter new businesses 
and, by requiring that

virtually all pre-operatilng costs be 
funded with after-tax

dollars, undoubtedly increases the rate of failures of new

business ventures.

The Regulatory Burden

While not specifically a tax issue, the 
regulatory burden

imposed by over 100 U.S. government 
agencies (of which the Internal

Revenue Service is not even the most familiar to some 
companies)

has deservedly been called "the hidden 
tax." Some agencies --

OSHA and EPA are examples -- impose 
requirements on business that

may cost substantial amounts of money 
to comply with (including

the construction of facilities); and these costs can have a

significant impact on business decisions 
of the affected enter-

prises (it is recognized that some of the very smallest businesses

may be exempt from certain agency requirements, 
but in the general

concept of the term "small business," 
most will probably have to

be responsive to the requirements of some, if not all, government

agencies with appropriate jurisdiction). Others may not require

the direct expenditure of funds 
on facilities, but may impose

detailed and burdensome reporting 
requirements that divert people

and hours to answer. Worse, agencies unrelated tc. each other,

save for their common parentage of the 
U.S. government, often wind

up asking for the same or similar 
information, but on different

forms and in different reporting formats, 
thus not even permitting

economies of scale by the complying business.

63-769 0 - 80 - 29
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The direct and indirect cost of compliance with government

regulation is staggeringly high. We believe such cost falls dis-

proportionately heavily on smaller businesses (to the extent they

are not exempted by virtue of their very small size). One of the

most frustrated and anguished cries we hear from small business

clients, is "Why can't the government get off my back" In fact,

a November, 1979, survey of small businesses in the New York

metropolitan area (conducted for Chemical Bank by Louis Harris and

Associates, Inc.), showed a small business perception that govern-

ment regulations will become a more serious problem in the future

than they are today. A sample of almost 700 businesses was shown

a list of 15 items, and asked a) which item is the single most

serious problem for your business today and, b) which will be in

the 1980s. "Government regulations" was fourth for 1979 (after

quality and cost of labor, inflation, and finding top quality

management), but was seen as third most serious for the '80s

(after inflation, and labor quality and cost).

We recognize that both Congress and the Administration are

bending efforts to resolving some of the problems imposed by

government regulation. Regulatory reform is the subject of

numerous bills presently before congressional committees. The

President has directed that agencies take steps to simplify regula-

tions and to make them cost effective. Still, with all the effort

being expended to hold down regulations, the 1978 Federal Register

contains 61,261 pages, the 1979 edition contains 77,497 pages, and

the 1980 Federal Register (through March 20) is proceeding along
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at a rate which, if annualized, will produce 
84,000 pages of

regulatory and other material for our information and guidance

this year.

We think there is a more effective way 
to deal with the

regulatory burden than a sunset approach, 
or determining whether

government or citizen has the persumption 
of correctness on his

side. Our suggestion is simple, can be tailored 
to a small

business orientation, and will be cost 
effective -- from the

government's point of view -- almost 
automatically. It is,

simply stated, to let the government 
pay for the regulatory

burdens it imposes on business. However, to recognize government's

legitimate aims in mediating amongst 
a pluralistic society with

many competing interests, and to recognize the disproportionate

weight of regulations on the small 
business enterprise, a maximum

should be placed on the amount required 
to be borne by the govern-

ment each year with respect to a particular 
business.

We would recommend a tax credit for the amounts business

can show to be directly incurred in 
compliance with -- or in

challenging -- federal government regulations. 
Such creditable

costs would not include an allocable 
part of corporate overhead,

such as general executive compensation; 
we suggest a Ocap" of

$25,000 annually on the regulation credit, per business: 
carry-

backs and carryovers could be permitted 
to the extent that a

particular year resulted in extraordinary expenses for a small

business to comply with regulations; and the cost of capital

additions mandated by regulation could be 
recovered over a period

of years through an amortization schedule. 
Since the
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tax system seems to be a breed apart with respect to the federal

regulatory process, it should be excluded from operation of the

regulation credit -- but with a caveat to this Committee and the

Ways and Means Committee not to permit every future bill to go

through Congress as an amendment to the Internal Revenue Code, in

order to avoid the operation of the regulations credit. Finally,

to the extent identifiable with a particular regulation, we would

urge that the credit not be considered a tax expenditure for budget

pruposes; rather, it should be assigned to that department or

agency whose regulations were responsible for its generation.

Frankly, we see nothing wrong with government being re-

quired to earn its own way -- even on a small scale. From that

perspective, the proposed regulations credit has a great deal of

attractiveness.

Retirement Plans

The tax rules affecting corporate versus noncorporate

retirement plans are such that small business owners are virtually

forced into choosing the corporate form of operation, in order

to obtain the maximum tax benefits in establishing a plan for

retirement. Unfortunately, that partially tax-dictated choice

of business entity has many other ramifications which flow as a

natural consequence: the need for income to be double taxed

before arriving in the hands of the owner where, in a proprietary

form, this would not occur; the problem of reasonable compensation

versus dividend; the problem of accumulating earnings before

paying a penalty tax under section 531; the debt versus equity
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issue discussed earlier in our testimony; 
and others.

The major inequity of tax treatment for contributions 
to

a self-employed retirement plan as opposed to a corporate 
plan

was set out by William L. Raby of my firm, in 
a letter dated

February 12, 1980 to the sponsors of companion bills H.R. 
6140

and S. 2128. Copies of that letter were sent to all members of

this subcommittee and the Committee on 
Finance. Accordingly,

we do not intend to repeat its detailed 
points here, though I

would like to attach it as an exhibit 
to this statement for the

record of these hearings.

In brief, we pointed out that corporate limitations on

retirement plan contributions are indexed 
to the cost of living,

while limitations for self-employeds are not. A defined contri-

bution plan, for example, which permitted 
a deduction of up to

$25,000 for a corporate employee in 1974 (the year ERISA was

enacted) permits a deductible contribution 
up to $36,875 in 1980.

For self-employed defined contribution 
plans, the equivalent

deductibility limitations were $7,500 in 1974 and $7,500 in 1980 --

an inequity for which we find no justification, 
and which gets

worse each year. Analogous numbers exist for defined benefit

plans.

We recommended th. n, and repeat now, that skewing of entre-

Vreneurial decisions on business form 
toward the corporation should

not be based so largely on retirement 
considerations. We recommend

that self-employeds be given equivalent 
deductibility limits as

their corporate peers or, at the very least, we recommend a one
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time catch-up in cost of living adjustments to the self-employed

limitations between 1974 and 1980, with future limitations also

adjusted for the cost of living. That would not cure the in-

equity; it would, however, keep it from getting worse each

year, as is now the case.

Inflation and the Small Business - Income Taxes

Congress has been keenly aware of the effects of inflation

on tax rates and certain other monetary limitations set forth in

the Internal Revenue Code. In an effort to help small business,

we believe Congress should continue to monitor certain limitations

in specific Code sections which directly relate to small

business.

One provision which can strongly penalize closely held

corporations retaining funds in the corporation beyond the "reasonably

anticipated needs of the business" is the accumulated earnings

tax under section 531. The accumulated earnings credit under

section 535(c) permits small companies to accumulate a minimum

amount of earnings and profits without the risk that the accumulation

will be deemed unreasonable and for the purpose of avoiding

dividend payment. The minimum amount was originally set at $60,000

in the 1954 Code, increased to $100,000 in 1958, and was further

increased to $150,000 in 1975. Since the accumulated earnings

credit relates to aggregate earnings accumulated during a corpora-

tion's entire life, the credit only directly benefits small

companies. Given the ravages of inflation during past years,
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Congress should continue to be mindful of updating this special

provision for small business.

Another Code provision relating principally 
to small

business is section 1244, which allows ordinary 
loss treatment

from losses on small business stock. 
The maximum section 1244

loss is $50,000 ($100,000, married 
filing joint return), and was

recently increased from $25,000 
by the Revenue Act of 1978.

Section 1244 provides favorable tax 
treatment for losses on small

business stock and eliminates tax 
disincentives (i.e., capital

loss treatment) on investments in 
speculative small business corpora-

tions. Given the importance of this section 
to small business,

Congress should be alert to update 
the section 1244 loss limita-

tion in the future as inflation continues to 
erode the effective

benefit of the maximum loss.

Inflation and the Small Business - Estate and Gift Taxes

One of the most difficult problems facing small business in

America today is that of dealing with 
the prospect of estate taxes

upon the death of the owner or major stockholder. Unlike large

corporations, where management can 
arrange for the orderly

succession of the chief executive officer, 
the small business is

more likely than not faced with the 
traumatic event of providing

both management continuity and the 
cash necessary to fund the

owner's estate tax liability. For the small business that has not

received proper counseling, and has 
not planned for the liquidity

problems that death brings, the astate 
tax burden can be truly

catastrophic.
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We atre not advocating the exemption of small business owners

from the estate tax, although if it is agreed that the estate tax

is not an important source of revenue, one questions the socially

desirable objective of breaking up or severely disrupting closely

held businesses in smaller estates. What we are advocating, how-

ever, is that Congress recognize the interplay of inflation on

the progressive estate and gift tax rates, and take steps to

eliminate the inflationary increases which move estates into

higher tax brackets.

Congress has recognized this problem as to income taxes,

and taken steps to deal with it. Since the enactment of the

Internal Revenue Code of 1954, individual income tax rates have

been adjusted at least five times, with the result that the

personal tax burden as a percentage of income has stayed -- on
5

average -- amazingly consistent. This has been accomplished

despite inflation by reducing rates, by increasing the standard

deduction and by enacting new credits such as the earned income

credit, to remove certain taxpayers from the tax rolls.

But what has happened to estate and gift taxes during this

period? Tha Tax Reform Act of 1976 substantially revised the old

$60,000 estate tax exemption and the $30,000 gift tax exemption

5
Former Assistant Treasury Secretary Laurence N. Woodworth,

in a speech before the 1977 National Journal Conference on Tax Policy,
noted that from 1945 to 1977 individual income tax collections had
remained about 10 percent of personal income for each year,
fluctuating only between 9.2% and 11.6% over a 30-year period.
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to provide for a unified credit, effectively resulting 
in a combined

estate and gift tax exemption of approximately $175,000. 
This

updating of the estate and gift tax exclusion is 
commendable;

however, it took Congress over 34 years to compensate taxpayers

for the 257 percent increase in inflation between 
1942 and 1976.

And, the $90,000 and $175,000 numbers are not comparable since,

for instance, it is no longer possible to transfer assets by gift

from the highest estate tax bracket to the lowest gift bracket;

and the lowest rate of tax on a taxable gift is 
no longer 2k%,

but 18%.

From 1976 to 1979 the Consumer Price Index has increased

32 percent, with inflation in 1979 exceeding 13%. If Congress

does not act quickly by 1933, the $47,000 unified credit (even if

it were comparable), will actually be worth less than the old

$30,000/60,000 gift and estate tax exclusion 
(assuming a 10 percent

inflation rate). Accordingly, we support S.1825, to increase 
the

unified credit to $70,700.

In addition to converting the specific exemptions 
to a

unified credit, the Tax Reform Act of 1976 also created a unified

rate schedule for estate and gift taxes. Under pre-1976 law, gift

tax rates ranged from 2 percent on the first $5,000 to 57 3/4

percent on taxable gifts in excess of $10 million. Estate tax

rates, which dated back to the 1939 Code, ranged from 3 percent

on the first $5,000 of the taxable estate to 77 percent of the

taxable estate in excess of $10 million. Instead of widening



454

the estate tax brackets to take into account the effects of in-

flation since 1939, the 1976 unified estate and gift tax rate

table actually resulted in an increased tax for the majority of

estates. Although the 1976 unified rate table reduced the top

estate tax rate from 77 percent to 70%, taxable estates of less

than $7 million are actually taxed at a higher rate than under

prior law.

Another provision in current law badly in need of updating,

is the $3,000 exclusion -qhich originated in the Revenue Act of 1942,

and has not been changed despite the 345 percent increase in the

Consumer Price Index from 1942 through 1979. We support the

approach of S. 1984, which would double the exclusion to $6,000,

but suggest that number is still not high enough.

On Monday, March 24, 1980, your committee heard witnesses

testify in favor of estate and gift tax "relief." We are not

making the above points to suggest "relief;" rather, we believe

Congressional recognition of inflation in the estate and gift

tax area constitutes a restoration of simple equity, similar to

the same concern with inflation for which Congress has seen the

need in income taxes. Given the neglect of the estate and gift

area in the past, now is the time to act.
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February 12, 1980

/

The Honorable Lloyd M. Bentsen,
A1 Ullman, Dan Rostenkowski,
and Barber B. Conable, Jr.
U. S. Congress
Washington, D. C.

Dear Senator Bentsen, Chairman Ullman, and Congressmen

Rostenkowski, and Conable:

As a major public accounting partnership, we would like

to present our views on the two companion bills recently in-

troduced in the House and Senate, and aired at preventing

"abuses" in the use of professional corporations to avoid the

limitations imposed on deducting contributions 
to, and providing

benefits from, retirement plans for the 
self-employed. We are

writing you as an original sponsor of one of the bills.

Our purpose in this letter is not to 
condone abuses;

rather, it is to suggest that the bills introduced 
deal with

a symptom rather than the disease, and to request that while

you are considering what you perceive 
to be abuses in this area,

you also consider what we see as the real problem leading to those

actions: namely, the tax treatment of self-employeds 
as second

or third-class citizens in providing 
for their own retirements.

Discussion of Problem

On December 13, 1979, identical bills were introduced

in both the House and the Senate (H.R. 
6140 and S.2128) dealing

with the abuse of certain pension plan 
provisions through the use

of separate professional corporations. 
The bills represent

Congressional response to two recent 
Tax Court decisions (Thomas

Kiddie, . D., Inc., 69 T.C. 1055 (1978), and Lloyd M. Garln .D..

73 T.C. No. 2 (1978))- In each of these cases the Tax Court 
held

that employees of a partnership, owned 50 percent by two separate

one-man professional corporations, need 
not be covered by the

qualified pension plans set up in the 
professional corporations for

the benefit of the sole shareholder.

The obvious pension plan "abuse" illustrated by Kiddie

and Garland is that by incorporating the principal profei~oal

indivuals in a partnership, one-man 
pension plans can be set

up by each of the professional corporations. Such plans exclude

all partnership employees presumablyy 
lower paid) from the pension

coverage manadated by ERISA had the plan been established at the

partnership level. H.R. 6140 and S.2128 prohibit such an arrange-

ment by modifying the statute gover-ning qualified pension and

900 M STREET N.W - WASONGTOt O.C 20036- (202) 452-1200
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profit sharing plans so that all employees of an adjunct pro-
fessional organization" and all employees of the professional
corporation it is related to, will be treated as employed by a
single employer, thus resulting in pension coverage of all em-
ployees as required under existing law.

Although we understand the attraction of closing loop-
holes to prevent abuse, we question in this instance whether
Congress may be treating the symptom, rather than the cause
of the problem. The establishment of one-man professional
corporations and one-man pension plans in Kiddie and Garland
should be viewed, in our judgment, as a mani--staton of a larger
underlying tax policy problem; that is, the inequity in tax
benefits between the H.R. 10 self-employed retirement plans and
the benefits available under corporate pension or profit-sharing
plans. The solution further complicates this already complex
part of tax law. We think we have a better solution - and one
that will contribute to long run simplification in this area.

In recent years we have witnessed a dramatic increase in
the number of professional corporations, based primarily on the
tax advantages available through pension and profit-sharing
plans when practicing in the corporate form. After losing num-
erous cases in the late 1960's, the IRS now recognizes *organizat-
ions of doctors, lawyers, and other professional people organized
under the state professional association acts as corporations for
tax purposes" (Rev. Rul. 70-101, 1970-1 C.B. 278). All of the
states, including the District of Columbia, now allow qualifying
professional groups to practice as professional corporations,
or associations taxable as corporations.

The inequities in the tax law between H.R. 10 plans and
a corporate plans encourage the formation of professional corpora-

tions. In simplified form, they are summarized on tnt. page
attached to this letter. We believe you should consider them
before merely deciding to "close the loophole" recognized in the
Kiddie and Garland cases.

Not only is there a massive difference in the contribu-
tion limitation applicable to seJf-employeds and those applicable
to a corporation, but corporate plan limitations are also indexed
for cost-of-living adjust-rents (Code Section 415(d)). For example,
as a result of ERISA in 1974, the maximum contribution to a
H.R. 10 plan was increased from $2,500 to $7,300, while the
corporate limitation for a defined contribution plan was set
at $25,000. But, due to adjustments, while the 1980 H.R. 10
maximum contribution is still $7,500, the maximum corporate con-
tribution has increased 48 percent to $36,375.

The discrepancy between self-employed plans and corporate
plans is even more dramatic in the defined benefit area. Under
ERISA, self-employeds are permitted to utilize defined benefit

plans for the first time; however, statutory guidelines impose
substantial restrictions in terms of the limitation on benefits
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that many self-employeds may enjoy. Congressional intent is

exemplified in the Conference Committee report for P.L. 93-406,

commenting on Internal Revenue Code section 401(j):

"The substitute authorizes Treasury
regulations to allow self-employed
persons and shareholder-employees in
effect to translate the 15 percent/
$7,500 limitations on contributions
into approximately equivalent limita-
tions on benefits which individuals
can receive under a defined benefit
plan.a

While regulatory changes are permitted after 1977 (none

have yet occurred - in fact, proposed regulations under the

1974 law as to this subject were not issued until May, 1978),

such amendments may consider only changes in mortality 
rates

and interest rates, not cost of living adjustments.

FQr corporate defined benefit plans, however, the 1974

Act initially provided for funding a maximum annual benefit

of $75,000 - and also provided for cost of living indexing.

The annual benefit limitation for a corporate plan has 
increased

from $75,000 in 1974 to $110,625 in 1980. As an example of

what this means, the annual contribution to a corporate pen-

sion trust to fund retirement at an annual rate of $110,625

for an employee age 50, scheduled to retire at age 60, 
is $134,000.

A comparison of this contribution limitation with that 
available

. under H.R. 10 rules eliminates any doubt as to 'why" professionals

incorporate.

In addition to the differences in deductible contribution

limitations, a corporate retirement plan has other advantages

over a H. R. 10 plan. Under a qualified corporate plan, executives

are allowed to make nondeductible voluntary contributions to the

plan; generally up to 10% of compensation, thus allowing a tax-free

accumulation of earnings on their contributions until retirement.

This benefit can be contrasted to the limitations on voluntary

contributions to a self-employed plan. Generally, owner-employees

can contribute only up to $2,500 on a voluntary basis, with Code

Section 4972 imposing a 6 percent excise tax on contributions

in excess of that limitation. Another significant advantage of

corporate plans is the estate tax (Sec. 2039(c)) and gift tax

(Sec. 2517(b)) exclusion for qualified plan annuities payable

to an employee's beneficiary upon his death. This tax benefit

is not available to the self-employed.

Conclusions and Recommendations:

It is a fact that tax policy influences economic behavior.

Tax incentives or disincentives are created by Congress to

influence the economy and to achieve socially desirable objectives.

Congress has recognized it is in the national interest to encourage

the formation of retirement plans through the use of tax incent-
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ives. The assets in these plans are now the single largest tool
of investment capital in our country. It is clearly in the public
interest to promote this type of saving.

Assuming there are sufficient safeguards in the law re-
quiring the coverage of all employees under both self-employed
and corporate qualified retirement plans, where then is the socially
desirable objective in discriminating against self-employed individ-
uals and their employees? The overriding tax benefits available
from corporate retirement plans (as opposed to H. R. 10 plans)
encourage professionals to incorporate and result in a biased tax
system which penalizes those self-employed individuals choosing not
to incorporate. Any public policy considerations involved would
indicate that professional incorporation, if anything, should be
discouraged, as it was by all states until federal tax discrimination
became so overwhelming that state laws were changed.

Finally, we are not persuaded that revenue considerations
should be a factor in deciding whether to grant self-employeds
comparable contribution deductibility and benefits to their cor-
porate peers. Clearly, giving such comparability will result
in short term revenue losses to the federal government. However,
continuing with the present rules is an indirect way of saying:
Myou may be receiving inequitable treatment, but it would cost
too much to grant you equity." You, as well as we, are constantly
reminded by Treasury about the need for horizontal and vertical
equity when it comes to tax reform - or, indeed, to tax relief.
This inequity has been in existence for too long to be ignored;
particularly where, because of the indexing provided for corporate
plans, it is getting worse.

We would, therefore, strongly urge your favorable consider-
ation of provisions that would put self-employeds on a truly com-
parable basis to those who are now covered under corporate re-
tirement plans. This would require a substantial number of changes
to simplify the present Internal Revenue Code. We would be happy
to work with any of the Congressional staff to draft appropriate
language.

As a bare minimum, Congress should provide self-employeds
with both parallel indexing to the corporate plan rules and a one
time *catch up* index provision for H. R. 10 plans, to move from
1974 limitations to those that should be in effect for 1980 on a
comparable corporate basis. This would not cure the inequity
problem; it would, however, maintain the inequity at the same
level rather than making it increasingly worse from year to year
as is now the case.
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We appreciate your consideration of our thoughts, 
and would

be happy to expand on any of them, if that would be helpful to

you.

William L. Raby
National Director - Tax Services

CC: Chairman Russell B. Long
Members, Senate Finance Committee
members, House Committee on Ways and Means

Bernard M. Shapiro, Joint Committee on Taxation
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CORPORATE VS. SELF-EMPLOYED
RETIREMENT PLANS

Corporate Self-Employed

Contribution limitations

1. Indexed to cost of
living? Yes No

2. Defined contribution
plans
a. 1974 $ 25,000 $ 7,500
b. 1980 36,875 7,500

3. Defined benefit plans -
*approximately equiva-
lent" limitations

based on
a. 1974 75,000 7,500
b. 1980 110,625 7,500

Additional contributions by
covered personnel

I. Earnings tax-free? Yes; voluntary 6% tax on contri li-
contribution up tons over $2,500
to 10% of compen- ror 10% owners
sation

Estate Tax exclusion for
annuity to beneficiary on
employee's death? Yes No

Yes
Gift tax exclusion for
such annuities?
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Senator BYRD. Next is a panel of four small businessmen: Dr.

Gilbert Levin, president, Biospherics, Inc., Rockville, Md.; Mr.

Wilbur Doyle, president, Doyle Lumber Co., Martinsville, Va.; Mr.

Frank C. Romano, Jr., president, AGAWAM Associates, Boston,
Mass.; and Mr. Thomas J. Perkins, National Venture Capital

Association.
Welcome, gentlemen.
Mr. Doyle, as I recall, was a member of the White House Confer-

ence on Small Business and spent a lot of time and effort on this

matter.
I remember your coming to see me just recently and giving me a

briefing on the amount of work that the commission did and the

views of the commission, so we are particularly pleased to have you

today, Mr. Doyle, along with the other three gentlemen.
I do not know which of you wpuld prefer to go first, but you can

decide that among yourselves.
Mr. LZVIN. I am listed first, Mr. Chairman. Good morning.

STATEMENT OF GILBERT LEVIN, PRESIDENT, BIOSPHERICS,
INC., ROCKVILLE, MD.

My name is Gilbert Levin, president and founder of Biospherics,
Inc. in Rockville, Md. We think of ourselves as an innovative small
business. I have been participating in the Small Business Adminis-
tration Advocacy Task Force for about the past 2 years in studying
the decline of innovation in our country, the problems resulting
from it, and we have issued a report, many clauses and recommen-
dations of which ar--- now being embodied into one form of legisla-
tion or another.

On March 19, 1 testified before the Senate Small Business Com-
mittee in support of S. 1860, the Small Business Innovation Act of

1979 and in summary, I stated that our advocacy task force felt the

bill would help return our departed technological leadership to the

United States; would help control inflation; produce new jobs;
reduce unemployment; improve the quality of jobs; improve our
quality of life; help offset the adverse balance of payments in

foreign trade; greatly improve the efficiency and cost-effectiveness
of Government procurement; provide more tax revenues and im-
prove the international stature of the United States. And this bill
would have all of these beneficial effects without any adverse
impact on our environment or health. Indeed, one would be hard-
pressed to find the risk factor with which to make a risk-benefit
analysis.

It was pleasantly surprising, as our task force proceeded, to find
that the witnesses we heard expressed virtually no disagreement
with the above points. There was remarkable unanimity from all
save one, and that was the Department of the Trepsury. This was
really the only opposition to the recommendations in our report
and to the points raised in the bills that your committee is consid-
ering today.

It became apparent to us that the Treasury Department repre-
sentative was wearing fiscal blinders to the fact that minor tax
incentives for small innovative businesses and investors in these
businesses would ultimately result in a far greater tax base upon
the successes of these companies.

63-769 0 - 80 - 30
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I have heard the Department of the Treasury's testimony to our
own task force and now before the Congress. As a matter of fact,
just yesterday, an Assistant Deputy Secretary from the Treasury
testified before Mr. Neal Smith's committee in the House.

Every recommendation proposed to aid innovative small business
was opposed by the Treasury Department.

These oppositions, however, are rendered in a very half-hearted
way, so that we can tell the people coming to make the statements
are under "marching orders." Apparently this morning they re-
fused to march and did not respond to your invitation.

When, as Congressman Smith asked yesterday, they were asked
for positive suggestions, they had none to offer as inducements to
aid small, innovative business.

They contend that the chief concern is to treat all taxpayers in a
6"neutral" manner. That word came up again and again-a "neu-
tral manner."

Senator By"D. I am beginning to wonder whether that White
House Conference on Small Business was a public relations gim-
mick or whether it was really put together for the purpose of
accomplishing something. I do not know. I do not want to make
that charge, because I just do not know.

But I would think that the Treasury would have ideas that it
would want to present since, after all, this was the President's
commission. Mr. Doyle was appointed by the President. I recom-
mended him, but the President made the appointment.

The Conference was held under the auspices of the White House.
Mr. LAvN. Despite that, Mr. Chairman, I think that the Treas-

ury Department has missed the point of the efforts of many people
in this country to do something about small, innovative businesses.

The point is not to help small business because somehow it
deserves help. This is not a plea on the part of a special interest.

The point is that in this country, for more than a decade, innova-
tion has been declining and this is one of the major roots of our
current ills.

Senator BYRD. When innovation declines, productivity declines.
The economy declines, and everybody is at a disadvantage, as I see
it.

Mr. LVIN. That is what we are trying to recommend steps to
counteract. We want to do something that will help the country as
a whole.

It happens that small business creates an inordinate amount of
innovation that leads to products. Fortunately, the law of supply
and demand applies. The Treasury Department does not see that.

The reward for innovation is simply not great enough now to
bring it forth. If tax incentives are required to increase that
supply, this is what we ought to do. We must have that supply,
and, if we have to pay the price, that is simply the law of sup ply
and demand.

Right now, the tax situation is constraining innovation, as our
findings indicated and, therefore, it would be logical to consider
changes.

The Treasury Department ought to remember that in all of the
small businesses-indeed, in all of the businesses-it is a 50-per-
cent partner with anybody who is successful. From this standpoint,
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it is hard to believe that tax relief or deferment in amounts as

small as $10 million are significant to the national budget as was
stated by-the Treasury representative at the hearing I attended

yesterday.
Senator BYRD. This is a wonderful system we have, really. It is

particularly wonderful from the Government's point of view.

The Government gets 50 percent of all the profits and runs none

of the risks. Is that not right?
Mr. LEVIN. That is right.
Senator BYRD. What hearing was this yesterday that you were

speaking of?
Mr. LEvIN. This was Congressman Neal Smith's hearing, the

House Committee on Small Business.
There is a major problem that I would like to stress. You have

already mentioned it this morning, Senator Byrd, and it has to do

with what constitutes a small business.
None of the bills that you are now considering define the term

"small business."
S. 1860, the Small Business Innovation Act, does not approach

the matter of small business size. It merely cites a reference stat-
ing that size determinations will be made by the Small Business

Administration.
I think that would be disastrous. We might gain all of the points

7 we seek in the legislation and then, through administrative inter-
pretation of what a small business is, these benefits will be denied

to many of the small business.
Senator BYRD. My mind has never been very clear on that. How

do you define-where does a business cease to be a small business?
Mr. LEvIN. That is a tough question but, being a small business-

man, I have learned to stick my neck out and I have stuck my neck

out.
I would take the key from the National Science Foundation

Study which found that 50 percent of our major innovations since

World War II have been produced by companies with 1,000 or

fewer employees, so that would be my cut-off.
Senator BYRD. You would call a company with 1,000 employees

small?
Mr. LEVIN. Yes, sir.
We find that, today, there are 31 companies-not industries, but

31 companies, that obtain 60 percent of all the Federal R. & D.

dollars contracted. These are the companies against which small

business has to compete and they are not small.
Unfortunately, the Norman Rockwell kind of painting of a small

business that you might envision is not meaningful in today's

economy.
You have heard from the machine tool industry about how much

those machine tools cost. Investments must be much heavier today

than 10, 20, or 30 years ago and, accordingly, it takes larger busi-

nesses than formerly to generate some of the innovative products

with which we are seeking to turn our economy around.
In your bills, for example, S. 1967, S. 1481, S. 653, S. 487, S. 110,

and S. 2152 are affected by the definition of small business and, in

some of those bills, the definition varies as follows:
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S. 1860, as I indicated, allows the determination to be made by
the SBA about which I will address in a moment. On the other
hand, S. 1481 defines, "qualified small business" as "any domestic
trade or business the equity capital of which does not exceed $25
million."'

And so do S. 653 and S. 487 refer to small businesses as having
capital equity up to $25 million. I believe a company of that size
would exceed or approach 1,000 employees. My recommendation to
the SBA was that a small business should be cut off at the $50
million per year total revenues level, or 1,000 employees, either or
both, whichever SBA would choose.

I cannot be certain that this size definition is absolutely correct,
but what I would like to show you what might happen with the
size standards currently proposed by the Small Business Adminis-
tration. Over the last several years, there has been so much trouble
in defining the size of small business and in the way in which the
SBA applies the regulation, that the SBA finally acknowledged last
November that it was going to revise the standards.

It stated this in the Federal Register and invited recommenda-
tions.

I submitted a letter to the Small Business Administration recom-
mending the size standard I just mentioned. We waited.

On March 10, 1980, this month, the SBA published its Advance
Notice of Proposed Rulemaking on size standards. I have attached
a copy of that remarkable document to my testimony.

The Small Business Administration adopted the standard indus-
trial code, which was never conceived for the purpose of sizing
business, but merely for indicating types of businesses for censuses.

Using that code, the SBA indicated 726 categories of
small businesses.

Until now, we have not been overly concerned because the Small
Business Administration determined the sizes of business it would
aid very long ago. We knew what that size was-it was zero.

We have never been able to get any help from the Small Busi-
ness Administration. We do not worry about that part of the law.

But under the proposed bills they are going to have authority
over every Federal agency contracting with private industry to tell
that Federal agency what category of business its procurement
must be directed to, and, therefore. the size of company that may
bid.

As an example, I have indicated that in a typical RFP for re-
search and development programs on waste disposal, the Small
Business Administrator could determine to set that size for a firm
of 20 people, or for a firm having as many as 1,000 employees by
just changing the category he uses.

I think that is a new intrusion of Government into business.
We have struggled for 13 years now and we have reached gross

revenues of $5 million a year. I do not suddenly want to be told we
are now a large business ineligible for "Small Business" contracts.
Many businesses that we compete with are one or two orders of
magnitude larger than we are. In terms of the national economy,
we are clearly a small business. To be classified otherwise would
gravely affect our ability to win contracts of the type we now
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normally bid. In my view, this would impede, not help, the course

of small business.
I urge, therefore, that your bills define what constitutes a small

-business and not leave this to the creative imagination of the SBA.

Senator BYRD. I am not sure that this legislation could define it.

How many different categories are there?
Mr. LEvIN. 726 with an asterisk. The asterisk footnotes that this

does not include all categories.
Senator BYRD. I think the committee and the Congress would

have a very difficult time getting a firm definition. It seems to me

we have to leave some leeway to the agency but we will certainly

take into account your ideas.
I have trouble regarding a $50 million enterprise called a small

business, but we will take it into full consideration.
Next witness?

STATEMENT OF WILBUR DOYLE, PRESIDENT, DOYLE LUMBER
CO. MARTINSVILLE, VA.

Mr. DoyLE. Senator Byrd and gentlemen, I am Wilbur Doyle,

p resident of Doyle Lumber Co. in Martinsville, Va. We are a small

lumber manufacturing company with about 85 people and produce

lumber primarily for the housing and furniture industry.
For me, this is a great opportunity to appear before you today

and to express some of the concerns that were expressed by small

businessmen at the White House Conference.
As has been indicated, I was Senator Byrd's appointee and he

asked me to give him a thorough report on what saw and heard
there.

I made the statement that I felt I could capsule the ideas in one

sentence, and that was to reduce Government spending, balance

the budget, get off our backs and let the free enterprise system
function.

Through the discussions, there seemed to be four major themes:

One, small business wants a more favorable climate in which to

function.
Two, they want to remove Government interference by removing

unnecessary regulation.
Three, Government should use its influence to enhance small

business in certain areas such as has been mentioned in the area of
research, foreign trade, education and investment and savings.

Four, small business should have a stronger voice in the policy-

making area that affects small business.
Participating in the White House Conference was an exciting

experience. These 1,700 delegates-who incidentally paid their own

ways and insisted on not being reimbursed-seemed to have a

remarkably clear understanding of the free enter praise system.
The recommendations coming out of that conference were basic

and far reaching. Today, I want to discuss four of the top five just

briefly. It will be my goal to help you better understand why these

are priority items with small business.
The four items are as follows:
Rework the graduated tax schedule both for corporations and

individuals so that the maximum rate is not reached until the

$500,000 level.
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Senator BYRD. Excuse me, you are talking about $500,000 being
the threshold for the top corporate rate?

Mr. DOYLE. Yes, sir.
Reduce the size and spending of the Federal Government and

require it to work for the balanced budget.
Revise the estate tax laws to encourage perpetuation of the

family-owned businepa.
Place all regulations in agencies under sunset laws and be cer-

tain the action of these agencies are within the scope and action
intended by Congress.

In the break-out discussion on capital formation retention, it was
obvious that available and affordable capital was the major con-
cern of the delegates. In studying the enclosed work sheet on
effective tax rates, it becomes quite evident that although all busi-
nesses operate on the same graduated income tax schedule, small
business pays a much higher effective tax rate.

There is, Senator Byrd-and I apologize for the quality of it-
paperwork gets involved even in reporting and I think I needed
about 1,100 pages to come here, so the copier ran wtak. But,
nevertheless, the work sheets that you have in the back will ex-
plain what I am going to say about that.

Let me attempt to explain.
There are, according to these sheets, about 2 million manufactur-

ing firms in this country. 88 percent of those have less than a
million dollars in total assets and 1.2 percent have assets of over
$10 million.

So basically even if you used $1 million in assets, 88 percent of
all manufacturing firms would fall under that.

Now, if you will look in the lefthand column under after-tax
profit per dollar of sales, those companies with less than $1 million
at 3.4 percent; $1 to $5 million, 3.2 percent; and over $10 million,
7.6 percent.

This figure is very consistent among the small ones, but those
firms having over $10 million in assets obviously are faring much
better under this even tax system that we have.

Now, this was 1974. This was the period in which the Govern-
ment previously undertook to control inflation and I want to show
by this next chart who took the brunt of that effort to solve it.

In 1976, those firms with $1 to $5 million had essentially the
same revenue, after-tax profit 3.5. The $5 million to $10 million
had 3.3.

The over-410 million firms had identically the same, but those 88
percent of all manufacturing firms dropped to 2.9 percent-a 15 to

percent drop among the smaller ones.
Wht I am saying is that the effort by Government to control

inflation points out the position that small business is in, and that
is that the uniform application of standards does not mean equita-
ble treatment.

If the 1974-76 history repeats itself in this cycle, 88 percent of
the corporations in manufacturing will lose from 15 to 20 percent
of their after-tax profits, whereas those with $1 million of asset or

more will generally be lightly affected.
Next, gentlemen, when we ask for a better environment in which

to function, we are not asking for special treatment, only that we
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receive fair and equitable treatment. You can see by this explana-

tion why small business fall in farther and farther behind in its

percentage of the gross national product.
Small businesses are less able to finance long-term projects, have

less access to credit, particularly during such as 1974-1976 and

again in the one that we are beginning now, whereas the larger

corporations are not as adversely affected by these policies and

continue on a more steady course.
Certainly a reworking of the graduated income tax schedule as

suggested would make it possible for small business to retain more

capital that they generate internally. This would allow a small

business to expand, to create jobs, to improve productivity and

thereby help America fight its No. 1 problem, inflation.
Recommendation No. 2, the delegates agree that inflation was

the No. 1 problem. Further, that this problem is caused by exces-

sive Government spending, deficit financing and the printing of

money to make the difference.
At the present time, there seems to be considerable interest in a

balanced budget. The delegates did not have confidence that that

mood would last, and called for a mandatory balanced budget by

constitutional amendment.
Senator BYRD. May I say at that point that I think the delegates

showed great perception in taking that attitude.
Mr. DOYLE. They also wanted a limitation on spending to 20

percent of gross national product with a gradual reduction to 15

percent. Less Government.
Now, in the last few years, governments, Federal, State and local

have been borrowing about $3 out of $4. Therefore, there is only $1

in $4 available to the private sector.
It seems reasonable that balancing the budget would greatly

increase the funds available for plant expansion and equipment.

Such moneys again would create jobs, improve productivity, in-

crease Government revenue, and make us better able to compete

on the world markets.
In my 33 years in the lumber business, we have never reduced

the price of lumber unless we had too much lumber. Forced high

interest rates may force a recession and a temporary cooling off of

inflation. The true solution would come from producing more prod-

ucts and printing less money until a fair balance is reached.

Only then would the consumer benefit from the potential of this

great free enterprise system.
The present policy of high interest rates is bankrupting in many

small businesses through no fault of their own. For example, last

fall we were being told that the housing sector in 1980 would be off

15 percent from 1979. We were further assured by Government

officials-and, I might add, Treasury officials-that they recognized

what they did to us in the 1974-76 period and certainly did not

expect the Senate to do the same thing again.
What has really happened? Exactly the opposite. Higher and

higher interest rates have essentially reduced the homebuilding

industry to the 1974-75 situation and appears headed for drastically
worse.
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High interest rates will discourage those who have a choice
about borrowing. For those with certificates of deposit, high inter-
est rates may a pear to be a blessing.

Many small businesses were heavily in debt when the Govern-
ment decided to make us pay for their sins. Interest rates went
from 10 to 15 percent. The man who was already heavily in debt,
found his debt service increased by 50 percent. He could not pay
out a debt when the rate was 10 percent. Now he may not be able
to survive the 15 percent.

If he does manage to stay in business, his customers will ulti-
mately have to pay this high debt service cost. As always, the
consumer pays the bill.

Recommendation three, estate tax law changes were also a prin-
cipal concern to the delegates. Indications are that four out of five
business ventures fail during the first year. Those hearty, innova-
tive ones that survive employ 59 percent of the work force accord-
ing to the Bureau of the Census for the year 1975 and produce 48
percent of business in gross national product.

These businesses also pay taxes, yet these closely-held small
firms quite often are destroyed by estate taxes when a principal
dies. In my own experience, we have had many good customers
who were ruined by the estate taxes.

Senator BYRD. And inflation, I might add, is going to accentuate
that.

Mr. DoYL. Yes, sir.
Senator BYRD. This committee held hearings on that question

this past Monday.
I think it is an extremely important area in which both Congress

and the general public should become more interested.
Mr. DoYLE. Well, what happens is when they settle the estate

taxes, for one of the principals, they never have sufficient cash flow
to pay their bills and operate the company.

The alternate would have been to liquidate the company during
the life of the principal, thus destroying jobs and productivity or
sell into a large company.

Certainly, our estate tax policy is a disincentive to initiative and
productivity. We urge action which would help these small family
enterprises survive. They are one of our Nation's great resources.

Recommendation four, fmally, there were strong outcries by the
delegates to reduce the oppressive hand of Government on small
business through excessive regulation. During the debates in Con-
gress as to whether or not to help Chrysler, the point was made
that, because Chrysler was so much smaller than Ford and General
Motors, the cost of complying with regulations was much, much
harder on Chrysler.

This is true. Carry that argument to its logical conclusion and
imagine how the inequity multiplies on those of us who are truly
small business.

A 200-pound man riding a horse is reasonable. On a pony, the
burden is unbearable.

We are the ponies of the manufacturing industry. We urge
prompt and decisive action to remedy these inequities.

There are 14 million small businesses in this country. They are
owned by 40 million people who are awakening to new hopes and
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expectations as a political entity. Drastically reducing Government

regulations that are unneeded and placing others under sunset

review would be greatly appreciated by this large group of deserv-

ing constituents.
Gentlemen, in conclusion, let me point out to you that the theme

of the recommendations is for less spending, less Government, less

regulation, and a balanced Federal Government. The only request

for more is not a budget item. What we want, simply, is more

economic freedom.
Individual freedom is worthless without it.
Our Nation was founded on these principles, and we urge you

and Congress to help us reclaim these ideals.
Thank you, sir.
Senator BYRD. Thank you, Mr. Doyle. The logic and philosophy

that you have expressed and summed up in just those few words at

the end are so compelling that I feel that they will not be very well

accepted around Washington.
But I think the trend is going more in the direction that you and

the other memb 6 rs of that 1,700 member group have expressed-it
is important that many of these recommendations be adopted. I do

not think all of them can be adopted, and certainly it will take

some time to adopt any of them.
But I think it gives a good working paper for the Congress. I

would hope that some of those, the major ones, at least, could be

enacted this year.
I think the political climate is ripe for some changes this year

along the line recommended by the White House Conference on

Small Business, and I am impressed with what you told the com-

mittee that all of the members of that Commission came here at

their own expense and did not bill the Government for the cost of

coming to Washington. I think that is an example that, if utilized

by other groups, cguld have a very salutary effect throughout our

Nation. I think Washington has got to start setting examples, and

that is one good example that your group has established and I

want to commend you and the other members for taking that

action.
Thank you.
Before calling on the next witness, in looking at your figures, on

profits of manufacturing corporations, there is one optimistic note,

think, that the effective tax rate in the first two categories, those

under $1 million in assets and those between $1 million and $5

million in assets, has been reduced to a degree by 2 percentage
points in the first bracket and about 4 percentage points in the

second bracket.
Now, the other two go up some.
Mr. DOYLE. I might point out, though, that that was during the

1974 to 1975 period and you can see that there is some probably-
these companies were not as profitable during that inflation fight-
ing period, which could have reduced those figures.

Senator BYRD. I see, yes. I had not taken that into consideration.
Mr. DOYLE. I think there is one other point that you might want

to say too, and that is that the figures from the very lowest-say in

1976, the effective tax rate on the small business and the biggest

companies is fairly uniform, whereas in every other sector, we have
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got a graduated income and supposedly it is higher on the higher
earning groups, but it does not work out that way.

You are paying the smallest company is paying just as much
effective tax as the biggest.

Senator BYRD. Well, according to these figures, they are paying
more. The effective tax, say, you take on those in $1 to $5 million
of assets, the effective tax in 1976 was 42.6 percent and over $10
million in assets, it was 35 percent.

Mr. DoymL. Precisely. I was taking the bottom group and the top
group. It works out that the two who are penalized the heaviest
with taxes are the two middle groups, really. The group from $1 to
$10 million in total assets are paying the highest bracket of taxes.
.The lowest and the highest are paying about the same and those

in the middle are paying more.
I think that the reason is--
Senator Byiw. Why is that?
Mr. DoYLE. I think as you pass through a stage into a more

productive area, your profitability increases, but you have not
reached the point of being able to afford the many perks, so to
speak, that might hold taxes down. You are probably more efficient
at that point. You do not have as much overhead, and they have
not really become as bureaucratic .and involved and I think they
just do not have the means of deferring, delaying and protecting
their revenue.

Senator BYRD. Thank you.
Mr. Romano?

STATEMENT OF FRANK C. ROMANO, JR., PRESIDENT, AGAWAM
ASSOCIATES, BOSTON, MASS.

Mr. ROMANO. Good morning, Mr. Chairman. My name is Frank
Romano and I am president and treasurer of AGAWAM Associates,
a direct response marketing advertising agency located at Rowley,
Mass. of approximately 3,200 people about 35 miles north of Boston
on the coast.

Senator BYRD. Excuse me, 3,200 people?
Mr. RoMAwo. 3,200 people, yes.
We employ 65 people and we had sales last year approximating

$3 million.
I am also a member of the board of directors of the Small

Business Association of New England and I was a delegate to the
White House Conference on Small Business appointed by my Con-
gressman, U.S. Congressman Nicholas Mavroules.

I would like to say in beginning that I fully agree with my fellow
delegate, .Wilbur Doyle, in his testimony and would like to submit
my statement for the record and take my allotted time to give a
brief case 'history of my own personal experience in small business
because, again, I fully concur with Mr. Doyle in his comments.

In 1973, I left IBM, determined to go into small business. Prior to
that, I had worked for them for 6 years after graduating from
college except for a year and a half leave for service in Vietnam
where I had sufficient time to decide what I wanted to do with the
rest of my life.
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I determined that it was to get out of big business and get into
small business. But I found out very quickly that that was a lot

easier said than done.
My total savings at that point had been $30,000 through an

employee stock option plan that I was able to save. But I still was

determined to get into small business and I finally found a compa-

ny in 1973 and when I found it, the biggest single problem I had

was that of capital formation.
Where would I find the money to buy the company with only

$30,000?
The first thing I did was go visit many of the local savings banks

and commercial banks, and I was turned down. Further, the-co - -

pany that I wanted to buy was owned by a gentleman who had

founded the company. He was 67 years of age and he, himself, had

had a problem with capital formation because he had been profit-

able for 20 years but as time went on and technologies changed, he

was not able to get the money to buy the equipment he needed to

continue to have a profitable business.
This is where I entered in on the scene.
I attempted, as I said before, to visit the banks in the area, to

visit the banks in the outlying areas, with no success.
Finally the bank in a neighboring town, after several visits to

them, said they would lend me $50,000 and, with my $30,000, I

would use that to buy the company, hopefully. However, after 2

weeks of not hearing back from the bank after they had verbally
committed, and I called him, and he said to me they had decided

against the loan because there was too much of an age difference
between the founder, who was 67, and at that time myself, 30 years
old.

And we never thought we would ever make it.
Well, Irving Lippoldt was with me until last November when he

passed away at 76 and had been a major contributing factor to our
success to date.

As we continued to grow, then my only alternative at that point
was where did I get the money to buy the business? There did not
seem to be any way, so it seemed like my dream of getting into

small business was going to go down the drain.
But I finally met with the creditors, because business had been

getting worse again because Irving could not get any dollars, and
they owed approximately $150,000 in trade debt to both creditors
and to the Federal Government and State government for Federal
withholding taxes.

I agreed to personally assume that debt, along with that $30,000
and a 5-year employment contract with the founder, and that is
how I bought the company. And that was a beginning, really, of
where we started.

The next step was where do you get the growth capital to contin-
ue to S'ow?

Agidn we went back to the banks and again we were turned
down. T. me after time, I found myself spending most of my time
traveling, looking for money to such a point that I had to hire a
general manager to run the company because I was no longer able
to do it because I was on the road, willing to go visit anybody who
would lend us money at any price at any term.
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I remember when prime, I think, was at 6 or 7 percent, if
somebody would lend me money to buy a piece of equipment at 18
percent, I would sign up so quick the ink would not dry.

That is really, I think, the problem of most of us small business-
men. We just do not have a source of capital and as we look back
at that time, as I say again, in looking--

Senator BYRD. Which of these proposed changes in the tax laws
would have helped that particular situation?

Mr. RoMANo. Well, there are a couple in front of you today,
Senator and one, of course, would be possibly participating deben-
ture. We would have been able to go out and get other investors to
come in to lend us money because of the tax advantage they would
have got to help us get started.

Possibly I could have got another businessman who was in a
similar business to merge with us, or to sell his business and to
enter into this business if the capital gains rollover was in effect.

I could have possibly bought some used equipment, if it went to
$200,000, the investment tax credit. However, that was not the
major issue because most used equipment is difficult to finance and
we only bought new equipment because the company who sold it to
you would finance it, in most cases.

So those are two direct bills that I see, and tax incentives so at
least I could have gone out and got people to come in. Also expand-
ing subchapter S from the 15 to 100 potentially- would have given
me another area to look at for asking people to invest money.

Senator BYRD. Tell me again, what is your business?
Mr. ROMANO. We are in the direct response advertising agency,

Senator.
Senator BYRD. Direct response advertising?
Mr. ROMANO. Yes. We service Fortune 500 companies and our

largest client is General Electric, et cetera, and that is the kind of
companies we deal with in our small company.

But the biggest problem it seems like always was Fridays with
me, because Friday was payday and I tell you, you know, it is
amazing, that I was coming down on the plane today and I said,
toda is Friday and I am still, you know, it leaves an everlasting
mark on your mind because when you are struggling for every
dollar to make it, and that is one day I think I will hate the rest of
my life.

So I found that, again, getting money was just so difficult, and it
was only through personal rapport with the local banker and costly
going back to him that I finally convinced the local savings bank
because we had made our mortgage payments for the first year and
a half to give us an additional $60,000 and then another $60,000
which made the biggest single loan they had on their books.

I was later to find out that before he was a bank president he
was a small businessman, and that was the only thing, I think, I
had going for me.

Subsequent to that, to continue our growth, we finally were able
to get a $350,000 line of credit in anticipation of a Farmers Home
Administration Government guaranteed loan.

This is basically how we structured the capital formation to get
where we are today and I say at best we were trul a to ly
undercapitalized company and we are here today only because, in
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my opinion, of luck and just plain tenacity, which just seems to be

one of the underlying strong points of a small businessman.

It has been said what we lack in intelligence we make up for in

persistence. That also reminds me of a story at IBM when I first

joined the company, they told tne story of Tom Watson when he

was first starting the company, he visited several New York banks

asking to borrow $10,000. He was subsequently turned down by all

the banks.
He made the trip again and was turned down again. On his third

trip to one of the bankers, the banker said, I will lend you the

$10,000. He said, it is not because I think your statement is any

better than it was the first two times. He just said, I think anybody

who is that persistent will probably make it.
In looking at some of the other alternatives we pursued-and,

believe me, we looked at every alternative, government guarantees,

anything, and one of them was the industrial development bond

program that Congress had passed in the 1950's and approximately

38 States have passed that enabling legislation.
It would allow small business to borrow at a reduced prime rate

because of the favorable tax-exempt status of the bond. You could

borrow at 4 and 5 points below prime over 20 or 30 years.

Now, we worked very hard to get the little town of Rowley at the

town meeting to convince them that this was a good program for

small business and, after a year of lobbying with the town fathers

and the various townspeople, we were able, at a town meeting in

May, to get them to pass the enabling legislation and we then had

an industrial revenue bond program.
However, I then came to the rude awakening of, who would want

to buy AGAWAM Associates bonds?
We are not a publicly traded company. We have no rating. So

really the program that Congress put into effect and originally it

said that Confress intended primarily to aid small businesses, but

critics of IDB s contend that, instead, big and well-heeled compa-

nies are getting away with the liberal use of such financing breaks.

And I think there is no question that that is exactly what is

happening and a year and a half ago Congress upped the program

from a $5 million limit to $10 million.
I basically think the program is an excellent program to stimu-

late business and I do not think it should be taken away from big

business. All I think should happen is that small business should

be allowed to access a program like that that would help them to

get capital at a reasonable rate over a long term.
In discussing this program with a friend of mine whom I ran into

from Solomon Brothers, an investment banking firm who showed

some interest in me only because his brother was a small business-

man, came up with an idea that if we could attach a Government

guarantee like the SBA, Farmers Home or EDA to this program,

then the bonds of a small businessman would be marketable and

he could borrow money and get into a program that has proven

very successful.
And I proposed that at the White House Conference regional

delegation for the New England delegates, and it was voted No. 4

in the area of capital formation.
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We presently hope to draft a bill and submit it to this session of
Congress. We are having Babson College in Wellesley, Mass., do an
impact study on it. But it is one of the areas that I feel that
certainly, at least in my personal experience, could have been a
great help if we could have gotten the dollars.

I think in ending, I would like to say that the first English
settlement in America, Jamestown, was established in 1607 by
small businessmen and in 1776, when a new Republic, or Common-
wealth, was born, it was a system of government fitted to a spirit
already developed: risk-taking, independent, innovative.

The simple premise was that if Americans were left free to
improve their lot, they would figure out how to do it, and Arthur
Levitt, chairman of the White House Conference on Small Business
stated, "Small business wants less, not more."

Senator, I hope your earlier comments this morning as to was
the White House Conference nothing but a PR stunt will certainly
be borne out in the next few years.

I think that there are a lot of us, I am sure, like Mr. Doyle and
myself, who are going to make very sure that was not just a PR
story.

Senator BYRD. That is fine. That is a good statement that you
made and I am most interested in your experience.

I do have to part company with you, however, on the Industrial
Development Bonds. I think there has been a lot of abuse in that
program.

I do not know why lawyers and doctors, for example, should
build their office buildings with tax-exempt bonds. One of the large
savings and loans in the area where I live is building a new
building with tax-exempt bonds. I frankly just do not approve of
them, so that is one part of the White House Conference that I
cannot go along with.

Mr. RomAmO. Well, Senator, I would agree with you. I would say,
though, if the programs are made available for big business then at
least small business ought to get its share of it, or if you feel, as I
do-

Senator BYRD. I do not think it should be made available to any
of them.

Mr. ROMANO. Then we should do away with the program.
Senator BYRD. I have consistently voted that way. I have voted

against increasing the amounts. I think, when I first came here, it
was about $1 million. Now it is up to, what, $10 million?

Mr. ROMANO. It is up to $10 million now, yes, sir.
Senator BYRD. Thank you.
Mr. Perkins?
Mr. PzRmNS. Thank you. It is a pleasure to be here.
There is probably a little confusion as to whether I should have

been on the first panel because I do represent the National Ven-
ture Capital Association. On the other hand, I have been an entre-
preneur and small businessman so maybe I am on the right panel.

Senator BYRD. You would work in either or both places. You may
proceed.
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STATEMENT OF THOMAS J. PERKINS, NATIONAL VENTURE
CAPITAL ASSOCIATION

Mr. Pm=xmrs. I would like to comment on several of the bills that

are before you and particularly S. 2239, which is the incentive

option bill, but I would also like to talk about 487, the tax credits;

653, rollover; 2136, the reduced corporate tax rate; and 2168, the

subchapter S corporations.
As I said, I am a practicing venture capitalist and I am primarily

active in the high technology area and mostly in northern Califor-

nia. I got started as the inventor of one of the early kinds of lasers

and subsequently I have been involved in computers and, more

recently, in molecular biology.
My partners and I are active investors in about 20 companies

and the National Venture Capital Association consists of some 80

member firms which are like ourselves and involved in new ven-

ture formation and the development of high growth, innovative

companies throughout the United States.
I would like to point out that venture capital investment in total

dollars is under $1 billion per year, so we are not in terms that the

Government talks about, it is not a lot of money, but the multiplier

effect on venture capital investments is absolutely enormous and to

give an example, the little laser company I started with $15,000 of

savings in effect today is a $100 million business.
Sir.iilarly, the computer company we started in 1974 with $1

million is currently running at over a $100 million rate.
And if you look at the so-called Silicon Valley in northern Cali-

fornia, which is an enormous industrial complex now, representing

the heart of the semiconductor industry and the computer indus-

try, that has largely been started-all of those firms as you drive

up and down that area-have been started by venture capital

organizations.
A recent study showed that for every dollar of venture capital

invested from about 1955 to 1975, the period that we did this study,

for every dollar invested, there is a stream of tax revenue to State

and local and Federal governments of 30 cents per year, forever.

It really is the golden goose.
Our association has had the restoration of incentive option as

one of its highest priorities for several years. Now, we personally

do not ever get incentive stock options but it is a tool that we need

for the formation of ventures and the tax changes of 1976 eliminat-

ed options as one of these tools for the building of new companies.
Now, typically, the businesses we finance, we think they have a

lot of potential but they involve a great deal of risk and in order to

attract the technical and management talent away from the large

companies and into these small, higher risk businesses, we need to

offer some incentive and our experience in offering the only stock
options that are now available, the so-called nonqualified options-
theare the only ones that exist since 1976-has been very bad.

The reason is that the present tax law taxes the difference
between the option exercise price and the market value at the time

of exercise as income, and it requires that a regular income tax be

paid at the time of exercise.
Senator BYnw. Well, that would be a disadvantage, it seems to

me, rather than an advantage.
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Mr. PmEmNS. That is right. That is the present situation.
If we Start a company and give individuals a stock option, let us

say,, at $1 a share and theu downstream the individuals exercise
thope options at, let's say, $5 a share, they have just bought the
stock, they then have a paper profit, supposedly, of $4 a share on
which they have to pay tax as regular income at the time they
exercise the option.

That is the present law.
"Senator BYRD. It is not a capital gain, it is ordinary income?
Mr. PERKINS. It is a regular income tax.
Now, frequently the individual does not have the money rely to

pay that tax and also to exercise the option in the first place, so he
has to turn around frequently and sell the stock he has just
bought, or a portion of the stock he has bought, in order to pay for
the exercise and to pay the tax which is a disincentive. It is exactly
the reverse of what you would want.

You would like him to be acquiring ownership in the enterprise
and being more closely coupled to it and, instead, you have encour-
aged him to do just the reverse.

Senator BYRD. How would you change that?
Mr. Pm NS. I will get u to that, but what we are suggesting is

going back to the way it was really before 1976 and, in fact, all the
wayback to 1964 and I will explain how that would work.

But you know, there is really something that is much worse.
Going back to my example of the stock at $1 and then being
exercised at $5 and the tax having to be paid on the $4 of profit,
now let's say that the stock loses its value. Something goes wrong
with the business and that value goes back down to $1 or maybe 50
cents or 10 cents. So there really was not any profit. In fact, there
was no profit. He still has to pay the tax.

The tax is due at the time he exercises the option.
Senator BYRD. He has already paid the tax by that point.
Mr. PERKINS. He has paid the tax, but he never had the profit.
Senator BYRD. He never has the opportunity to recover that if it

goes down.
Mr. PmKINs. That is correct.
Now; the curious thing is if the corporation is a profitable corpo-

ration and paying taxes at the corporate rate, it gets a deduction
equal to the tax that the individual paid.

The theory there is that if it is income to the individual, it must
have been a wage paid by the corporation. So it is a deduction for
the corporation.

So the net revenue to the Treasury is zero, or essentially zero.
Senator BYRD. What year was that done?
Mr. Piums. 1976.
Senator BYRD. That was a great year, was it not?
Mr. PmKIS. A great year.
So I want to emphasize that the revenue to the Treasury is zero

under this situation.
So there are some horror stories. I am a director of a corporation

that had executives who were officers of the corporation and there-
fore under the SEC rules when they exercised an option, that is
considered the purchase of a stock. By law, they were not able to
sell any of that stock for 6 months-this is an SEC rule.
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In that intervening 6-month period, the stock market collapsed. -
The stock dropped below the price that they had ,arcised the

option and they had to ay the tax anyway.
* Well, horror stories like these are common and they have given

the nonqualified options a very bad reputation, as you night

Iknow of very few venture capitalists who any longer attempt to

use them. Instead, we have to pay salaries competitive with, or

usually higher than that offered by the less risky, larger firms, and

this has had an inflationary effect on getting the new venture

started.
It used to be that typically you might be able to, get a top

individual, a top manager, out of a large company and possibly he

would accept the job in the new enterprise for about 80 percent of

what he had been making in the big corporation in return for a
ignicant stock option.

B presently, in order to get him, you would probably have to
pay a 20-percent premium in order to attract him away from what

he ismaig
Now, that is a 40-percent cost, inflationary effect, in starting

these new ventures. •
So even though the rollback in capital gains taxes in November

of 1978 has been of tremendous benefit to us in formig ventures,

still we are getting less bang for the buck, so to speak, because we

are having to pay higher wages on day one.
If we could have the return of these incentive options, we would

be way aheacL
So we urge favorable consideration of S. 2239 which would return

the options to the status as it existed in 1964.
Senator BYRD. How did they work in 1964?
Mr. Pzwns. Let's go back to that- example of a $1 option exer-

cised-the individual has many years over which to exercise it.

Let's say that this stock value goes up to $4 a share and he

exercises it.
Nothing happens until he sells the stock.
Now, let s say he sells it at $10 a share. He then pays a capital

tax othe difference between $1 and $10 so he pays a tax on

Senator BYnD. To me, that seems reasonable.
Mr. PiwNs. We think so, too.
The amazing thing is that the impact on the Treasury is positive.

I think maybe this is a first.
We are here to propose something that will actually increase the

revenue to the Treasury.
Mr. BYzD. Does the Treasury approve it?
Mr. PzumNs. Treasury has studied this, and agrees with us.

Senator Bmw. Treasury does?
Mr. Paxns: The Treasury has studied this and agrees with us,

yes, indeed. .
The Congressio Joint Committee on Taxation asked the Tress-

urv to look at this and the results have come in that it would,

beehave a positive effect, and-the reason ms very simple, that
the corporation would no longer have the deduction that it present-
ly has under the present law.

63-7ff 0 - Wo - 31
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You might say this is good for- the Treasury, it is good-for-the
venture capitalists, it is good for the individual. Who is losing?

Nobody is losing. Even the shareholders of the corporations are
in favor of this change for the very simple reason that if you are
going to use stock as incentives for individuals, the fewer number
of shares issued will minimize the dilution. So if it is possible to
give the individual more that he can really keep, you will not take
as many shares if it has a more favorable tax treatment to the
individual.

Senator BYw. More? I do not follow you how you are able to give
the individual more than he can really keep?

Mr. PERKINS. No; he is able to keep what you give him. Maybe I
said that wrong.

In other words, if 100 share stock option will give the individual,
let's say, $10,000 over a reasonable period of time, just to use some
numbers, under this tax treatment that we are proposing, he would
be able to get the $10,000 with a fewer number of shares because
the taxes he would pay would be lower.

So this is less dilutive to all the shareholders and therefore they
are in favor of it.

Now, why did the law get changed in the first place? Prior to
1964, the marginal tax rate on earned income was 90 percent and
the maximum rate on long-term capital gains was 20 percent.

So pressure existed to provide compensation in the form of op-
tions and there were a few documented abuses where individuals
were really being paid a salary sort of in the form of stock options
because of that tremendous tax difference between the 90-percent
rate and the 20-percent rate.

But things have changed. Now the marginal income rate on
earned income is 50 percent and the capital gains rate is presently
at 28 percent and if under the rules we are proposing we go back to
a 2-year holding period before the capital gain would be reatized-
the pressure, of course, would be tremendously reduced, and also
the Securities and Exchange Commission over these many years
now requires shareholder approval of all options.

So it is a very democratic thing and we do not feel that-there
really would be abuses.

Senator Byiw. Well, under the original proposal, it works so long
as the market was going up but if the market went down 'then
it-

Mr. PERKINS. That is right, and of course, under any proposal
that is true. Just stepping back and looking at the whole thing, we
are trying to start companies that will grow and become larger
companies. We like to think that we are starting large companies
that are just little when we start them.

So if they do grow, and if we are able to attract these kinds of
individuals, presumably the value of the stock will go up and they
will profit. If it does not happen then they exercise-

Senator BYRD. You consider it a tax shelter, so to speak?
Mr. PzWUs. No; it is not a tax shelter in any way. It is using

the capital gains idea rather than a salary idea to provide an
incentive for individuals to stay with a firm and to work especially
hard to cause the firm to grow.
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Senator BYRD. I guess there is this difference, though, is it not?
When the stock is sold at capital gains tax of, say, 28 percent,
whereas if it were paid in salary it would be at a rate of 50
percent?

Mr. PERKIs. Yes, that is true.
Senator BYRD. So you have got that difference between 28 per-

cent and 60 percent, I assume.
Mr. Pzms. That is true, but if it is paid in salary, the corpora-

tion is taking a deduction equal to the tax that the individual is
paid so that the income to the Treasury would-

Senator BYRD. Would be the same or greater?
Mr. P=xKNs. It would be greater than what we are proposing,

significantly greater.
Senator BYRD. Yes, it would.
Mr. PmUCim. So it does have a positive impact.
I see I have used up my time. Th. other tax proposals on your

agenda we are in favor of all of therl. I think that the important
thing is that even those that do have a negative impact on the
Treasury, it is very small. We are talking about very, very small
numbers and to the extent that it encourages venture capital for-
mation, I think you should bear in mmd this huge multiplier
effect, that every dollar of venture capital can create out into the
future. So that we strongly encourage the passage of this bundle of
tax measures.

Senator BYRD. Thank you, sir.
Mr. PERmKs. Thank you very much.
Senator By"D. You know, they say there is a silver lining to

every cloud and I can think of a silver lining to the 1969 and 1976
tax reform legislation. As a result of those two pieces of legislation,
it has been a couple of years since I have heard the words "tax
reform" mentioned around this place.

The bloom is off the rose on tax reform. People have found out
that tax reform means a tax increase.

Every speech I have made to the people of Virginia recently I
have been telling them to be very careful, very careful, of any
legislation with the word "reform" in it, because they are oing
get hurt by it, one way or another, whether it be tax reform or
welfare reform or labor reform or what have you.

The average citizen is going to bear the brunt of it.
I think this has been a very helpful hearing. The committee

appreciates each of your being here today and wants to thank you
for the time and effort that you made.

Thank you, and the committee will stand in adjournment.
[The prepared statements of the preceding panel follow:]
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SENATE FINANCE COMMITTEE

HEARING ON SMALL BUSINESS MATTERS

Statement of

Gilbert V. Levin, President

Biospherics Incorporated

Rockville, Maryland 20852

March 28, 1980

SUMMARY OF PRINCIPAL POINTS

S.1860 and related tax bills foster innovating small business as means

toward returning technological leadership and economic progress to

U.S.

2. The Bill(s) should define the size of a "small business." A size limit of

$50 millicn per year is revenues and/or 1,000 employees is

recommended.

3. Regulatory reporting has become unduly costly to small innovative

businesses. The new Bill(s) should carefully control reporting to stop

excessive proliferation demanded by Agencies.
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Senate Finance Committee

Hearing on Small Business Matters

Statement Of

Gilbert V. Levin, President

Biospherics Incorporated

Rockville, MD 20852

Dirksen Senate Office building

March 28, 1980

Mr. Chairman and Committee members, thank you for inviting me to

appear before your Committee on behalf of innovative small businesses. I

am President, Chairman of the Board and Founder of Biospherics

Incorporated, a small company dedicated to innovative products, processes

and services in environmental science and public health. Our innovations

include a method for the treatment for municipal wastewater, instruments

for monitoring wastewater, a rapid method for the identification of

infectious microorganisms, an instrument to measure oil pollution, a

patient education kit for the recovery of heart attack victims and a li'e

detection experiment landed on Mars in the NASA Viking Mission.

For approximately two years now, I have participated in studies of

the problems besetting innovative small businesses and the decline of

innvation in the United States. I was. a member of the Small Business

Administration Advocacy Task Force and helped draft its report, "Small

Business & Innovation," which your Committee received and published in

the First Session of the Ninety-Sixth Congress. I am Chairman of Region

III of the National Council for Small Business Innovation.

On March 1, 1 testified before the Senate Small Business Committee

In support of S.1860, the Small Business Innovation Act of 1979.
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In summary, Lreported that the Bill will:

(1) help return technological leadership to the United States,

(2) help control inflation,

(3) produce new jobs,

(4) reduce unemployment,

(5) improve the quality of jobs,

(6) improve our quality ot life,

(7) help off-set the adverse balance of payments in foreign trade,

(8) greatly improve the efficiency and cost-effectivness of

Government procurement,

(9) provide more tax revenues, and

(10) improve the international stature of the United States.

And further, I believe these desirable affects can be obtained without

any adverse impact on our environment or health. Indeed, one would be

hard pressed to find the "risk" for a risk-benefit analysis.

There is something very surprising about the basis for this Bill. In our

Task Force and in groups which prepared other reports on the subject, there

is virtually no disagreement with the above points. Thus, there is

remarkable unanimity on this subject. Certainly, the American people

regard small business and irnovation as time-honored, essential ingredients

of the American dream, history and heritage. In fact, the only opposition I

have heard is that from the Treasury Department which, apparently, must

wear fiscal blinders to the fact that minor tax incentives to small

innovative businesses and investors in these businesses will result in a very

large increase in the tax base provided by these companies.

I have heard Department of the Treasury testimony regarding this

Bill in our own Task Force meetings and before the Congress. In each case,

the provisions proposed to give tax concessions to small innovative
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businesses have been opposed. However, the half-hearted way in which

these negative testimonies were delivered clearly showed that the Treasury

representative was under "marching orders" to resist any and all proposals

in the tax area. When asked for specific positive suggestions, they had

none to offer. They contend that the chief concern is to treat all taxpayers

in "a neutral manner." 1 think the Treasury Department has missed the

point of the proposed legislation. The point is not to provide tax

advantages for small businesses and its investors because small business

deserves it. The point is that the United States is in dire trouble because it

has lot technological leadership - innovation has been declining for a

decade. The law of supply and demand, fortunately, applies. The present

business climate simply does not foster innovation. It is essential that the

climate be made favorable. Thus, if the tax situation constrains

innovation, as our findings indicate, it is logical to consider tax changes

that wi!l increase the supply of innovation. The real objective is not to

help small business. The objective is to help the United States. Small

innovative business can do that, but it requires inducement. Thus, if

innovation is essential, those aspects of the tax policy which inhibit it

should be modified. The Department of the Treasury should not forget that

it is a 50% partner in all profitable businesses. Thus, for an insignificant

investment, relative to the Federal budget, the Department of the Treasury

could reap highly significant rewards relative to the National debt. This

has been clearly shown in studies which have documented the extraordinary

record of small innovative businesses in creating taxable jobs, reducing

unemployment, bringing overseas dollars back to the U.S., earning profits,

and paying taxes.

There is one major problem with all of the Bills aimed at aiding small

innovative businesses. ;186Othe Small Business Innovation Act of 1979,
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unfortunately does not approach the matter of small business size but

allows that determination to be made by the SBA. Senate Bills S.2136,

S. 19679 S.1481, S.653, S.487, S.I 10, S.2152, all of which you are considering

here, are affected by any definition of "small business." No attempt at

making the various Bills consistent with respect to defining small business

size is evident. Some of the Bills omit any mention of size and S.1860,

assigns this responsibility to the SBA. On the other hand, S.1481 defines

"qualified small business" as "any domestic trade or business. . . . the

equity capital of which does not exceed $25 million . ". S.653 defines

"small business stock" as being stock issued by a corporation "the eq, ity

capital .... of which does not exceed $25 million." The same definition is

in S.487.

Because the size standard determination currently administered by

the SBA has caused so much confusion and objections among small

businesses and contracting agencies alike, the SBA, last year, undertook to

develop new size standards. In response to an SBA notice in the Federal

Register last November, 1 submitted the attached letter to Mr. Kuhik of the

SBA. My recommendation was that the small business size standard be

raised to an average of $50 million in revenues per year over the latest 3

year period and that the size standard be reviewed every 5 years to allow

for changes in the business world. Since the existing SBA standards involve

both revenue amounts and numbers of employees, I also suggested that the

average number of employees over the preceeding three years not exceed

1,000 for a company to qualify as a small business. Alternatively, I

suggested the SBA might wish to apply both standards.

We waited hopefully over the months. On March 10, 1980, the Small

Business Administration published its advanced notice of proposed rule

making on size standards. In case you missed this remarkable document, I
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am attaching a copy (Attachment 1). Contending that the proposed ruling

"constitutes a step toward the simplification of Government," the SBA

proposes to decide which of 726 categories of small business to apply to

each small business and to each set-aside contract proposed by any and all

Government agencies! The proposed rules fail the current needs of small

innovative businesses on three important fronts: (1) They are overly

complex, (2) they give the SBA discriminatory power over all Government

agencies contracts with small firms, and (3) a great many of the standard

sizes posed are too small for today's world. The fact that the SBA thought

it necessary to publish six columns of questions and answers relating to

interpretation of the proposed regulations attests to its complexity.

In proposing 726 small business size standards, the SBA carefully

footnotes that they do not constitute all U.S. industries! However, the

place to examine t.he proposed rule is in the "Philosophy of Size Standards"

published with it. The size standard proper is aimed at "promoting

compStition." SBA looks at what constitutes a small busirrss in the light of

its respective industry - as the SBA sees it. To solve the problems we are

addressing, a small business size should be determined with respect to its

place in the overall economy. The problem we are addressing for small

innovative business is survival, survival against competition from the 31

firms getting 60% of all Federal R&D monies, survival against unfair

competition by Government agencies, survival against cash-guzzling taxes,

and even survival in the face of the SBA. How will competition be aided,

how will innovation be served in the following scenario which could occur

under the proposed regulation?

The EPA issues a small business set-aside Request for Proposal

for development of a new waste treatment plant for farm waste
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products. The ultimate authority to determine the category under

which the set-aside will be issued is the SBA. Let's examine the

discretion which the proposed size standards would give the SBA

bureaucrat. A careful scrutiny of the size standards category

schedule shows there is no single appropriate category for this

important area of innovative technology. However, since the size

category schedule must be used, it is possible to distort the following

categories to accommodate the proposed project:

Category Size Standard
(maximum number of employees)

7391-Research & Development 100
Laboratories

8911 -Engineering, Architectural & 50
Surveying Services

8091-Health & Allied Services 100

Not Elsewhere Classified

4952-Sewerage Systems 50

5084-Industrial Machinery & 20

Equipment

3499-Fabricated Metal Products 200

Not Elsewhere Classified

3569-General Industrial Machinery 200

Not Elsewhere Classified

3599-Machinery, Except Electrical 100

Not Elsewhere Classified

3629-Electrical Industrial Apparatus 1,000

Not Elsewhere Classified

3699-Electric Machinery, Equipment 250
& Supplies, Not Elsewhere
Classified

Some of these categories are from inappropriate "Divisions" of

categories, but the Divisions will have to be stretched to accommodate

the real world. Thus, the bureaucrat can elect to classify the set-



487

aside such that the maximum company size can be established

wherever he likes between a minimum of 20 to a maximum of 1,000

employees! However, in the event this does not offer him enough

latitude in other cases, he carefully has imposed a Catch-22 into the

regulation. It is category 8999-"Services Not Elsewhere Classified."

Were he to get specific enough about interpreting almost any detailed

procurement, he could make it fall into this category - and limit the

size of the company which could respond to the small business set-

aside to 25 employees. This system ts so arbitrary that it would

inflict a greater unfairness than would the designation of an

appropriate single size standard for small business.

This constitutes a new intrusion by the SBA into small business

affairs. I am not conerned with its administration of size standards with

respect to its "assistance" programs. I have long since learned to look

elsewhere for assistance. But I am deeply concerned to think the SBA now

proposes to decide who may bid for contracts awarded by other

Government agencies. At revenues of $5 million per year, I find it hard to

imagine that our company is now too large to be eligible for many

contracts in a number of its activity areas. Yet, this would be the case

were the SBA proposed size standards adopted.

I urge that the Bill or Bills, not the SBA, define the term "small

business." I recommend $50 million in revenues per year and/or 1,000

employees, both averaged over a 3 year period as a realistic, simple size

standard for today's world. In its now famous study, the National Science

Foundation found that half of our most significant new industrial products

and processes came from firms with up to 1,000 employees. Firms having

up to 100 employees contributed 24% of these irnovations. As seen in my
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hypothetical example, which will become real life should the proposed size

standards be adopted, most of the innovative companies could be

eliminated from consideration for set-asides. I do nut believe this your

objective.

The final specific item I wish to call to your attention is that dealing

with regulations requiring reporting by small businesses. Congressional

Acts, of course, require that the responsibility to administer the new law

be given to an Agency. It, therefore, seems perfectly reasonable that the

Bill contain language such as, "the Agency shall issue whatever regulations

it deems appropriate to administer the Act" or words to that affect. This

seems reasonable language, but, when interpreted by unreasonable

bureaucrats, it is construed out of all intent of the Congress. To illustrate

this matter, I have had a list prepared of the reporting that our small firm,

grossing just $5 million in revenues per year, must submit in the course of a

year (Attachment 2). 1 suspected the reporting problem was getting worse,

because, increasingly, when I needed accounting information. I found it had

to be delayed because our people were preparing Agency required reports

to meet deadlines. But, even I was surprised to learn that, in the course of

last year, our company prepared 130 such reports totalling 315 pages. One

of the most difficult is the "Small Business and Small Disadvantaged

Business Contracting Plan Report." This extensive report requires we

obtain information on matters not within our corporate purview.

Responding to these requirements has become very costly and interferes

with the close day-to-day attention management must give to a small

business. I ask that you car,.fully consider this problem whenever you are

tempted to insert words such as "the Agency shall make appropriate

regulations... ." and that, instead you indicate precisely what reporting is
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required - and keep it reasonable.

1 think that the Bills under consideration, hopefully with the changes

suggested above, would have a major, positive impact upon small innovative

businesses and, in fairly short order, would become an important factor in

returning technological leadership to the United States. With other

appropriate actions by the Congress, this all-important objective can be

achieved in time to prevent the progressive decline of our quality of life to

the point of no return.
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ATTACHMENT I

Monday
March 10, 1IW0

Part II

Small Business
Administration
ReyvIon to Method of Establlshing Size
standards SO Deflni~wS of &mal
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ATTACHMENT 2

CONTRACTOR REPORTS REQUIRED BY GOVERNMENT

. SecuritieS and Exchane _CommiSSion

Monthly Reports, Form 8K
Report of certain unusual
events of interest to investors
Filed as required.

z. Quarterly Report, Form IOQ
Financial results for quarter
and related management analysis

3. Annual Report, Form lOK
Complete description of
business, financial statements,
five year financial history,
management analysis, and
miscellaneous information.

IL. Government Proerty

I. Annual inventories of property
to each agency from which
Biospherics has received property.

2. Annual updates to Government
Property Manual for all changes
required by government regula-
tions (Note: NASA sends 3
different auditors to annually
audit property utilization,
accountability & record
keeping.

Ill. Government Security

1. Semi-Anual status reports

2. Updates of Biospherics'
industrial security manual
to comply with changes in

Govt. regulations. (Note: The
Industrial Security office
conducts semi-annual Y, day
audits of Biospherics' industrial
security.

No. of
Est. Pages

5 pages
(9 copies)

12 pages
(9 copies)

35 pages
(9 copies)

1-2 pages(3 copies) to
3 different agencies.

2-3 pages
(I copy)

I page(I copy)

2-3 pages
(0 copy)

Comments
Useful report

Useful, but ever
increasing requirements
make it overly difficult
to comply.

Useful, but ever
increasing requirements
make it overly difficultt
to comply.

Useful

Obviously drafted for
large firms making
extensive use of Govt.
proper ty- Nonsense
for small firms. -

Useful

Useless for us whohave no classified

information.
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IV. Defense Contract Audit Agency

1. Annual Report of costs. (see
letter attached requires
O hrs to prepare.)

V. Contract Reporting

1. Monthly financial reports

2. Annual Patent reports

10-12 pages
I copy with
add. copies to
EPA& NIH.

I page
3 copies

for &-10 contracts

I page
3 copies

for 3-4 contracts

Basic idea is fire,
but Agency Is asking
us to do its work

Duplicates-
in different format
our invoices,
unnecessar y.

Useful.

VL Occupational Health & Safety Report

I. Annual Report to States of
hours worked and accidents
by category.

VII. Group Insurance Reports

I. Annual reports to Dept. of
Labor for health, life, disability
& pension plans.

Vill. Equal Employment Opixtun

I. Aff irmitive Action Plan - updated
annually & including extensive
labor area & employment
statistics (Est. g0 hours to prepare).

2. EEO-l- Annual statistical
report on minority ring
(Est. S hours to prepare)

3. Veterans Admin. Report
Report of number of
veterans hired.

What good this
report does anyone
Is a mystery.

2 pages

2 pages

51 pages

2 pages

I page

Useless.

A good idea
run amuck!

Useful to ensure
compliance.

Useful to ensure
compliance.

Note: There are conflicts in
affirmative action about priorities
among black, women, disadvantaged,
veterans etc.
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Ix. Small .Buins a nd Small Disadvantaged
Business 5quintemeflgtla

. ReqAred in contracts with Est. 20 pages Ridiculous requirement.

ovt. of $500,000 or more 4 copies

3-4.days to prepare) requiring
the following info:

a. Small & disadvantaged source lists.

b. organizations oontacted for
small & disadvantaged sources.

c. Records supporting all subcontract
solicitations over 10K.

d. Records to support other outreach efforts.

e. Records to support internal activities to
guide and encourage employees (wor shops, training

programs etc.)

f. Records to support award data.

g. Total dollar planned subcontracting to small business,

small disadvantaged business & large business.

h. A description of principal product & service areas

to be subcontracted.

i. Method used in developing proposed subcontracting goals

for small business & small disadvantaged business.

I. Method used in delivering the proprotionate share of indirect

and overhead costs incurred with small business & small

disadvantaged business.

TOTAL: 130 different reports per year, exclusive of all tax reports.
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DEFENSE CONTRACT AUDIT AGENCY
PHILADELPMIA R1IM0

SILIO a SIRING BRANCH OFFIC
1757 WomCIA AVEMUI lOOM 3416
SILVER SIING. MARYILAND 39M8

IN IEPLY ROPER TO
6221A 17 January 1980

Biosphertcs, Inc.
4928 Wyaconda Road
Rockville, MD 20853
Gentle emen:

Your Government cost reimbursable contracts provide for reimbursement
of indirect expenses such as manufacturing overhead, engineering overhead,
general and administrative expenses. -

The contract provides that a percentage of the fee be retained until
the actual acceptable indirect rates have been determined.

By the terms of the contract you have ninety days after the completion
of each fiscal year to make a submission disclosing your reimbursable direct
costs and indirect rates.

We will review your submission, and when our review is completed, we
will direct you to adjust all your vouchers to the agreed to direct costs
and indirect rates. You will also be directed to submit your final voucher
for each contract completed during the audited fiscal year.

In order to expedite the processing for final payment and closing of
contracts completed, we are requesting you assistance in providing us with
you submission(s) for the year(s) 12/31/79

If for any reason a submission can not or will not be made, please

advise us of the circumstances.

The submission(s) as a minimum should consist of the following:

a. A schedule of your Indirect expenses as recorded on your books
of account, including any year-end adjustments, and exclusions for unallowable
costs. A schedule for each pool of indirect expenses is required. The schedule
should show your indirect expense distribution base and the development of the
rate used to distribute the expenses.

b. A schedule showing you computations of allowable Independent Research
and Development Expenses (OAR IS-205.35) and allowable Bid and Proposal Expenses
(OAR 15-205.3).

c. A reconciliation of your total payroll to your total labor costs
distributed to contracts and to other cost objectives.
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follow

16 January 1980

d. A schedule of your cost reimbursable 
contracts showing the

ing:

(I) Contract Number
(2) Material costs for the period
3) Labor costs for the period
4) Other direct costs for the period
(5) Subcontract costs for the period, 

including copies of any

required contracting officer approvals.

Contracts should be grouped in similar categories, 
i.e., cost plus

fixed-fee (CPFF), cost Plus Incentive fe C, fixed price incentive fee

(fPIF), time and materials (TM), etc. Firm fixed-price (FFP) and commercial

contracts may appear as a single line item for each category.

The totals from the'above information 
should then be reconciled to 

the

appropriate general ledger control 
accounts.

e. A reconciligtin of the 
costs billed for each contract 

to the incurred

costs shown on your cost ledger 
for the period.

f. A schedule of your time 
and material contracts showing 

the following

by task within each contract:

(1) Contract number/task order 
number

(2) Material costs and other 
costs billed for the 

period

3) Labor hours by category for 
the period

(4) Billed labor costs using 
the fixed rates set forth

in the contract
(5) Cost ceilings and cumulative 

amounts billed by task order

g. Copies of your financial statements and Federal and 
State income tax

returns for the fiscal year 
referenced above. Should this data not be available

at this time, please furnish 
as soon as possible.

Also, we would appreciate your 
advising us of any changes 

to your

organizational structure, such 
as acquisition or divestiture 

of subsidiaries or

changes in ownership, and any 
accounting system or procedure 

changes that may

have occurred during the period.

When listing the contracts 
in (d) and (f) above, please 

note if they are CAS

covered by placing an asterisk 
next to the contract number. 

To determine CAS

applicability, you should refer 
to 4CFR331 (Title 4. Code of 

Federal Regulations

Chapter 331) and the clauses contained in 
your contracts. if you qualify as A

small business (OAR 1-701.1), contracts negotiated after 
10 March 1978 may not

be subject to CAS.

In the case of firm fixed-price 
contracts please supply a list 

of contract

n mbers sin:e these contracts 
are not segregated by contract 

in d.

If you have CAS covered contracts, 
our review will include steps to

determine if your accounting 
system is in compliance with 

CASB Rules, Regulations

and Standards. We suggest that you become 
familiar with the standards, 

rules

and regulations if you have 
not already done so, prior 

to the start of our audit.
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STATEMENT OF

FRANK C. ROMANO, JR.

PRESIDENT AND TREASURER

AGAWAM ASSOCIATES, INCORPORATED
51 SUMMER STREET

ROWLEY, MASSACHUSETTS 01969
(617) 948-2717

AND

DIRECTOR

SMALLER BUSINESS ASSOCIATION OF NEW ENGLAND. INC.

BEFORE THE

SENATE FINANCE COMMITTEE

ON

S.653, S.487, S.1481, S.2136,
S.2168, S.2152, S.2339

FRIDAY 28 MARCH 1980

Mr. Chairman and Members of the Committee:

It has been said that one of the most endangered species in our

environment today is that of the small businessman, and I thank you for

giving us the opportunity to express a voice In shaping a program of

financial survival.
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From America's earliest days to the present there has been one bedrock

relationship which never has changed - the inseparable partnership between

a free enterprise system that has become the-world's greatest success story

and small business.

The first permanent English settlement in America, Jamestown, was

established in 1607 by small businessmen. And in 1776, when a new

republic, or "commonwealth," was born, it was a system of government fitted

to a spirit already developed: risk-taking, independent, innovative. The

simple premise was that if Americans were left free to improve their lot, they

would figure out how to do it.

Now we are on the threshhold of the decade of the 1980's - as a nation,

an unparalleled success story whose economic foundation still rests on small

businessmen who make up 97% of all American business.

Yet it is the alarming conviction of small business today that we have

drifted far from the founding concept - far enough, in fact, to place small

business and the private enterprise system itself in serious trouble.

Small business believes there is no more urgent call upon the attention

of the leaders of government than this: the need for a revitalization of that

private enterprise system. We must, small business contends, apply the same

clarity of thought and purpose which created our system to a reexamination of

much of the complexity we since have added.

-I-

63-769 0 - 80 - 33
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From the small business point of view, the top priorities in that reexamination

must go to the following:

o The need for increasing capital retention and capital formation.

o Reducing and equalizing the burden of government paper work
and regulation.

o The creation of a higher-level relationship in government for

small business that reflects its true economic importance.

o The necessity to curb inflation and mitigate its impact.

Small business appreciates the concern for its future already shown by the

House and Senate and by the administration through the creation of the White

House Conference on Small Business.

Now it is time to translate that concern into actions which will revive and

restore that risk-taking and innovative spirit - yet leave undisturbed that bedrock

relationship between a government and its wealth-producing partner - that has

made our nation what it is today.

Our nation already needs every ounce of ability small business has to

produce wealth and jobs and to maintain its leadership role in innovation and

that need won't slacken in the decade ahead.

But that demand has run head-on into a serious weakening of the

primary ability every business must have - to generate and retain capital.

Small business urges governmental leaders to adopt specific tax-reform

proposals it believes are imperative to reverse that trend. J

That acquisition and retention of capital is critical to the existence

and growth of any business is self-evident. And the importance of a viable

small business community should be equally evident.
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Small business accounts for 43% of our Gross National Product (GNP)

and for 53.3%-of all business receipts. It produces more than half of all

industrial inventions and innovations and 55% of all private-sector jobs. The

fact is that of the 9.5 million new jobs created from 1969-76, small business

accounted for 66%, or 6 million. An often-overlooked contribution of small

business is the impetus it provides to the diversity of competition that

benefits all consumers.

But there is one competitive arena in which small business and, indeed, all

of business is finding itself pressed to the point of stagnation - the competition

for capital. The supply simply is shrinking.

The result already is serious and could be devastating. From 1960-78, the

United States was dead last in spending for new tools of production among major

- .- -industrialized countries, for example. 13.41% of GNP vs. 26.44% for Japan. And

in the same period our country was last also in the growth of private-sector

output per hour, 2.6% per year growth vs. 8.8% for Japan.

Output per manhour is an accepted indicator of where we stand on

productivity. And by that measurement, productivity is in dangerous decline.

A major reason: capital investment, the key factor in productivity improvement.

also shows an alarming drop. In thet960-72 period, private sector capital

spending grew at 4.9% per year and output per manhour at 2.9%, but in the

1972-78 period the comparable growth rates were 3.1% and 1.2%.

The council of Economic Advisers in its annual report stated the case

bluntly.
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"Only by devoting a significant share of current production to replace,

modernize and expand the capital stock can we hope to maintain adequate

growth in productivity."

There is no way small business or all business can meet that challenge as

capital formation now stands. The single most important message business has for

political leaders today is this, the shrinkage in internally-generated capital and

outside risk capital is due directly to outdated tax laws that limit the former and

inhibit the latter.

A revitalization for the 1980's must come through tax reforms which include

modernization of tax laws governing depreciation of plant and equipment, a revision

of restrictive capital gains tax provisions and a reshaping of the present corporate

and individual income tax provisions.

Internally-generated funds - from retained earnings and capital cost

recovery - are now in a double squeeze.

What is the situation in regard to recovery of invested capital? This source

has been curtailed severely because present depreciation schedules for plant and

equipment are based on "historical cost," a totally unrealistic approach which

gives no recognition to the very real impact of inflation. If, for example, a small

business spent $1,000 in 1968 to buy two identical machines, in 1978 the

capital recovered from the original outlay would pay for the replacement of only

one machine.

Today our nation, the innovator of 1776. has become the tail-ender in 1980

in capital cost recovery. The average capital cost recovery guideline life for all

manufacturing in the U.S. is 12 years. In Canada, it's two years; in Great
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Britain, one year, and in Western European countries, four to eight years.

Moreover, Canada permits full capital cost recovery in 2.5 years and other

industrialized nations have similar rapid recovery rates. In this land of free

enterprise, it's 10 years. The question may well be asked: why don't we

use rapid capital recovery as an economic tool to increase capital formation nnd

productivity:

The present Asset Depreciation Range (ADR) regulations also carry other

penalties; an unnecssary complexity that is particularly burdensome for small

business and an overall unwieldiness that makes it difficult(to make the necessary

quick response to technological change.

There are equally-damaging constraints on the other source of internally-

generated funds - retained earnings. Small business finds it flatly impossible to

give up as much as 46% of net income to taxes and coritinue to fill its role as

creator of jobs and leader in innovation.

There are immediate and sensible remedies and small business urges their

adoption:

s.653 - Capital gains roll-over

S.487 - Tax Credits - 10% on first $10,003 invested

5% on next $40.000 Invested

a maximum $3,000 credit for individual

a $6,000 credit for joint

S.1481 - Small Business participating debentures

S.2136 - Graduated Income Tax

S.2167 - Increase Sub-Chapter S corporation participation from

maximum of 15 to maximum of 100.

S.2152 - Used equipment investment credit to $200,000

S.2339 - Qualified stock options
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In the capital formation area, lawmakers also must recognize the necessity

in a small business revitalization for increased availability of external risk

capital, particularly since the increasing expense of debt financing makes it an

unrealistic alternative.

Venture capital more and more has been shunted into areas other than business

under pressure of existing tax laws which penalize rather than encourage investment

in small business.

Present capital gains tax law requires immediate payment of tax on the proceeds

of the sale of a small business interest. That not only discourages Investment -

but promotes the sale of small businesses to large corporations through a tax-

free stock exchange - a powerful force toward lessening of competition.

There is one other tax area of specific concern to small business: estate

.... tax laws. As a mat(er of both capital formation and maintaining a broad

competition, these should be revised to case the tax burden on family-owned

businesses and promote the continuity of family ownership.
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I graduated from college in 1966 and joined IBM in sales where I was

employed until 1972 except for a two-year military leave, serving in Vietnam.

During my employment at IBM, I received an invaluable education in the

way a Fortune 500 company is managed. This experience had some carryover

in developing my own small company.

My military service, which came approximately half-way in my 6 1/2 years

with IBM. caused me to pause and contemplate what I wanted to do with my business

career.

My father was an independent businessman and I developed through him

an understanding of the many facets of business. However, despite this knowledge

and the professional training I received at IBM, I really was not fully equipped to

manage a small business. In 1973, during the first year it was offered, I enrolled

- in the garvard Graduate School of Business Small Company Management Program

and was graduated in 1975.

Through this program I had the opportunity to meet and live, for 3 1/2

weeks each year, with other small business men from the ages of 28 to 68

who had started and operated their own small companies. I found this personal

Interrelationship to be of great value to me when I first acquired my own company

in 1974.

In order to continue and develop this relationship between small business

men, in 1975 1 joined the Smaller Business Association of New England and

through their educational programs and the yearly Washington Presentation, I

feel I am more equipped to address the problems facing me in my business.
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THE SMALLER BUSINESS ASSOCIATION OF NEW ENGLAND, INC. is a

private, non-profit, non-partisan association of 1,500 New England small

companies. Founded in 1938 in conjunction with a national small business

conference in Washington called by President Franklin D. Roosevelt, the

Association is charged with promoting and protecting the welfare of small

business throughout the six-state region. This is accomplished by:

(1) grouping together, articulating the needs of small business,
and taking common action;

"t) promoting end supporting legislation and government activities

beneficial to small business and opposing those activities and

legislation detrimental to the interest of the smaller business;

(3) cooperating with other regional and national small business

groups to increase Congressional, bureaucratic and public
awareness of the small business sector; and

-(4) educating small business executives In the operational and

psychological aspects of a small enterprise, and enlightening

small business men and women on matters which both threaten

and preserve the system of free profit-incentive, private,
competitive enterprise.

The major emphasis of SBANE's membership program is in the areas of

of education and national legislation.

Besides appearances before Congressional committees and government

agencies, the Association participates in the annual Washington Presentation,

a meeting on Capital Hill of eight regional small business groups which propose

specific recommendations to assist small business. The contemporary Presentation
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is an offshoot of a yearly gathering of SBANE members and New England

Congressmen and Senators begun in the 1940's.

Embodying the above legislative objectives, the Association now has

five members that sit on the national advisory boards or councils to the

federal government, including persons on the U.S. Treasury Small Business

Advisory Board and the U.S. Metric Council.

The education activities are many and varied. They include seminars

and conferences held throughout New England, often sponsored in conjunction

with leading New England universities and federal agencies such as the Small

Business Adminstration.

SBANE's educational program includes a three-day live-in seminar, in

the fall, at the Amos Tuck School at Dartmouth College and a series of one-

day seminars called "50x50" featuring a variety of business subjects geared

to the needs of small business, which are presented by an outstanding faculty

drawn from throughout the Zountry-.

The Association publishes a monthly newsletter. SMALL BUSINESS NEWS,

containing information and educational features for the small business executive.

Another publication, SBANE IN WASHINGTON, updates the membership about

association activity in Washington and federal legislative and regulatory development

germane to small business.

The Association's services also extended to counseling its members on

small business problems and serving as a source of business information.
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Furthermore, the Association provides government liaison, procurement assistance

and offers its members group insurance programs and trade missions. SBANE

maintains 15 standing committeees and/or individual experts in a spectrum of

areas, from emerging topics as national health insurance to perpetual ones

as taxation.

SBANE offices are located at 69 Hickory Drive, Waltham, Massachusetts,

02154, 617-890-9070.

CAPITAL FORMATION - AGAWAM ASSOCIATES

The company I purchased in 1974 had a sales volume of approximately

$250,000 with 7 full and part-time employees. In 1980 our sales will exceed

three million dollars and full and part-time employment has grown to 75

employees, and is continuing to grow at an annual increase of 33 1/3%.

We now have such prestigious clients as General Electric, Scudder

Stevens and Clark, International Paper and Foster Parents Plan.

As I reflect back on how we have survived the initial years, it can be

said that luck, persistence and a personal commitment that meant a seven day

work week, played the greatest roll.

If I had to identify the one critical area during our early growth years, and

if we are going to continue the growth rate established since 1974, it would-have

to be unequivocally the area of Capital Formation.

When I acquired the company in 1974, 1 had approximately thirty thousand

dollars accumulated through the stock option plan at IBM. I was able to acquire

the company only because the founding owner, Irving Lippoldt, was in his late
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sixties and was experiencing certain changes in the business that required capital

that he was unable -to raise. The company was on the verge of going out of

business.

Initially I joined the firm as an observer and immediately realized that if

I was not able t6 obtain capital, I would be unable to purchase the firm. After

several attempts at various savings and commercial banks, my loan requests were

turned down. However, I did not lose faith, remembering the story of Tom

Watson, Sr. being turned down for a $10,000 loan at several New York banks.

However, a banker stated to nim that although he was still not impressed with

Mr. Watson's financial presentation, but because of his persistence and tenacity

and that what he lacked in financial strength would be made up by his personal

persistence. Eventually, a bank president in the neighboring town of Ipswich

agreed to loar me the $50,000 that I needed, but later reneged stating that

there was too much of an age disparity between myself and the owner.

At this point it appeared that all was lost because the company had now

built up a substantial trade debt and an outstanding withholding liability with

the federal and state governments.

In a last effort, after meeting with the company creditors, I agreed to

personally assume the company debts, which approximated $150,000 and give the

founder a five-year employment contract to suffice as the purchase price.

As we proceeded to grow additional capital came begrudgingly and I

was to find out that a turn-around situation takes a lot longer and more money

than I had imagined or anticipated.

When we needed equipment, 1 traveled from leasing company to leasing

company trying to sell the the turn-around and hoping they would overlook our
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financial situation and see the potential. I was forced to take any kind of

financing I could obtain and at any rate.

I found so much of my time being consumed in raising capital that It

became necessary to hire a general manager to handlE the every day operation

of the company. For me, raising funds had become a full-time job.

The next two sizeable amounted. of money came from personal relationships

with bankers. A local savings bank which had the original mortgage on the

building, after listening to my story several times, committed to give us additional

dollars to expand our physical plant. This loan became the largest single loan

the bank had on its books.

The second source of funds came from a local commercial bank which had

observed our survival of the initial three years. The bank gave us a $350,000

line of credit based upon the expectation that we would receive a guaranteed

.loan fropn the Farmers Home Administration, which we ultimately did in 1979.

However, without the expectation of this loan, and without the personal commit-

ment of its senior lending officer, Robert Sheeran, who was willing to look beyond

normal credit criteria, I do not believe we would have obtained the original line of

credit. Two-thirds of all the funds we have borrowed have gone into building

and equipment, the balance has been used for working capital.

During this same period I had pursued Industrial Development Financing

which would have allowed a reduced interest rate of one to four points below prime

and a term of 20 to 30 years. It took well over a year to convince the small town of

Rowley, population 3200, to adopt the enabling legislation of Industrial- Development

Bonds at the annual town meeting. The reason we had spent so much time pursuing

this avenue of financing was purposely because of the advantages of term
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and interest rate. However, after a year of work we came to the realization

that there was no market for bonds of Agawam Associates to add to its building

and equipment. We were not a publicly traded company and had no rating, therefore,

the only potential market for the bonds was our existing commercial bank which had

already loaned us their legal lending limit. However, if the program that I

presented to the White House Conference had been in effect at that time we would

have been able to have had a 90 government guarantee attached to our Indv rial

Development Bond that would have allowed us to sell it in the open market.

Futhermore, if the other bills now under consideration by your committee regarding

capital formation had betn passed. I would have been able to pursue other alternatives

to capital formation.

Presented to

The White louse Conference
on Small Business

Regional Caucus

Boston Sheraton Inn, Boxboro, Massachusetts

October 5. 1979

ALTERNATE PROPOSAL FOR CAPITAL FORMATION

Small businesses in general have been excluded from a very important

source of capital formation, the Industrial Development- Bond. The program

has been in effect for several years, however, the average mall business is

- unable to borrow money through this well-established program because of

the unmarketability of a small company's bonds. The reason small business

would be interested in using this program is that it would allow them to borrow

anywhere between two to four points below prime. These kinds of funds are

presently unavailable to small business through the SBA or the Farmers Home

-13-
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Administration's B & I program. However, the Fortune 500 corporations

have been using this prog.'am to build plants and buy new equipment very

successfully and are able to borrow at this attractive low rate and longer

terms. It would seem only fair and equitable that small businesses be given

the same opportunity as their bigger brothers.

It is proposed that to make the industrial revenue bonds of a small business

more marketable that an SBA guarantee and Farmers IHome Administratiorn

guarantee be attached to the bonds, guaranteeing 90%. We have been advised

by a major Wall Street investment firm (Salomon Brothers) that this guarantee,

in fact, would make the bonds marketable and allow small business to avail

itself to a program that has worked very well in the past to increase the flow

of capital at a most attractive interest rate. It should also be noted that the

SBA-has implemented this program on a very small test basis in conjunction

with EPA requirements that must be met by a small firm. At this point,

although the program has had only a small amount of use, where it has been

used, it has been successful.

This proposal is not a new and different approach that would require many

months of evaluation, but would do nothing more than allow small business to

take advantage of an established program that has proven itself over the years.

Most important, it would enable small businesses to borrow capital at a rate

between two to four points below prime which is presently unavailable to them

except for some unique local government development programs.
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COWO, ATE FINAN.--0CE

Companies flock to tax-exempts
Early in September, Cincinnati Milacron But the volume of new issues so far this

lnc. sold $7.6 million worth of 25-year year has fallen 40% below 19rThs pace.

b ad paid just 075%. Ordinarily Still, the torrid pace of issuing tios

thosi funds, which will finance a new used strictly for economic development

Industrial-robot pltat in Greenwood, has attracted unwanted attention and

S. C, would have cost the company more some criticism. By allowing this back-

than I0%. But Cincinnati Milacron Cut door form of subsidy, Congress intends

its interest expense by selling tax- primarily to aid small business. But crit-

exempt industrial development bonds irs of wee contend that, instead, big and

(iwes) through a government agency. well-heelet companies are getting away

The use of tax-exempt financing by with liberal use of such winning break&

eompsnies for expansion programs (ex- Further, some critics gripe that al-

duding pollution control) has virtually though ins-fnanced industrial opera.-

exploded in recent months, largely tions may increase jobs as weif as reve-

because of a change in the federal tax nues from payroll and sales taxes, fast-

law that doubled the limit on ma financ- food outlets add little and should not be

logs to $10 million per project. Mean- funded with taxpayers' dollars.

while, states have liberal- 
ied their own regula-
tions and have been
pushing aresively this
low-cost financing as an
inducement to businesses
to locate in the state and
boost employment and
the local econmy.

The rupid rise in inter-
st rates plus hot inves-

tor interest have added to
the allure of tax-free
hoods by widening the
gap between their inter-
est cost and that of
taxable bonds to as much
as &6%. Tax-exempts us-
ually cost 2 to 2.5 per-
centage points les.
pee f new ium Con-
pa ies issued $M2 mit-
lion worth of tO from
January through July-a
90f% jump from the lev-
el in the cor,-esponding m~tow use* md d Wan m

1978 period, according to
the Public Securities Assn..These low- Technicalk'. ioss are issud 5y

cost funds are being used to finance municipality. county, state, or a ste

--everything from Merllat Industries development agency on behalf of

[n.'s cabinetmaking plant in Lteevlule. corporation. But altboogh the g.ver

Mina, and a Wang Laboratories In . meant entity's name is on the bonds, it

building in Lawrence, Mass., to the company's credit and financi

Club Med In new ski resort in wherewithal that are on the line. TI

Colorado. plus soe of McDonald's company in responsible for paying

Corp. franchises in Pennsylvania. the bondholders, although occasional

Meanwhile, the pace of new issues for there are slipups, an with the bonds of

pollution control, a special and unre- 13 million-sq.-fL warehouse built 1

stricted type of tDa, has slowed More Allied Supermarkets Inc. now in Cha

than $2 billion worth of these bonds, ter XI bankruptcy. Allied sold $

which are most often issued by steel, million worth of tax-exempt bonds

paper, chemical, and utility companies. 1967 through the city of Uvonia, Mic

were sold in each of the last two years. to finance the warehouse's construct

a
te

i3
at
he

,ly
a

by
'p-
33
in

whilee the city retained legal title to the'arehouse, it assumed no obligation for
he bond payments, and the bund nden-
ure did not spell out Allied'a obligation
z the bondholders. When Allied filed for
anklrptcy, the bondholders were left in
he lurcL They may yet recover some of
heir investment if a recent propoaS to
sell the warehouse goes through.
Lo Iqterpets, industrial develop-
nent bonds are used primarily to
fince a specific, new industrial plant

or manufacturing facility. A company is
not permitted to use loss 2 Part Of a

general capital-raising effort, nor is it
allowed to finance an existing plant
retroactively through Wfes

But those restrictions are interpreted
loosely. For example, plenty of states
will permit a company to use l1ss to

build a new wing or add
new equipment to an old
plant, provided the over-
all capital expenditures
on the plant do not
exceed $10 million forthe
three years before and
after the tax-exempt fi-
nancing. Pennsylvania

permits sueh commercial
outfits as a Burger King
Corp. or McDonald's
franchise to qualify for
tax-exempt financing as
long as it "creates or
preserves 20 jobs and
has a total vale of at
least $200,000, according
to Shirley J. Dunaway,
administrator of tax-ex-
empt financing for the
Peansytlia Commerce
Dept. Qualifictios for
in ustria plants are low-
er, five jobs and a mini-

Piant. mum cost of $00,00.
Not surprisingly, all

the new tax-exempt bonds shake up

some people. "We're always concerned
about any increase in their use," says
one tax specialist with the Treasry
Dept.. which begrudges any loss of tax
revenues. It was just this sort of popu-
larity that led the Treasury to crack
down on the issuance of ros in 1969. In
the prior two years, annual sales of ies
rose to about $IS billion, and large

companies often issued them. In 1969,
Treasury set a $5 million limit on how
much could be raised for any one

expansion project, although no limit wan
set on the sale of pollution control bonds.
The vol tme of ioes unrelated to pollu-

FHANCE
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tion dropped to about $400 million s
year. Finally, mons from supporters of
small business about the burden of high
interest rates and the effects of inflation -
on project site moved Congress to force a
reluctant Treasury to raise the ceiling to
$10 million, effective in January this
year. Altho-gh the Treasury chafes at
the increased use of IDx, it is wary of
pushing to curtail them after the setback
it suffered last year in Congress

ar m. One of the iDs's most vocal
critics is Ralph Nader, whose organiza-
tion published a report last month
attacking all forms of tax-exempt
financing. The report ass. _s that tos
will cost the Treasury $10 billion over
the next tO years in lost revenues, based
tn the amount currently outstanding

Growth in the use of o s has been a
bonanza for Wall Street investment
banking firms, which are hard-pressed
for business and are grabbing for every
piece of new action they can gel. Virgil
B_ Pettigrew, chief financial officer of
Dallas-based E-Systems Inc, claims
that he has been approached during the
last year by six to eight investment
bankers hoping to do a ta-exempt deal
"They see an announcement about
expansion programs and want to cash
in." says Pettigrew. "hey have been
pretty aressive."

There has also been a lot of investor
demand for such issues. Banks and prop-
erty and casualty insurance companies
have traditionally been big buyers. Now,
individuals whose salaries have been
pushed into high tax brackets by infla-
tion have been active as well,

Meanwhile, there is little to discour-
age a qualified company from issuing
tax-exempt bonds except the selling
costs, which tend to be higher than those
on taxable bonds. Kevin J, Collins, a
managing director of First Boston Corp,
notes that a company pays underwriting
and selling fees of about 514 to $17.30
per $1,000 bond, vs. $8.75 on a taxable
bond, largely, he says, because a tax-
exempt issue is harder to sell. In addi-
tion, the company runs up big legal bills
while arranging a deal and getting
necessary approvals. One way to shase

FWOANaE

costs is to package several deals, as Ex-
Cell-O Corp., of Troy, Mich& is doing.
Ex-Cell-O has lumped together four
separate financings worth a total of $20
million and plans to sell them in the
spring. The packaging will save the com-
pany 540,000 in underwriting fees. Each
of the issues will be aol simultaneously
through government entities in the
states where Ex-Cell-O will build or

expand its pknts New Hampshire. New
Mexico, Florida, and low&

This preparation may be a headache.
But, says Stanley T. Pardo, executive
vice-president of Blyth Eastman Dillon
£ Co., "In a high-coat environment.
companies are becoming more aware of
the low-cost options and are tkng the
time and trouble to put that kind of
financing together." a
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industrial revenue bonds

Perhaps one of the most overlooked

methods of raising capital is the indus-

trial revenue bond, a by-product of con-

gressional attempts to help the states

lure new business.
Richard L. Leavitt used this method

to raise $200,000. Mr. Leavitt, pr-si-

dent and owner of the 83-year-old

Chelsea Clock Co., Inc., Chelsea, Mass.,

needed new machinery and 1,800 addi-

tional square feet to continue the

- firm's current level of operations.
"But as a business manager I could

not justify the addition by means of

conventional financing. It is just too

expensive, and over 25 years the inter-

est rates will kill you."
Through the assistance of the Mas--

sachusetts Industrial Finance Agency,

which helps businesses issue industrial

revenue bonds, Mr. Leavitt obtained

$200,000 at nine percent interest over

20 years. Most of the investors were

bankers or insurance companies.

"I could have overlooked this meth-

od of, financing and would now be sit-

ting on a 20-year, $200,000 loan

repayable at 15 percent. The bond

method took a little longer (three

months) than traditional means, and it

meant filling out a lot of forms, but

once that was done, 1 saved a lot."

The appeal of industrial revenue

bonds is that they are tax exempt. Con-

gress recently almost doubled the limit

on bond financing to $10 million, and

many states interpret the limitations

loosely to encourage firms to relocate.

A new angle for increasing the use of

these bonds was proposed at the White

House Conference on Small Business.

The proposal to establish an SBA guar-

anteed bond has been pushed for

months by Frank C. Romano, Jr., pres-

ident o f Agawam Associates, Rowley,

Mass. With the help of a Wall Street

investment banking firm, Mr. Romano

packAged the proposal for the confer-

ence.

"Small business has been excluded
from a very important source of capi-

tal ... because of the unmarketability

of small companies' bonds," he says. To
make small firms' bonds more viable,
he is asking SBA and the Farmers
Home Administration for a 90 percent
guarantee. "This would permit small
firms to borrow capital at a rate two to

four points below the prime," says Mr.
Romano.

Opposition Pt Treasury

While SBA has a pilot program to
help manufacturers of pollution con-
trol equipment finance their business-
es through bonds, chances of support
for a broad-based guarantee program
are doubtful.

"The Treasury Department has al-
ways been against the use of tax-free
bonds as a means of generating capital,"
says SBA Administrator Weaver. "And
it is my suspicion that any company
that has a credit rating to secure bond

revenue can get the money elsewhere."
In a letter to Mr. Romano, Harry K.

Schwartz of the White House domestic
policy staff reiterated Mr. Weaver's
contentions.

"I anticipate resistance to the pro-
posal from OMB (Office of Manage-
ment and Budget) and the Treasury,"
says the letter, "but I find it quite ap-
pealing and intend to pursue it."

Meanwhile, critics of revenue bonds

estimate that their use will cost the
Treasury $10 billion in revenue losses
over the next ten years.

"In times when dining at the money
market table leaves a small business
owner starving," says Mr. Roman07
"any means of generating new sources
of capital should be regarded as a posi-
tive step for the ove,-dl ecoiimic well-
being of the count! y."

NATION'S BUSINESS . FEBRUARY 1980

63-769 0 - 80 - 34
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Testimony by

Thomas %. Perkins, General Partner

Kleiner, Perkins, Caufield & Byers

March 28, 1980

SUBCOMMITTEE ON TAXATION

AND DEBT MANAGEMENT

SUMMARY

TESTIMONY ON BEHALF OF THE NATIONAL VENTURE CAPITAL ASSOCIATION
In Favor of S.2239 (Incentive Options)

1. Incentive options are a vital tool for venture capitalists.

2. Attractive options were eliminated by the Tax Reform Act of
1976.

3. Lack of the option tool causes new ventures to have higher
salaries than previously, and is thus very inflationary.

4. A return to the stock option plans as they existed in 1964
would have a positive revenue impact as verified by the
Congressional Joint Committee on Taxation.
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It is a pleasure to testify before the Subcommittee on

Taxation and Debt Management on behalf of 
the National Venture

Capital Association. My comments are directed primarily to

S.2239 (incentive options) but I will also comment 
on S.487 (tax

credits), S.653 (roll-over), S.2136 (reduced corporate tax-rates),

S.2152 (used machinery investment tax 
credit) and S.2168 (sub-

chapter S corporations).

I am a practicing venture capitalist 
active in high tech-

nology enterprises in Northern California. 
I got my start as an

inventor of one of the kinds of laser; 
subsequently I have been

involved in computers and more recently 
in molecular biology and

recombinant DNA. My partners and I are active investors 
in some

20 companies. The National Venture Capital Association 
consists

of about 80 member firms which are similarly 
involved in new

venture formation and the develc4ment 
of high-growth innovative

industries throughout the United States.

Our Association has had the restoration 
of incentive options

as one of its highest priorities for 
several years. The tax

changes of 1976 eliminated options as 
one of our most essential

tools for the building of new innovative companies. 
Typically,

the businesses we finance, while burgeoning 
with potential, involve

considerable risk. In order to attract technical and managerial

talent from the larger and more secure corporations, we need to

offer significant incentives. Our experience in offering "non-

qualified options", which are all that 
are available under the

present tax law, has been quite bad.
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The present law taxes the difference between option eXer-

cise price and market value as income and requires that regular

income tax be paid at the time of exercise. This frequently

forces the individual to sell the stock to raise cash to pay the

tax, and thereby lose the further incentive which the option was

intended to provide in the first place. Much worse, if the sub-

sequent market value declines below the option exercise price, the

tax on the initial paper profit income is due anyway. Three c¢f

the top managers in the laser company of which I am a Director

got caught in this situation and each had to pay between $50 and

$80 thousand dollars in taxes, when in fact they had absolutely

no profit whatsoever. Ironically, under the present law the

corporation took a deduction about equal to the taxes they paid so

the net revenue to the Federal Treasury was zero.

Horror stories like these are common and have given "non-

qualified options" a very bad reputation. I know of few venture

capitalists who any longer attempt to use them. Instead we have

to pay salaries competitive with, or usually at, a premium over

those offered by the less risky larger firms. This has obviously

had an inflationary effect on the cost of getting a new venture

started and, while the reduction in capital gains tax rate in

November 1978 has been a tremendous stimulus to the industry, we

are creating fewer companies and jobs per dollar than in the past

because of this inflationary effect.

We therefore urge favorable consideration of S.2239 which

would return the stock options to essentially the status which
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existed in 1964. The key ingredient we need, of course, is

treatment of profit on the option as a capital gain at 
the time

the stock is sold. This treatment will eliminate the "Russian

roulette" aspect entirely from the present tax treatment 
which

forces an individual to exercise early, and often times 
too early.

Importantly, S.2239 will have a positive revenue impact 
as

determined by the Congressional Joint Committee on Taxation. 
This

is because the corporation will lose the present deductibility 
of

the income portion of the stock profit. Yet shareholders of

smaller high-growth corporations favor the proposed change 
vs.

the present situation since fewer total shares are required 
to

provide a meaningful incentive and hence dilution is minimized.

Prior to 1964 when the marginal tax rate on earned income

was 90% and the maximum rate on long-term capital gains 
(requiring

only 6 month's holding) was 20%, pressure existed to provide 
com-

pensation irn the form of options, and a few documented 
abuses

arose. Now with the marginal income
--rate at 50% and the capital

gains rate at 28% and with the proposed 2-year holding period

after exercise in effect, the pressure for abuse will be enormous-

ly minimized. Also, current SEC requirements require shareholder

approval for option plans for publicly-owned businesses, 
thereby

further eliminating any potential for adverse application 
of

option plans.

Our organization believes that the advantages in restoring

the stock option as an incentive tool overwhelmingly 
outweigh any

risks. As with the reduction of capital gains taxes, we believe
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that the economy will witness a further increase in the pace of

the formation and growth of the kinds of new innovative businesses

which our nation so badly needs, with the return of meaningful

option incentives.

Our organization is generally in favor of S.487, S.653,

S.2136, S.2152 and S.2168. We typically invest to create long-

term value and ultimate capital gains and, very rarely, for short-

term income or tax shelter purposes. Thus, S.653,which provides

for nonrecognition of gain if reinvestment is made within 18

months in another incentive stock, is totally consistent with our

goals and would be very attractive.

S.2136 and S.2152 are attractive in that they provide direct

-tax benefits to the businesses we finance and thereby give our

venture dollars greater leverage. We are in favor of both Bills.

The expansion of Subchapter S corporations from 15 to 35

shareholders as provided by S.2168 is quite desirable by many of

our members, particularly those who invest from family resources

rather than from corporate capital pools. It is important that

this segment of our industry remain healthy.

And lastly, S.487 which provides for an investment credit

of up to $3,000 per individual, while not directly of importance

to our member firms is indirectly very. important to us since this

incentive should strengthen the markets materially for new issues

of stock of the corporations we have backed.

Thank you for your attention to these comments.

[Thereupon, at 11:40 a.m. the committee recessed to reconvene at
the call of the Chair.]



VARIOUS TAX PROPOSALS

TUESDAY, APRIL 1, 1980

U.S. SENATE,
SUBCOMMITTEE ON TAXATION

AND DEBT MANAGEMENT GENERALLY,
COMMITTEE ON FINANCE,

Washington, D.C.

The subcommittee met, pursuant to recess, at 9 a.m., in room

2221, Dirksen Senate Office Building, Hon. Harry F. Byrd, Jr.

(chairman of the subcommittee) presiding.
Present: Senators Byrd, Nelson, Baucus, and Chafee.

Senator BYRD. The hour of 9 a.m. having arrived, the committee

will come to order.
The hearings today will focus on proposals to encourage invest-

ment and capital formation in the small business sector. The pro-

posals stem from the White House Conference on Small Business

and the work of the Senate Task Force on Small Business, of which

Senator Gaylord Nelson of Wisconsin is chairman.
At this point, I want to commend Senator Nelson for his great

activity in this matter.
The proposals stem from the agenda prepared by the White

House Conference on Small Business. At that conference were

some 1,700 businessmen and women from throughout our Nation.

It is important to note that the top tour recommendations of the

White House Conference on Small Business deal with taxes and

Government spending. While the White House Conference gave

priority to tax measures, it also placed high on its agenda balanc-

ing the Federal budget and limiting Federal spending as a percent-

age of gross national product.
The Small Business White House Conference perceives very

clearly the relationship between high taxes, high Government

spending, and the effect of Government deficit spending upon the

economy.
The effect upon small businesses of inflation generated by Feder-

al Government spending is devastating. Long-range planning for

expansion and the development of new products is an inflationary

environment is impossible.
Small businessmen must live with uncertainty on a daily basis as

the cost of labor and supplies fluctuate upward.
Capital needed for expansion generated either internally or

through outside sources dries up or becomes prohibitively costly as

interest rates soar. Businessmen must watch helplessly as the econ-

omy follows a boom-and-bust roller coaster ride.
The proposals of the Small Business White House Conference

must be viewed in a context of Federal spending reductions, yet

(531)
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this Senator, for one, is not encouraged by events of yesterday.
First, the Senate Budget Committee, by a very close vote, a one-
vote margin, approved a thiid concurrent budget resolution in-
creasing by $18 billion the spending for fiscal year 1980, our cur-
rent fiscal year.

That was only 41/2 months ago, on November 16, that spending
was put by the Senate at $548 billion. The Budget Committee, by a
one-vote margin yesterday, voted to raise that spending for 1980 to
$566 billion.

That is not at all encouraging.
Yesterday also the President submitted his third budget propos-

als within 63 days. The news media-or perhaps I should say most
of the news media-quoted the President that he had made a $15
billion reduction in his budget proposals and such is not the case at
all.

In fact, the President's proposal yesterday, if enacted into law,
_would increase Government spending by $64 billion.

Capital formation for small business is an important element in
a program of spending cuts and tax reductions. The agenda of the
Small Business Task Force is very impressive.

As part of the record, I am placing in the hearing a summary of
the top 15 proposals of the White House Conference on Small
Business. I will place that in the record at this point.

[The material referred to follows:]

THE Top 15 _

Below is a summary of the 15 issue options which received the most votes from
the delegates:

1. Graduate the corporate and individual income tax schedules; set the corporate
surtax threshold at $500,000.

2. Simplify and accelerate the capital cost recovery system.
3. Balance the federal budget by statute in Fiscal Year 1981 by limiting total

federal spending to a percentage of the GNP, commencing with 20 percent and
declining to 15 percent.

4. Lower estate taxes for !amily-owned businesses.
5. Institute sunset reviews of all laws, regulations, and agencies, to ensure that

none exceeds original congressional intent. Cost benefit analyses of the impact of
each regulation and agency should be undertaken by a Regulatory Review Board
composed of representatives from the Executive Branch, Congress and small busi-
ness owners. Congress may line-item veto regulations, with only a one-house floor
vote.

6. Support and urge passage of the Small Business fnnovation Act, which proposes
revisions in the tax, patent, regulatory and procurement codes to foster greater
small business innovation and sum.uent commercialization.

7. Provide for a tax credit for initial investment in a small business, and permit
deferral of taxes for roll-overs of investments affecting small business.

8. Move the Social Security System toward actuarial soundness by: 1) includin, all
constitutionally eligible public and private sector employees as contributore.; 2)
limiting benefits to the original old-age and survivor benefits; 3) freezing the tax
base and rate at the January, 1980 level; and 4) eliminating double dipping.

9. Create a new security called a Small Business Participating Debeiture to
provide another source of capital for small businesses.

10. Pressure the independence of the Office of Advocacy, making its mission the
top priority at the Small Business Administration (SBA), by ensuring its budget to
be not less than 5 percent of the SBA salary and expense budget.

11. Private lending institutions should be required to provide equal access to
commercial credit for women in business.

12. Small businesses who win civil disputes with the federal government should be
reimbursed for court costs, reasonable attorney's fees, and damages from adminis-
trative action.



533

1.. Freeze minimum wage standards at January, 1980 levels, and establish a two-

tier minimum wage by exempting teenagers, seasonal workers and part-time work-

ers.
14. Mandatory procurement goals should be set for federal contracts to reach the

following percentages (on a contract-by-contract or agency-wide basis): 35 percent-

small businesses; minority-owned businesses-15 percent; and women in business-

10 percent.
15. Similar to number 5, excluding the line-item Congressional veto and the

Regulatory Review Board.
By subject area, this is where the top 15 votegetters fall: Capital formation, 5;

Women in Business, 1; Minority Business Development, 1; Government Regulations

and Paperwork, 2; Innovation and Technology, 1; Economic Policy and Government

Programs, 2; Inflation,3.

Senator BYRD. The committee is pleased today to have a number

of important and knowledgeable witnesses. The first panel will be a

panel of attorneys, the second a panel of small businessmen, and

the third a panel of small business organizations.
For the first panel of attorneys, on that panel will be Mr. Fred-

erick G. Corneel of Boston, Mass.; Mr. Converse Murdock of Wil-

mington, Del.; and Mr. Charles M. Walker, president, ABA tax

section.
Will you gentlemen come forward?
The committee is pleased to have you and you may proceed as

you wish.
Mr. Corneel?
Mr. CORNEEL. Mr. Walker will speak first.
Senator BYRD. Welcome, Mr. Walker.
Mr. WALKER. Thank you, Mr. Chairman.
Senator BYRD. I am glad to see you back before this committee.

You used to appear here frequently when you were with the Treas-
uy Department.

r. WALKER. Well, it is a pleasure to be back here in this role as

well, Mr. Chairman, it really is, and I thank you for giving us an

opportunity to speak.

STATEMENT OF CHARLES M. WALKER, ESQ., CHAIRMAN, TAX

SECTION, AMERICAN BAR ASSOCIATION

Mr. WALKER. As you have indicated, I am appearing here this

morning as the chairman of the section of taxation of the Ameri-

can Bar Association and, as such, I am pleased to express the views

of the American Bar Association and of the tax section on the tax

proposals which would encourage small business.
Neither the association nor the tax section, however, has adopted

a position on subjects covered by any of the bills that are identified

in the announcement of these hearings, except for S. 2168.

I will, therefore, comment only on that bill and in addition, I will

respond to the invitation of the committee to comment on other tax

matters which, I think, are of interest to the small business com-

munity. -

Tax policy adopted by the American Bar Association has ad-

dressed these issues in two different ways. Ones by recommenda-

tion of specific changes in the tax law. Me other is by recommen-

dation that a-program be established to simplify the Internal Reve-

nue laws.
I have attached as an appendix to my written statement, Mr.

Chairman, the text of that simplification proposal.
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Now, over the years, the section on taxation has recommended,

and the house of delegates of the association which is the associ-

ation's policymaking body, has adopted a large number of recom-

mendations to change the tax laws for the various reasons set forth

in the reports which accompanied those recommendations.
Several of those recommendations, if adopted, would be of sub-

stantial aid to the small business community. Among the proposals

is a recommendation which has the same objective as does S. 2168.

It recommends that the number of shareholders in a subchapter

S corporation should be increased to 30 under the ABA proposal. S.

2168 provides for an increase to 100 stockholders.
That is certainly a move in the same direction, though it goes a

bit further than does the ABA.
The present limitation of 15 shareholders interferes with flexibil-

ity in financial planning and business management, quite unduly

restricting the corporation's ability to raise capital or to award

stock to key employees.
The limitation also prevents many businesses from benefiting

from the subchapter S purpose of achieving the nontax objectives

of incorporation without incurring a corporate tax.
The development of automated efforts of correlating information

on the returns of such corporations with the returns of their share-

holders -on audit has made unnecessary the administrative conven-

ience of keeping such close limits on the number of shareholders.

Neither the tax section nor the association, however, has consid-

ered the portion of S. 2168 which deals with the ability of a

subchapter S corporation to issue an additional class of stock.

Accordingly, I will not comment on that aspect of the bill.

The subject of subchapter S corporations clearly is of interest to

the small business community. The whole area needs reexamina-

tion in depth so that rules can be simplified and made more easily

usable by small businesses.
Indeed, a reexamination of the subchapter S rules has been

underway for some time'by the staff of the Joint Committee on

Taxation. The section of taxation's committee on subchapter S

corporations hai been working with the staff, and with Treasury

representatives, in evolving a revision of these rules, and that

revision is long overdue.
I hope that it can be raised to a suitably high priority to enable

definitive action in the near future. Meanwhile, over the years,

there have been several legislative recommendations affecting the

subchapter S provisions which have been proposed by the tax sec-

tion and approved by the house of delegates.
These are summarized in an exhibit attached to our written

statement.
Briefly, in addition to providing for an increase in the maximum

number of permitted shareholders, as is contemplated by S. 2168,

they are designed to do the following.
First, to permit a subchapter S corporation to own stock in an

inactive subsidiary.
Second, to permit an estate in bankruptcy to be a Aiareholder of

a subchapter S corporation.
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Third, to eliminate the requirement that a subchapter S corpora-

tion have no more than 20 percent of its gross income from passive

investment income.
Fourth, to correct certain technical defects in the definition of a

subchapter status.
Fifth, to modify the rules relating to distributions by subchapter

S corporations.
Clearly, when approaching legislation in the subchapter S area,

it would be highly desirable to do more than handle only one or

two isolated problems. The ABA recommendations have evolved

over the last 5 years and represent the current position of the

association and precise statutory language to achieve these objec-

tives has been proposed for each of them and is available to the

staff if that is desired.
So certainly an early revision of subchapter S in which these

recommendations would be considered certainly should occur, but

if it does appear unlikely to occur, it is highly desirable to move

forward at least with these specific recommendations that are in

the book.
Another area of tax law which is of interest to the small business

community relates to the redemption of stock of closely-held corpo-

rations. In that respect, there are three recommendations compris-

ing association policy, all of which we recommend to the committee

for attention.
- Attached again to my written statement is my summary of these

and I will mention them briefly here.
One of the recommendations provides that a redemption of stock

which qualified as a complete termination of interest, thus insuring

the redemption proceeds against treatment as an ordinary divi-

dend, should not lose such status merely because the shareholder

reacquires stock in the corporation during the following 10-year

period through enforcement of his rights as a creditor.

Another recommendation relating to redemption extends the

period within which an agreement must be filed notifying the

Internal Revenue Service of a reacquisition of stock after a redemp-

tion which does qualify as a complete termination of interest.

Present law requires that such an agreement be attached to a

timely filed return for the year of the distribution.

The recommendation is to permit the filing of the agreement

with the first return filed for that year, whether or not timely, or

whenever reasonable cause for failing to file the agreement with

the return can be established.
The third recommendation in the stock redemption area adds the

basis of the stock redeemed to the basis of other stock owned by the

shareholder in cases where the distribution proceeds are treated as

a dividend received, instead of proceeds in exchange for the shares.

Admittedly, these three stock redemption recommendations are

technical, but they directly relate to the attractiveness of small

businesses to the extent that technical questions such as these

im air the businessman's ability to withdraw from the company.

They make it less likely that a person will commit his funds and

devote his efforts to the business in the first place.

Another area of tax law which vitally affects small businesses

relates to the pension and profit-sharing plan area. Without getting
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into ERISA, which is a subject entirely unto itself, I would like to
take this opportunity to observe that r.,any small businesses and

professional practitioners have been a-o.pting strained organiza-
tional structures in order to achieve tax benefits available to corpo-
rate employees but not available to self-employed individuals, in-
cluding members of partnerships.

This is the direct result of the fact that the tax advantages of so-
called H.R. 10 plans which are available to self-employed individ-
uals are far less attractive than the tax advantages available to
corporate employees.

In 1973, the American Bar Association adopted a tax section
recommendation which provides that qualified employee benefit
plan provisions of the Internal Revenue Code should be rewritten,
first to eliminate all distinctions between common law employees
and self-employed individuals, second, to eliminate any distinction
based upon ownership, and third, to provide that special social
security integration rules for owner-employees be eliminated or
raised.

In 1978, the association's Special Committee on Retirement Bene-
fits presented a recommendation approved by the house of dele-
gates that the code be amended to eliminate the difference between
the treatment of self-employed persons and employees with respect
to qualified employee benefit plans and all other employee benefits.

But in any event, the limitations on contributions to or benefits
from qualified employee benefit plans should be the same for both
employees and self-employed persons, and further, that adjust-
ments for increases in cost of living for self-employed persons
should be provided, just as they are with respect to plans for
employees.

The above recommendations in the employee benefit area would
very substantially reduce complexity and provide comparable bene-
fits to self-employed persons without subjecting them to the costs
and distortions of using the corporate form in areas where, from a
business standpoint, it is unnecessary and undesirable. According-
ly, these changes should be of substantial benefit to the small
business community.

Finally, an area of the tax law which has long needed simplify-
ing for the advantage of all taxpayers,. including small businesses,
involves the constructive ownership rules of the code, that is, situa-
tions where, for purposes of applying various code provisions, a
taxpayer is regarded as owning shares of stock which he does not
directly own but which are owned by certain related parties, such
as members of the family, partners, fellow shareholders, and the
like.

The basic code provision dealing with constructive ownership is
section 318. However, scattered throughout the code are many
provisions which contain different rules.

In 1969, the house of delegates approved a tax section recommen-
dation which proposes a single set of constructive ownership rules.
The subject is admittedly complex and, in many cases, involves
policy decisions concerning the impact on different taxpayers of the
relevant code sections.

Nevertheless, it-is confusing for a taxpayer to weave his _way
through the assorted constructive ownership rules. The problem
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has not achieved a high enough priority to provide a specific legis-

lative response to this proposal.
It would, however, be a substantial advantage to the small busi-

ness community to develop legislation to straighten out and sim-

plify this complex area of the tax law.
In conclusion, I think, Mr. Chairman, I would like to note the

-ongoing activity of the tax section as it relates to the simplification

of the tax laws in the context of these hearings, which emphasize

the small taxpayer situation.
The tax section is currently planning a small taxpayer confer-

ence which will consider changes in the law and administrative

practice for individuals with relatively low adjusted gross income

as well as businesses having relatively small gross receipts. We will

be glad to keep you and your staff informed as plans for this

conference proceed.
Its orientation will be simplification.
To the extent simplification is achieved, there will be obvious

benefits to small business taxpayers, even without enactment of

specific provisions for special treatment because of the small busi-

ness classification.
From a simplification standpoint, the virtue of which is a less

complex, less onerous and more equitable tax system, it is general-

ly not desirable to establish separate categories and classifications

of taxpayers to receive particular described benefits.

I do thank you, Mr. Chairman, for the opportunity to speak out

on these items, and to express our views.

Senator BYRD. Thank you, Mr. Walker. I might say at this point

that the tax section of the American Bar Association has been very

helpful to the Senate Finance Committee in the last few years in

focusing attention on areas of the tax code that need to be simpli-

fied and in making recommendations in that regard.

Thank you.
Mr. Corneel or Mr. Murdoch, who is next?

STATEMENT OF FREDERIC G. CORNEEL, ESQ., BOSTON, MASS.

Mr. CORNEEL. I very much appreciate the opportunity to appear

before you. As a lawyer I am used to taking the law as I find it and

it is a very unusual opportunity to look at it from your point of

view, and that is to try and see the law as it ought to be.

When I do take that view, the first thing that struck me is that

the law too often reflects good income tax theory but does not work

out in practice, and I would like to give just two examples of that.

We know that the tax has to reflect our ability to pay. The

budget that you mention works out to a tax of something like

$2,500 for every person in the United States, and certainly there

are lots of families of four who cannot afford to pay $10,000 a year.

So we know the law has to reflect our ability to pay.

The income tax assumes that income is a good measure of our

ability to pay. The trouble is that we do not pay our taxes with

income. We pay our taxes with cash. And income and cash are not

the same thing.
If I decide to go into the used car business and I buy a car for

$5,000 - and I- sell- it for $6,000 that-is great.- I have-made $1,000
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profit but with inflation I now take the $6,000 and buy another

used car in order to sell it again.
If that is my situation when the time comes to pay taxes, I do

not have anyhing with which to pay the tax because my money is

in the car. Some of he proposals that are before you, some of the

proposals I would like to urge on you, would get away from income

as the measure of our ability to pay, that is, reflect cash flow that

goes into building up the business and therefore is not available to

pay taxes.
Another-point where theory and practice do not jibe has to do

with fair market value. Somehow, the law thinks that everything

there is has a fair market value and it taxes that fair market

value.
And sometimes, like when somebody dies, you have to do that.

You have to ask what is this estate worth? But in the income tax,

that is not necessary. The assumption of fair market value is

entirely contrary to fact in a closely held business. Its stock just

does not have any fair market value.
Closely held businesses are not bought and sold. Very often they

are liquidated, which is to say they are broken down into real

estate and machinery and component parts which can be sold and

therefore do have a fair market value.
But the business, as a going business, does not have an ascertain-

able fair market value, and that is especially true when it comes to

a minority interest.
I know that from personal experience. I have a 3-percent minor-

ity interest in a business. No dividends are paid on this stock. The

owner takes most of the profits as a salary and some of it he puts

back in the business. It may be when he retires he will sell out and

then maybe I will get something, but I do not know: He is younger

than I am and so the chances are that my wife will have to come to

the fellow after I am dead and ask what will you give me for this 3

percent interest? And whatever he will give her, that is what she

will have to take.
Senator BYRD. If I could interrupt you at that point, actually,

then, there is really no market for that stock.
Mr. CORNEEL. There is no market.
Senator BYRD. No one would buy into something like that.
Mr. CORNEEL. That is right, and where there is no market, I

think the tax law is crazy to say that it has a market value-that

is, to assume a ma- x for something that has no market and

to have taxes turn;,; that just strikes me as wrong.
You have a bill, for instance, dealing with incentive stock options

and they turn on whether the option price is 100 percent or 110

percent of fair market value? I think all of us here have had the

experience of negotiating when somebody has died relating to the

estate tax value of closely-held stock. We usually start very much

from the low side and then the Government triples it and then we

dicker and we come out somewhere. But that is no way to run

income tax.
That takes time and it leads to tax avoidance and it makes for

uncertainty- if the law turns on something which does-not-exist in
fact.
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So here are two areas where I would say it really would be

worthwhile for the tax law to get away from theory and to get

down to something that makes practical sense.
Now, the speiic proposals I have, I hope that altogether they

end up in a balanced budget. Some would give something to the

small businessman in the way of saving taxes, some would take

something away, but I hope I am not just taking.

The first one, though, I would be taking, and that is there is a

section 1244 in the code now Which says if I put money into a small

business within certain limits and then I sell that stock at a loss,

that loss is an ordinary loss.
I think it is worthwhile thinking about changing that section

1244 to recognize that when I put money into the business I have

reduced my ablity to pay taxes. I certainly have less cash and

what I have in its place, namely the closely-held stock, has a very

uncertain value.
It would provide a real incentive if, within the limits of section

1244, $50,000 a year, investments in small business could be deduct-

ible. On the other hand, if the stock is sold, any money coming

back would be ordinary income up to the deduction that had been

taken.
My second proposal is really something where there is something

wrong with tax theory and tax practice and that is that the law

now does not permit us to deduct the cost of starting of business.

If I want to get a license to go into the small loan business or if I

am a doctor and I want to buy a practice, or if I want a TV

network affiliation contract, whatever I spend to go into the busi-

ness, I am not permitted to deduct it. The theoretical reason for

that is, that, I do not know how long I am going to be in business

and therefore I cannot pro rate the costs.
But if I spend $25,000 to go into some business, it is clear to me

that as that business makes money for me, some part of every

dollar I get back is a return of my investment.
I think that across the board there should be some kind of a

rule-and I do not know whether you want to take a 5-year rule or

a 4-year rule or a 10-year rule, but something which recognizes the

fact that money that we spend to go into business is money spent

and is an expense of the taxpayer.
I would like now to turn to proposals for accelerated depreci-

ation, and I know you have some before you that according to the

estimates that I saw have a revenue cost of $50 billion.

Surely those proposals make some sense, because if I spend

money to buy a truck, for instance, I really do have that much less

money with which to pay taxes. But I think, unless you want really

a huge hemorrhage in the tax system you have to put limits on

those proposals and I would like to suggest two.
The first is we do not have to permit accelerated depreciation on

all money that is spent without limit. Right now, we have first

year depreciation which is limited to $10,000 per individual or

$20,000 for a family.
I would think you could raise that limit to some higher amount,

$25,000 or $50,000 or $100,000-some kind of a limit that would

-help small business .But you do not have to permit accelerated

depreciation for million- and billion-dollar investments.--
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The other thing is this. The reason for permitting accelerated
depreciation is this: I have spent my money to buy a truck, there-
fore, I do not have money to pay taxes and therefore I ought to get
some quick deduction in computing my income tax for the money
that I have spent. But that is true only, is it not, if I have spent the
money?

Suppose I have borrowed the money? I have just as much cash as
before. If I buy a truck for $15,000 and borrow the whole amount, I
have got just as much cash as I had before.

My ability to pay taxes has not been reduced. A lot of mischief in
the tax shelter area is due to the fact that we are permitted to take
deductions, depreciation deductions and other deductions, based on
borrowed money.

I support proposals for accelerated depreciation, but only to the
extent that people are spending their own money. I think if you
want to help people with their cash flow problem, where you have
to help them is where cash flow goes to pay taxes and not in
situations as are advertised in tax shelters where they say, you put
$1 into this deal and you will get $5 in cash flow back.

The reason for this is that accelerated depreciation now is based
on borrowed money that should be changed.

As my next proposal, I would just like to repeat what Mr.
Walker said. It is not right-it does not strike me as right, at
least-that you discriminate between people's ability to have the
benefit of pension and profit-sharing plans. Self-employed people,
partners, subchapter S shareholders right now can save $7,500 a
year on a deductible basis. But if I were a corporate employee, I
could save $36,000 a year or I could build up to a pension of more
than $100,000 a year when I retire, or I can even get a combination
of both.

That is just a tremendous disparity, and I do not think it is
justified. I think that the need of small business people to have
savings is at least as great as people who work for large corpora-
tions, or for the Government. I just do not think it is right to have
that difference.

I would like to refer now to a point I made at the outset, and
that is that closely-held stock does not have a fair market value.
Assume that I want to give a key executive in my shop some stock.
I do not care to get money for it. I just want him to have it to
provide the incentive.

He has to pay taxes on it. If he is in the 50 percent bracket, he
has to pay 50 percent of the hypothetical value of that stock which
really means 50 percent of whatever the Service says the stock is
worth. He may not be able to do that, and I know of situations
where people do not take stock just because they cannot afford to
pay the taxes on it.

We have got complicated law under section 83 which deals with
that.

I would very much support proposals which say: Do not tax the
fellow at all when he gets the stock. Wait with the tax until he
sells it. But it would say, on the other hand, do not give the

.... business a-deduction for this stock. 'The business is not any poorer
because the executor has becoe-a-shareholder.. . ..
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Here you have a corporation. The corporation, as a corporation,

does not care who owns its stock. It is not any poorer. Why should

":it have a deduction? Why should the individual have to pay money

on a value that is uncertain?
7 Let's wait until he turns it into cash. This proposal would gener-

ate taxes rather than lose it, but it would work out from a business

point of view.
Well, I see my time is up. In my written submission I have other

suggestions that I wish people would look at this.

Oniie specific suggestion I would like to make while my yellow

light is on, is to work toward the concept of a small business

corporation, a closely-held corporation which does not have market-

able securities outstanding.
7 Tax its income just once, at the shareholder level, like sub-

7: chapter S does. But the difficulty with subchapter S right now, and

the reason why it is used so little, is that it does not have the

corporate surtax exemptions.
And so if you go the way of taxing business income just once at

the shareholder level, work out tax rates which reflect what is

omgon now with regular corporations rather than to have the

Sgh " dividual taxes which are now paid on subchapter S income.

Thank you for the opportunity of sharing these thoughts with you.

Senator BYRD. Thank you, Mr. Corneel.
Mr. Murdoch, that brings us to you. We are glad to have you

back.
Mr. MURDOCH. Thank you, Mr. Chairman. It is always a pleasure

to a pear here. I have always enjoyed my appearances here, but up

unt now I have been a self-invited guest and felt welcome. Now I

am an invited guest and I not only feel welcome, but flattered and

pleased to be here.
Senator BYRD. We are glad to have you.

STATEMENT OF CONVERSE MURDOCH, ESQ., WILMINGTON,
DEL.

Mr. MURDOCH. I am particularly pleased to be asked to speak on

what I guess is my favorite topic that is the problems of small

businesses.
I- was a delegate to the White House Conference on Small Busi-

-_ ness. At that conference there was some feeling among some of the

delegates that there ought to be an all-encompassiig definition of

psasi to ... I said then, and I say now, that I do not think it is
posds m hve a singledefiition of small business which can be

used in every area of legislation or regulation.
However, for purposes of analyzing my comments today, I think

it is fair to the subcommittee that you know what I am referring to

when I talk about small business...
I, am talking about a business which is owned by a few individ-

I uals. Usually they are members of a single family or those owners

who are active participants in the day-to-day operation of the busi-

ness.
The type of small business for which I have a concern has none

of its equity or debt securities actively traded. There is no market

for them. Tho goes back to Mr. Corneel's comment. It is theoreti-

%ally-fun to-talk-about the fair-markuetvale of these small busi-
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ness securities, but it is illusory. Such a fair market value does not
exist. You cannot find it.

Next, the kind of small business that concerns me is one which is
dependent for its capitalization on loans from its owners, on bank
borrowings or on retained earnings in order to finance just staying
afloat today. Such a business certainly depends on the same
sources of capital for any expansion.

My next comments are made to the small business community
rather than to the Congress. I urge the small business community
to not come up with wish lists. When I talk about wish lists, I am
not talking about the sort of topics that my fellow panelists men-
tioned this morning.

At the White House Conference on Small Business there were a
lot of resolutions adopted. Unfortunately, the White House Confer-
ence did not have available to it what your subcommittee has
available in the way of economists and technicians who can give
you revenue estimates on various proposals. Therefore it was very

- simple for the delegates at that conference to just vote in favor of
anything to reduce taxes.

We did not have the responsibility which you gentlemen have of
tr ing to fit those proposals into a budget. Also we were not faced
with the political realities which face Congressmen and Senators,
namely, a proposal has to be something that can be sold to the
voters.

Instead of coming up with wish lists, my plea to small business is
to come up with proposals give them priorities and say, of all the
proposals, this is the number one for us, this is number two,
number three, and so forth. If you can afford to give us relief, do it
up here at the number one level before you move down to the
number two level.

My first priority would be proposals which do not cost the Gov-
ernment a dime. I think it is self-evident that any proposal which
will help small business and will not hurt the Government at all
should be considered as a number one priority.

Among the bills that you are considering today, S. 2171 is a good
example of what I am talking about. That is Senator Nelson's
proposal to eliminate the need for businesses to give a W-2 form to
an employee who terminates his employment during the year.

I cannot believe that the enactment of that bill could possibly
affect the Government's revenue. But it is a helpful thing- articu-
larly for small business people-to be relieved of extra bookkeeping
chore. I urge that as a good example of what I am talking about.

I cannot think of a single argument against the enactment of
that bill. I have been fooled before and maybe the Treasury people
can come up with something that indicates it is a terrible drain,
but I cannot believe it.

In line with this same--
Senator CHAFz. Could I interrupt with a question? I am not sure

I get that suggestion. It is to relieve the small employer from
giving a W-2 form to an employee who leaves during the year? Is
that it?

Mr. MURDOCH. Yes, sir.
It is addressed to all employers. It is not limited to small busi-

ness.
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Senator CHAm. OK. All employers.
Would they give them the W-2 form what, at the end of the

year? Mail it to them?
I am not sure I get the proposal.

L Mr. MuRDocH. Yes. Under existing law, if an employee termi-
ates, let's say June 30, the employer is required to give them a

W-2 form, I believe it is within 30 days of termination. That is

completely out of phase with what the employer usually does.
The employer usually tells the bookkeeping department, some-

time in January of the following year: Give everybody a W-2. This
bill would say, unless the terminated employee specifically requests

an early W-2, the employer, is free to give everybo, in cludin~g
terminated employees, the whole schmeer of W-2's in January of

the following year.
Senator CHAin. Is that a significant saving for an employer to

not do that? I mean, is that not de minimis?
Mr. MURDOCH. I agree that, in the whole scheme of things, it is

de minimis. It is a half an hour of our bookeeper's time that is not

taken up in June or July getting out an extra W-2. -

And I believe, with the Chinese, that a thousand mile journey
has to begin with a single step. If you can have something as

simple as this relief which gives anybody any help and does not

cost the Government anything, I say let's take that step.
Senator CIIAF=E. OK. I was wondering if there was more there

than met the eye.
Mr. MURDOCH. No, sir. That is why I say I-could not think of a

single argument against it. I like to try to think of arguments
against somebody else's ideas, but I could not.

Again, on things that have high priority and costs no revenue. I

urge that there constantly be an effort to simplify the law, not only

simplifying existing law, but analyzing all proposals for changes in
the law to see if it is necessary to have them in a complex form or

whether they can be just as workable with no cost to Government
but in a simple form.

Another example of something that does not cost the Govern-

ment a dime, of overall revenue is for the Congress to brow the

whistle on the present Treasury proposal to increase the frequency

of paying over withholding and employment taxes.
As I understand the present Treasury proposal, if an employ er

pays as much as $13,000 a quarter-that would be $1,000 a week in

employment taxes-the employer would have to go from a once a

week deposit of employment taxes to a twice a week deposit. I can

understand how sitting at the Treasury level and looking down at
billions of dollars and with the interest rate on Government obliga-
tions running at 15 and 16 percent, why getting that much money
in twice a week rather than once a week could be important from
the Treasury's viewpoint.

But I believe it is up to Congress to look at this, not from just the

Treasury's point of view, but from the point of view of the small
employer. Ifyou take a small employer who has $1,000 a week and
say to him, you have got to pay that over twice a week rather than
once a week because you are making interest on our money for 3
days, you are saying to him that you have $5 of the Govern-
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ment's money for 3 days. If you invested that $500 at 15 percent
you would make 62 cents in 3 days.

Our clients do not have the time to fool around with that. For 62
cents, they cannot afford to pick up the phone and call the bank
and say move it from a checking account to a savings account,
much less trying to fool around trying to get money market funds

to accept investments of $500.
Budget trickery is the only point to the Treasury proposal which

I can see. It is to help balance this year's budget by moving some of

what would otherwise be next year's receipts into this year's re-

ceipts just to make the budget look more balanced. It does not

affect the Government's overall revenue. That kind of gimmickry
does hurt small business.

The next proposals I would urge, would cost the Government
revenue. In that department, my top priority would be a reduction
of the corporate income tax rates in the lower ranges.

It was very helpful a couple of years ago when Congress gradu-
ated the corporate rates up to the $100,000 level. One of the bills
that your subcommittee is considering would increase that surtax
level to $150,000. In reading the staff summary I was very pleas-
antly surprised to see how little revenue effect that increase has.

I am convinced that that kind of proposed tax reduction, is the

most meaningful to the type of business I am talking about. That is

much more meaningful than an accelerated depreciation proposal.
An accelerated depreciation proposal is helpful to businesses

which are capital intensive and which have access to capital to

invest in capital equipment.
Most small businesses do not enjoy that privilege. They are

scraping along. They just have enough to hang in there. It used to

be, up to one year ago, you could say: Why don't you go to the bank
and borrow enough to buy a truck.

That is practically out of the question now.
When you say to a small businessman, go to the bank and

borrow $15,000 to buy a truck, he says: The bank tells me the

interest rate is 22 percent, and my accountant tells me I am only
making 15 percent on my invested capital. Why should I go borrow
at 22 percent to earn 15 percent? I will just pull in my horns and
weather out the storm.

Accordingly, accelerated depreciation is no help at all to that
person. The help he needs is to lower his taxes so he can generate
out of his own earnings the money to invest in new equipment.
That, to me, is the number one priority in the area where it will
cost revenue.

Another proposal that I have set forth in my statement is to
either eliminate or drastically change the penalty tax on accumula-
tion of surplus. That was never designed to be a revenue producer.

The tax itself is merely meant as a threat to force small busi-
nesses to disgorge their profits to their shareholders. If there was
ever a need for that, I question whether that need now exists.

The threat of that imposition of a penalty tax on accumulation to
surplus puts a premium on minutes which reflect plans for expan-
sion and puts a penalty on the poor guy who does not turn to a
lawyer to write his minutes up for him. The revenue agent in-
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volved says: you tell me you were accumulating a surplus to get
F into a new business. Show me in the minute book where it is.

You cannot because the guy does not have a minute book. He is

having a meeting of the directors every time he is shaving.

The revenue agents expect him to keep minutes such as the

1Z DuPont executive committee keeps.
It is a terrible penalty on small business to continue that tax. If

it is to be continued, I urge that the committee consider raising tho

" $150,000 safe harbor exemption and indexing that for inflation. It

--is an absolute must.
Of the proposals you have before you today the one which has

the lowest priority is the stock option proposal. To me, that is a

nothing thing for small business.
Mr. Corneel has said you cannot find out the fair market value

of interests in small businesses, particularly of minority interests.
The small businesses which I am familiar with have absolutely no

interest in stocl options for their employees.
That is a great break for big businesses which have listed stock.

You can pick up the Wall Street Journal and find their value

- yesterday but it is of no interest to small businesses of the kind
with which I am familiar.

Thank you very much, Mr. Chairman.
Senator BYRD. Thank you, Mr. Murdoch. I want to make one

observation Etnd ask one question and then I will yield to my
colleague from Rhode Island, Mr. Chafee.

Mr. Murdoch, you urged small business not to submit to the

Congress a wish list and I want to echo your statement in that

regard. I think as I see it, what should be done is to pick out two or

three or four of the higher priority items and concentrate on these

items rather than send a multitude of proposals dealing with taxes

and capital formation.
The second thing-you mentioned a reduction in taxes for small

business and you mentioned increasing from $100,000 to $150,000
the amount before reaching the top corporate vote. I assume that

you are dealing with that increase from $100,000 to $150,000 rather

than reducing the lowest rate, which is now what, 17 percent?

Mr. MURDOCH. Yes, sir.
Senator BYRD. You were not recommending reducing that rate?

Mr. MuRDocH. Not necessarily, although the bill before you
would reduce the lowest rate from 17 percent to 15 percent and I
am not one to oppose that kind of th , but I do not consider a 17

percent income tax rate on the first $26,66 of corporate income as

terribly onerous. 15 percent is better, but I cannot tell you that 17

percent is hurting badly.
Senator BYRD. ut you think the better procedure, if you had to

choose one to the other, the better procedure would be to increase
to $150,000 the amount before you get into the surtax.

Mr. MuRDOCH. Yes, sir.
Senator BYRD. Thank you.
Senator Chafee?
Senator CmA=E. Thank you, Mr. Chairman.
Mr. Murdoch, I share your enthusiasm for 2136. I have a bill

very similar to it in which in your statement you rank that of the

most needed of all the bills.
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I personally do not have your enthusiasm though for indexing. I
am leery of indexing and I think most of the committee is. We feel
indexing is building inflation into one more facet of our economy
and I personally am reluctant to do that.

But I do not have the revenue figures Aiht before me on that.
You indicate that they are surprisingly small.

You refer to page 45. Page 45 on what?
Mr. MURDOCH. In the staff analysis.
The bottom of page 45.
There was a time when I thought $1 million was a lot of money

and this is a lot of millions, but in the scheme of things it does not
seem very large to me-particularly when you compare it to accel-
erated depreciation where you are talking about many billions of
dollars of revenue loss.

Senator CHAFE. With the 10-5-3.
Mr. MURDOCH. Yes, sir.
Senator CHAFE.. So you give this your number one priority?
-.Mr. MURDOCH. Just behind anything that simplifies compliance

and does not cost the Government a'ny revenue. Yes, sir.
Senator CHAFF. Fine.
Thank you, Mr. Chairman.
Senator BYRD. Thank you gentlemen, very much.
[The prepared statements of the preceding panel follow. Oral

testimony continues on p. 602.]
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My name is Charles M. Walker. I am Chairman of the

Section of Taxation of the American Bar Association. 
In

that capacity, I am pleased to express the views of 
the

American Bar Association and the Section of Taxation 
on

tax proposals which would encourage small businesses.

The announcement of these hearings identified several

bills on which the hearings would focus, and also stated

that testimony need not be restricted to those particular

bills. It indicated comments were welcome on matters of

importance to the small business community including

other tax proposals and current problems in the tax area

confronting small businesses which have not been addressed

in legislation.

Neither the Association nor the Tax Section has

adopted a position on the subjects covered by any of the

bills except S. 2168. I will, therefore, commeit only

on that bill. In addition, I will respond to the invita-

tion to comment on other tax matters of importance tc 
the

small business community.

Tax policy adopted by the American Bar Association

has addressed these issues in two different ways. One is

by recommendation of specific changes in the tax law. The

other is by recommendation that a program be established

to simplify the Internal Revenue laws. Attached as Appendix

A is the text of that simplification recommendation.
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Over the years.the Section of Taxation has recommended,

-and the House of Delegates of the 
American Bar Association

(the Association's policy making body) has adopted, 
a large

number of recommendations to change tax laws 
for the various

reasons set forth in reports which accompanied the recom-

mendations. I have with me for distribution to 
the

committee and its staff several copies of a 
booklet

summarizing those recommendations. Several of the

recommendations, if adopted, would be of 
substantial

• aid to the small business community.

Among the proposals is a recommendation which 
has

-the same objective as does S.2168. Our recommendation is

identified as Tax Section Recommendation 
1975-5. It rec-

ommends that the number of shareholders in an electing

small business corporation under subchapter S 
should be

increased to 30. S.2168 provides an increase to 100.

That is a move in the same direction--it merely 
goes further.

The present limitation of 15 shareholders 
interferes

with flexibility in financial planning and business 
manage-

ment by unduly restricting the corporation's ability 
to

raise capital or to award stock to key employees. 
The

limitation also prevents many businesses from 
benefiting

from the subchapter S purpose of achieving 
the non-tax

objectives of incorporation without incurring 
a corporate

tax. The development of automated methods of correlating

information on the returns of such corporations 
with the

returns of their shareholders on audit has made
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unnecessary the administrative convenience of keeping such

close limits on the number of shareholders.

Neither the Tax Section nor the Association has con-

sidered the portion of S.2168 which deals with the ability

of a subchapter S corporation to issue an additional class

of stock.

The subject of subchapter S corporations clearly is

of interest to the small business community, The whole

area needs re-examination in depth so rules can be simplified

and made more easily usable by small businesses. Indeed, a

re-examination of the subchapter S rules has been under way

for some time by the staff of the Joint Committee on Taxation.

The Section of Taxation's Committee on Subchapter S Corpo-

rations has been working with the staff and with Treasury

representatives on evolving a revision of the rules. The

revision is long overdue. I hope that it can be raised to

a suitably high priority to enable definitive action in

the near future.

Meanwhile, over the years there have been several

legislative recommendations affecting the subchapter S pro-

visions which have been proposed by the Tax Section and

approved by the House of Delegates. These are summarized

in Exhibit B attached hereto. Briefly, in addition to pro-

viding for an increase in the maximum number of permitted

shareholders, they are designed (1) to permit a subchapter

S corporation to own stock in an inactive subsidiary, (2)

to permit an estate in bankruptcy to be a shareholder of a
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sibchapter S corporation, (3) to eliminate the requirement

that a subchapter S corporation have 
no more than 20% of

its gross income from pass:.ve investment 
income, (4) to

correct certain technical defects 
in the definition of

subchapter S status, and (5) to modify 
the rules relating

to distributions by subchapter S corporations.

Clearly, when approaching legislation 
in the subchap-

ter S area, it would be highly desirable 
to do more than

handle only one or two isolated 
problems. The ABA recom-

mendations have evolved over the 
last five years and

represent the current position of 
the Association. Pre-

cise statutory language has been 
proposed for each of them,

which can be provided to the subcommittee's 
staff as

desired.

If an early revision of subchapter 
S, in which the

ABA recommendations doubtless would 
be considered, appears

unlikely it is highly desirable to 
move forward now with

these specific recommendations.

Another area of the tax law of interest 
to the small

business community relates to the 
redemption of stock of

closely held corporations. In that respect, there are

three recommendations comprising 
Association policy, all

recommended for attention. Appendix C provides a summary

of them. I.jain, statutory language has beenrepared,

and can be made available to the 
Committee as desired.

Some of the recommendations go back 
a good'many years but

are still viable and worthy of enactment. 
One of them
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provides that a redemption of stock which qualified as a

complete termination of interest (thus insuring the re-

demption proceeds against treatment as an ordinary dividend)

should not lose such status merely because the shareholder

reacquires stock in the corporation during the following

ten-year period through enforcement of his rights as a

creditor.

Another recommendation relating to redemptions extends

the period within which an agreement must be filed notifying

the Internal Revenue Service of a reacquisition of stock

after a redemption qualifying as a complete termination of

interest. The present law requires such an agreement to be

attached to a timely filed return for the year of the dis-

tribution. The recommendation is to permit the filing of

the agreement with the first return filed for that year

whether or not timely or whenever reasonable cause for fail-

ing to file the agreement with the return can be established.

The third recommendation in the stock redemption area

adds the basis of the stock redeemed to the basis of other

stock owned by the shareholder in cases where the distribution

proceeds are treated as a dividend received instead of pro-

ceeds in exchange fpr the shares.

Admittedly, these three stock redemption recommendations

are technical, but they directly relate to the attractive-

ness of small businesses to the extent that technical ques-

tions such as these impair the businessman's ability to
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withdraw from the company. They make it less likely that

a person will commit his funds and devote his 
efforts to

the business in the first place.

Another area of tax law which vitally affects small

businesses relates to pension and profit-sharilng 
plans.

Without getting into ERISA which in a subject 
entirely to

itself, I would like to take this opportunity 
to observe that

many small businesses and professional practitioners 
have

been adopting strained organizational structures 
in order to

achieve tax benefits available to corporate employees 
but

not available to self-employed individuals, including 
mem-

bers of partnerships. This is the direct result of the

fact that the tax advantages of so-called HR-10 
plans which

are available to self-employed individuals are 
far less

attractive than the tax advantages available 
to corporate

employees.

In 1973 the American Bar Association adopted a 
Tax

Section recommendation which provides that qualified 
em-

ployee benefit plan provisions of the Internal 
Revenue Code

should be rewritten (1) to eliminate all distinctions 
between

common law employees and self-employed individuals, 
(2) to

eliminate any distinctions based upon ownership and 
(3) to

provide that the special social security integration rules

for owner/employees be eliminated or raised.

In 1978, the Association's Special Committees on

Retirement Benefits Legislation presented i recommendation,

approved by the House of Delegates, that the Code 
be
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amended to eliminate the differences between the treat-

ment of self-employed persons and employees with respect

to qualified employee benefit plans and all other employee

benefits; that, in any event, the limitations on contri-

butions to or benefits from qualified employee benefit

plans should be the same for both employees and self-employed

persons; and further, that adjustments for increases in cost

of living for self-employed persons should be provided, just

as they are with respect to plans for employees.

The above recommendations in the employee benefit area

would very substantially reduce complexity and provide com-

parable benefits to self-employed persons without subjecting

them to the Cost and distortions of using the corporate 
formjS

in areas where, from a business standpoint, i unnecessary

and undesirable. Accordingly, these changes should be of

substantial benefit to the small business community.

Finally, an area of the tax law which has long needed

simplifying for the advantage of all taxpayers, including

small businesses, involves the constructive ownership rules

of the Code, i.e., situations where for the purposes of

applying various Code provisions a taxpayer is regarded as

owning shares of stock which he does not directly own but

which are owned by certain related parties such as members

of the family, partners, fellow shareholders, and the like.

The basic Code provision dealing with constructive owner-

ship i section 318. However, scattered throughout the

Code are many provisions which contain different rules.
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In 1969, the House of Delegates approved a Tax Section

recommendation which proposes a single set of constructive

.ownership rules. The subject is admittedly complex and in

'many cases involves policy decisions concerning the impact

on different taxpayers of the relevant Code sections.

Nevertheless, it is confusing for a taxpayer to weave 'is

way through the assorted constructive ownership rules. 
The

problem has not achieved a high enough priority to provide

a specific legislative response to the Association's 
pro-

posal. It would, however, be of substantial advantage to

the small business community to develop legislation to

straighten out and simplify this complex area of the 
tax

law.

Finally, Mr. Chairman, I would like to note the 
ongoing

activity of the Tax Section as it relates to the simplifi-

cation of the tax laws in the context of these hearings 
with

particular emphasis on small taxpayers. We are currently

planning a small taxpayer conference which will consider

changes in the law and administrative practice for 
indi-

viduals with relatively low adjusted gross incomes, 
as well

as businesses having relatively small gross receipts. 
We

will be glad to keep you and your staff informed as 
plans

_ for the conference proceed. Its orientation will be sim-

plification. To the extent simplification is achieved,

there will be obvious benefits to small business taxpayers,

even without enactment of specific provisions 
for special

7 treatment because of the small business classification.
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From a simplification standpoint, the virtue of which

is a less complex, less onerous and more equitable tax

system, it is generally not desirable to establish separate

categories and classifications of taxpayers to receive par-

ticularly described benefits.

Thank you, Mr. Chairman, for this opportunity to

express these views.
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EXHIB.T A

RECOMMENDATION *1976-1

A program to simplify the internal revenue laws

should be established.

9 Tax L. 722 76-1 ABA Repts. __ SIKLIFICATION

There is general agreement that the internal revenue laws have,

in many respects, become so complex as to defy comprehensioni
that uniform enforcement is virtually impossible; that compliance

with these laws requires an undue expenditure of time and money;

and that the complexity of these laws affects public confidence
in our tax system and imperils the voluntary compliance upon

which the system depends. Thus the internal revenue laws are in

dire need of major simplification, and a comprehensive program 
is

needed.

-.1t is recommended that (1) the Congress simplify the internal

revenue laws so that they can be easily understood and complied
with and fairly and consistently administered, (2) the W.ays e

Means and Finance Committees adopt and announce a scheduled 
long-

range program to achieve such simplification; (3) those Commit-

tees employ to the maximum extent possible the resources 
and

experience of the Treasury Department in designing 
and developing

such a program; and (4) the Congress designate and establish 
an

appropriate body of advisers, whether it be a separately funded

section of the staff of the Joint Committee on Internal Revenue

Taxation, a separate commission, or some other anorooriate-organi-
zation, to assist in this program by assembling and analyzing

basic information and advising the tax-writing committees 
of

various alternatives.

WU 0 - so - M
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EXHIBIT 8
8-1

RECOMMENDATION 01976-12

-Section 1371 An electing subchapter S corporation should be per-
mitted to own stock in subsidiary corporations that do
not engage in any business or have taxable income for
the year, even if the subsidiaries engaged in business
in prior years.

29 Tax L. 1180 77-1 ABA 7epts. 106 SUB S CORPS

Section 1371(a) provides that a corporation will not generally be
eligible to elect to be taxed pursuant to subchapter S if it is a
member of an affiliated group as defined in section 1504. Section
1371(d) provides an exception if inclusion in the affiliated
grotto is only by reason of ownership of stock in another corpora-
tion that has not; since the date of its incorporation and through
the end of the taxable year in which the election is in effect,
engaged in business, and has no taxable income during said taxable
year. Thus, current law prohibits a subchapter S election by any
corporation with a subsidiary corporation which has previously
engaged in business, even though during the year of the proposed
election the subsidiary is inactive and has no taxable income.

It is recommended that a corporation be permitted to elect to be
taxed pursuant to subchapter S even though its subsidiary has
previously engaged in business, so long as the subsidiary does
not engage in business during any taxable year for which the
election is in effect and has no taxable income for any period
included within such taxable year.
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RE ImENDATION #1976-14

Section 1371 Ar. electing small 'qsiness -orporation under sub-

chapter S should be permitted to have 
as a shareholder

the estate in bankruptcy of an individual.

29 Tax L. 1184 77-1 ABA Repts. 106 SUB S CORPS

Under section 1371(a) a "small business 
corporation" may not have

as a shareholder "a person (other znan an estate and other than 
a

trust described in subsection MU) whc is not an individual."

The internal Revenue Service has 
ruled that "an estate, within

the meaning of section 1371, does 
not include an estate in bank-

ruptcy, and that the bankruptcy 
of a shareholder causes the

termination of the subchapter S election. 
Tax police consid-

erations do not appear to make 
such an involuntary termination

necessary, and Congress probably 
did not intend that the bank-

ruptcv of a shareholder would 
destroy the election.

It is recorcnended that an electina 
small 'usiness cor:oraczon

under subchapter S be permitted 
to have as a shareholder the

estate in bankruptcy of an individual.



560

RECOMMENDATION *1976-10

Section 1372 The requirement that an electing small business cor-
poratioa under subchaoter A may derive no more than
20 percent of its gross receipts from passive invest-
ment income should be eliminated.

29 Tax L. 1176 77-1 ABA Reots. 106 RUB S CORPS

Section 1372(e)(5) provides, with limited exceptions, that the

election of a small business corporation will terminate if, for
any taxable year, more than 20 percent of its gross receiots
constitute passive investment income. This prevents many active
businesses from using subchapter S solely because the nature of

their business is such that they have substantial receipts in the
form of passive investment income. This provision, which is not

necessary to further the purpose of subchapter S, often causes
inadvertent termination when the arbitrary limit is exceeded.

It is recommended that subchapter S be amended to eliminate the

requirement that an electing small business corporation may
derive no more than 20 percent of its gross receipts from passive
investment Income.
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RECOMMENDATION # 1978-13

)n 1372 The Internal Revenue Service should be 
required to

treat as an electing corporation under 
subchapter S a

corporation the election of which would 
be terminated

either as a result of an act or occurrence 
which was

taken without knowledge that it would affect adversely

the continuing status of the corporation 
as an electing

corporation, if the act .-an be or has 
been cured, or as

a result of a failure to meet a technical 
standard set

forth 4n the statute, where the margin 
of such failure

is not substantial, if the corporation 
and its share-

holders have continued to treat the corporation as an

electing small business corporation for 
all periods

ending after the occurrence or after 
the failure to

meet a technical standard occurred, 
as if no termina-

tion had occurred.

31 Tax L. 1498 79-1 ABA Reots. 107 SUB S CORPS

Termination of an electing corporation's 
status as a subchapter S

.corporation can occur involuntarily, 
and be retroactive to the

beginningg of the taxable year, either 
as a result of the cor-

porationias failure to be a qualified 
electing corporation (e.g.,

a shareholder transfers some of his 
shares to family members,

inadvertently creating more than the 
permitted number of share-

holders) or as a result of its receipt 
either of more than 80

percent of its gross receipts from foreign sources 
or of more

than 20 percent of its gross receipts 
from passive investment

income. "FreCuently discovery of the 
terminating event occurs

-during an audit several years later. 
meanwhile, the corporation

and its shareholders have continued to 
file returns and oav taxes

in the good-faith belief that the corporation's 
election under

subchapter S has remained in effect.

The retroactive termination of an election 
under subchaoter S

usually results in substantial hardships. 
Inadvertent action by

one shareholder may affect adversely the 
taxes owed by several

others, and all the shareholders may suffer 
as a result of an

accounting adjustment to gross receipts, 
or the vicissitudes of

the timing of receipts close to the end 
of the taxable year.

It is recoflueldi thae relief from 
the hardship of such situ-

Jtis be rovded by requiring 
the Service to treat 

the election

as not having terminated when 
it determines that the corporation

and its shareholders have treated 
the corporation as an electing

corporation consistently during 
all intervening taxable years 

and

certain other conditions are met.
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RECOMMENDATION # 1978-14

A corporation which is or has been an electing cor-

poration under subchapter S should be permitted to
distribute to its shareholders, in money or in other
property, amounts equal to the amounts which previously
have been taxed to shareholders but have not been

distributed to them, wi..iout regard to when such dis-
tribution is made and without regard to the earnings
and profits of the taxable year during which the

distribution is made. Such a corporation should be
required to keeo a separate earnings and profits account,

to which undistributed earnings are credited and from

which all distributions are treated as made to the

extent of such account, and required to recognize qain

or loss with respect to property other than money

distributed in such circumstances where the fair

market value of such property is different from the

adjusted basis thereof, to the extent of the lesser of

the amount of such previously taxed income or the

amount of such difference, as the case may be.

31 Tax L. 1501 79-1 ABA Repts. 107

Present law unnecessarily restricts the ability of a shareholder

of an electing corporation to receive distributions equivalent to

the amounts previously included ii his gross income as his share

of the electing corporation's undistributed taxable income. The

present rules are highly complex and sometimes operate unfairlY.

Only when the electing corporation mw.kes a distribution in money

during the first two and one-half months o! its next taxable year

may a shareholder easily receive the earnings on which he already

has been taxed. Otherwise, the electing corporation first must

distribute its entire current earnings (which, for a corporation
actively enqaqed in business, usually cannot be calculated until

after the close of its taxable year, when it is too late to make

the distribution). Moreover, if the corporation ceases to be an

electing corporation, present rules require that all current and

accumulated earnings and profits be distributed before a share-

holder may receive any benefit from having included in his gross

income his cro rata share of the corporation's earnings while it

was an electing corporation. Even then, the benefit permitted
assumingq the shares are capital assets in the hands of the

shareholder) is reduction of capital gain, although the income
was treated as ordinary income in the hands of the shareholder
when earned by the corporation. Additionally, present rules
treat previously taxed income as a personal right which may not
be transferred by the shareholder. Accordingly, his estate or

heirs and lifetime transferees may not treat a distribution from

the corporation as a distribution of previously taxed income.

;action 1375

SUB S CORDS
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Such results may be unfair in many 
cases and are not essential

to the operation of subchapter S. 
They are inconsistent with

the purpose of aiding small business 
and spring from an unneces-

sarily complicated solution to a 
simple mechanical problem.

It is recommended that each electing 
corporation be required to

keep a separate earnings and profits 
account at all times while

it is an electing corporation. 
All its undistributed earnings

would be credited to that account 
to the extent thereof, and

thereafter would be treated under 
section 301 as if made by a

corporation which was not an electing 
corporation.

It is further recommended that distributions 
in property other

than money be permitted and that 
gain or loss be recognized by

the distributing corporation in 
connection with such distribu-

tions.
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EXHIBIT C
C-1

RECOMMENDATION #1961-2 (11450-26)

Section 302 A redemption of stock which qualifies as a complete
tdrmination of interest should not lose such status
merely because the shareholder reacquires stock in
the corporation during the following 10-year period
through enforcement of his rights as a creditor.

14 Tax L. 37 88 ABA lepts. 346 CLOSE CORP PROB

Under See. 302(b)(31, if a corporation redeems its stock, a
shareholder is assured of capital gain (and not dividend)
treatment if there is a complete redemption of all stock in
the corporation owned by him. While the rules for attribution
of stock ownership app!y in determining whether all his stock
has been redeemed, stock owned by family members is not attri-
buted if, among other things, the shareholder retains no interest
in the corporation (other than an interest as a creditor) and
does not acquire any such interest (other than by bequest or
inheritance) within ten years from the date of distribution.

Although the prohibition against retention of an interest in
the corporation does not apply to an interest as a creditor
of a corporation, the regulations specifically provide that
the acquisition of stock of the redeeming corporation as a
result of the enforcement of rights as a creditor will be
considered an acquisition of a prohibited interest.

It is recommended that Sec. 302 be amended to include an
express provision that the termination of interest ru1b is
not rendered Inapplicable by virtue of an acquisition of
stock through enforcement of rights as a creditor.
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RECOMENDATION #1963-3 (11450-17)

Section 302 Tlje period should be extended within 
which an agree-

ment must be filed notifying the IRS 
of a reacquisi-

tion of stock, after a redemption qualifying 
as a

complete termination of interest.

16 Tax L. 80 89 ABA Repts. 284 CLOSE CORP PROBE

Sec. 302(c)(2) (A) provides th3t 
the family attribution rules

of Sec. 318(a)(1) are not to be 
taken into account in deter-

mining whether a shareholder's 
interest in a corporation has

been completely terminated by 
a redemption of his stock (so

as to qualify for capital gain 
treatment) if several conditions

are satisfied.

One such condition is the filing 
of an agreement to notify

the IRS of any acquisition of 
an interest in the corporation

within 10 years of the redemption. 
Reg. S 1.302-4 requires

that this agreement be in the 
form of a separate statement,

in duplicate, signed by the shareholder, 
and attached to a

timely filed return for the year 
of the distribution. The

IRS strictly enforces these 
requirements. The courts have

disagreed as to whether reasonable 
cause should excuse a

late filing.

It is recommended that filing 
of the agreement be permitted

T() with the first return filed 
for such year, whether or not

timely, or (2) whenever reasonable 
cause for failing to file

the agreement with the return 
can be established.
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RECOMMENDATION 41976-1

Section 302 The Code should set forth rules for the disposition
og the basis of'stock redeemed or sold under circum-
stances which cause the proceeds of redemption or saleto be taxed as a dividend.

29 Tax L. 1156 74-4-ABA-Ppts. 106 CLOSE CORP PROB
Amended 30 Tax L. 4P8

If a redemption of stock doer not qualify for sale or exchange
treatment under section 302(a), the proceeds paid by the re-
deeming corporation to the distributed shareholder are treated as
a dividend distribution to the extent that the corporation has
sufficient earnings and profits. Under section 304, certain
sales of stock in one corporation to another corporation are
treated as redemption transactions which may have dividend
consequences. In such cases, no offset or reduction in the
amount of the dividend is allowed to reflect the basis of the
stock redeemed or sold. The Code contains no relevant provision
with respect to the disposition of the basis of such stock, and
existing regulations provide guidance in only a limited number of
situations.

It is recommended that, in such situations, the basis of the

stock redeemed or sold be added to the 1asis 2 theirr stnck
the issuing or acquiring corporation actually owned by ine
distributed or, if he owns no such-other stock, that the basis
of the s9ock redeemed or sold be treated as a loss from the sale
or exchange of that stock; except that such loss shalk not be
allowed to a corporate distributed in respect of a distribution
having as its principal purpose the avoidance of federal income
tax, and, in such case, the adjusted basis of the stock which is

redeemed or sold shall be disposed of in accordance with regula-
tions to be prescribed by the Secretary or his delegate.
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UOSTON, MASSACMUSETTS 02110

t417) 336-2800
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WASKINa 10TI

April 1, 1980

United States Senate Committee on Finance

Subcommittee on Taxation and Debt Management Generally

Dear Sirs:

I appreciate the opportunity to submit comments in

connection with your current consideration of legislation to

ease the tax burden on small business, an effort that I heartily

endorse. Rather than direct my comments to specific and

technical aspects of the bills, I will discuss them in the

context of more general suggestions to improve the income

taxation of small business.

I should say at the outset, that I am a partner in a firm

that represents a number of small businesses, and am a director

-of small corporations. While this may- color my views, they

are my own and not those of my partners or of any client. I

am also a member of various professional groups, such as the

Tax Section of the Massachusetts Bar Association, of which I

am past Chairman, and the Committee on Closely Held Corporations

of the Tax Section of the American Bar Association. Again,

I do not speak for these organizations.
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SUMMARY

(1) The tax law should offer an incentive 
for investment

in small business by revising 1244 
so that rather than cushioning

loss on sale of small business 
stock, it would encourage purchase

of such stock.

(2) Small business suffers from cash 
shortages

which are aggravated by a tax that is based 
on income rather

than cash flow. Legislation should provide for 
faster

depreciation deductions and also 
for the amortization of goodwill

and.business start-up costs.

(3) Pension plan benefits and fringe 
benefits of owner-

employees of small businesses should be conformed to those now

available to employees of large corporations.

(4) Stock ownership by key employees 
in small corporations

should be encouraged by postponing 
tax on receipt of small

corporation stock until that stock is sold. The corresponding

deduction to the corporation on 
issue of the stock could be

eliminated.

(5) A variety of measures should 
be considered to

facilitate the continuation 
of a small business as a small

business including an easing of redemption 
rules.

(6) The small business that requires 
tax relief is business

that does not have outstanding 
marketable securities. A new

tax concept should be introduced 
called 'the Close Corporationw.

(7) There should be only a single 
tax on the profits of

a Close Corporation, similar 
to the present taxation of

partnerships except that pursuant 
to recommendation (1) above,

there would be a deduction for monies reinvested 
in the Close

Corporation. The rates on Close Corporation 
income would be

substantially the same as are now payable by owners of small

corporations on earnings taken in part as salary and in part

left in the business subject to corporate tax.

(8) Simplification of tax laws should be promoted 
by making

the Close Corporation tax system 
mandatory and by eliminating

many of the elections now in the Code.
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POLICY CONSIDERATIONS

I would like to begin by summarizing certain general policy

considerations that should in my view provide the guidelines

for tax legislation intended to assist small business.

Cash Squeeze. One of the basic tax problems for a small

business is that the measure of the income tax is not available

cash, but taxable income. But, since taxes must be paid with

cash, cash rather than income is a better test of the ability

to pay.

Particularly, a growing business is likely to run into

cash shortages caused by the need to carry more receivables

and inventory and to expand plant and equipment. A 500 income

tax (Federal and State combined) makes it exceedingly difficult

for small and growing business to respond to growth

opportunities. A number of the suggestions set out below are

intended to postpone the tax on income until the cash is more

readily available.

Because I see the cash squeeze as the major problem of

small business, I would limit tax assistance to businesses that

do not have access to public security markets. Further, I would

structure the aid so that it would reflect cash needs created

by business expansion.
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Lack of Market of Small Business Stock. 
A minority

shareholder in a closely-held corporation 
has no assured market

for his stock. In the absence of an agreement among 
the

shareholders, he can, practically speaking, 
sell his stock only

if the controlling shareholder approves 
or decides that the

company should be sold. Few people are willing to commit 
their

funds for the indefinite future and, 
therefore, in the absence

of tax incentives, it is difficult for small business to attract

capital. I believe such incentives should be given serious

consideration.

Equally important, the tax law should recognize that stock

that has no market cannot have any 
ascertainable fair market

value. The current tax treatment of such stock, which is 
based

upon an assumed fair market value, 
creates much mischief and

should be changed.

Small Business Must Pay Fair Share 
of Taxes. Small

businesses are not always in need of assistance. At least

occasionally they grow to be large and 
their owners wealthy.

There is no reason why in such situation, the owner and the

business should not pay taxes on the 
same basis as others.

And where a tax benefit has been conferred 
to help small business

in times of difficulty, there 
is no reason that this benefit

should not recaptured when 
it succeeds.

Because I see no reason why small business 
should not pay

a fair tax when it can, I favor changes in the law that relate
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to the timing of income- and deductions, rather than credits

or rate reductions that result in a permanent lowering of the

tax.

Simplification. The complexities of the tax law have not

only made taxpayer compliance and tax planning unduly time

consuming and expensive, but have I believe resulted in

disrespect for the law, a lowering of standards of compliance

and a substantial reduction in the efficiency of audits (because

a complicated law is so much more expensive to enforce than

a simple law). I will limit my comments to one of the sources

of complexity, the elective provisions:

To assist taxpayers in general and small business in

particular, Congress has over time created an enormous number

of tax election provisions. As a result, businesses that are

economically identical pay different taxes. By the same token,

businesses that failed to make the right election are paying

more taxes than Congress meant for them to pay. This is due

to ignorance on the part of taxpayers and advisers and the fact

that many of these elective provisions are complicated. Further,

the paths to tax reduction that Congress has so kindly opened

by the elective provisions are strewn with what courts have

repeatedly called "traps for the unwary*, but have nevertheless

enforced.
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I believe that Congress should decide as to 
the amount

of taxes that are appropriate for a taxpayer in a given economic

situation, provide for this tax in a law that is as simple as

possible and eliminate most elections, 
no matter how well meant.

It would expand this letter unduly 
to list all of the

provisions that might be eliminated 
under this approach. Below,

I deal with only one, namely, the 
effect of choice of entity

on the taxpayer. But, I would hope that the Committee will

make simplification through reduction 
of tax elections a staff

study project.

RECOMMENDATIONS

The foregoing very general observations 
furnish the

background to more specific comments as to how the tax law might

assist small business in various stages of its life.

(I) Financing Small Business. Many small businesses fail.

Even if they do not, the investment in 
the business is entirely

illiquid. A recent Tax Court case, recognizing 
the great

reduction in value of an unmarketable security, 
held Fannie

Mae stock which could not be sold 
for 15 years to be worth only

25% of the value of similar stock which was 
u.restricted.

Eastern Service Corp., 73 T.C. No. 67 (Feb. 19, 1980). Stock

in a small business is no': subject to such legal restrictions,

but as already indicated, such stock 
represents a dedication

of capital for the indefinite future. It is like the farmer's

seed in the ground a plant may spring 
up, but the seed is gone.

63-769 0 - 80 - 37
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The tax law now encourages investment in small business

under Sections 1242 and 1244 by providing an ordinary loss

deduction on disposition of the stock in the small business.

In my view, the tax law would much more closely correspond

to economic reality and provide a more meaningful incentive

if the investment could be deducted when made, either immediately

or amortized over a short period of time. On the other hand,

on sale of the stock the original deduction could be recaptured

at ordinary income rates. Such tax treatment would permit small

business to compete for the investor's dollar with such tax

shelters as oil, housing, historical structures, leased

equipment, etc.

To limit the revenue cost of this change, there could be

dollar limits on the deduction by any taxpayer similar to those

of Section 1244 (i.e., $50,000 per individual per year, $100,000

on joint return) and the deduction could be considered a tax

preference item.

The present approach cushions the loss of investors in

businesses that have failed. The approach I suggest would

encourage the investment. I believe it is likely to be more

effective because it is more direct.

Note on Pendinq Bills S.487 and S.1481
(96th Cong. 1st Sess.; also would provide
tax incentives for investments in small
business. However, by providing a credit
rather than a deduction subject to recapture,
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they result in a permanent and I believe
unnecessary loss of tax revenue. In
addition, I believe it is undesirable for

Congress to prescribe the capital structure
and securities to be issued by small business
as S.1481 would do with respect to the Small

Business Participating Debentures there
proposed.

(2) Formation and Start-up Expenses. One of the great

sources of mischief, is the law's insistence on the non-

deductibility of expenditures if (a) they do not relate to an

existing business or (b) if the benefit they produce does not

have a measurable life.Y/ As a result, no current deduction

is permitted for the cost of going into a business or the cost

of going concern value, goodwill, customer lists and 
the like

when a business is purchased.

Our tax is supposed to be a tax on income. If you spend

$10,000 to start a business, every.dollar produced by that

business represents in part a return of this investment, and

that part is not income. Nevertheless, it is now taxed.

It is true that the ratio of cost to income cannot be

measured accurately until the business is finished, but 
all

accounting involves more or less arbitrary conventions. A return

/ There are some exceptions to this rule, such as the election

to deduct or amortize research and development expenses (IRC

5174) or to amortize the cost of organizing a corporation, 
a

provision that is very narrowly interpreted by the Service 
(IRC

S248).



576

of capital should not be taxed as income merely for lack of

a convention.

I would recommend either an immediate deduction or 
a fast

write-off of organizational expenses, start-up expenses and,

where businesses are purchased, of the going concern value or

goodwill.

(3) Depreciation. I believe an immediate expensing of

capital expernditures would be the greatest possible boost

Congress could give closely held businesses to help with 
their

cash flow problems. If a business wants to grow, it must plow

back its earnings into the business. But, if in a given year,

a business earns $100,000 and puts it all back into the business

without a deduction for the investment, it must pay a tax on

money that it has spent. Requiring a deferral of the deduction

means that growth must be deferred in order to pay the tax.

This is a particular handicap to a newly organized business,

since unlike existing businesses, it does not have an on-going

stream of depreciation deductions to shelter at least a part

of its cash flow. 
I

Perhaps, the easiest way to 4ccomodate this proposal in

the framework of present tax law, is to increase the benefit

of Section 179, which is entitled "Additional First - Year

Depreciation Allowance for Small Business
= even though it is

not limited to small business. I would (1) increase the dollar

amount from the present $10,000 - $20,000 to $50,000 - $100,000
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and (2) eliminate 179(d)(8) which 
treats a partnership i-.

taxpaye"•

if the justification for a speedy 
write-off of the cost

of capital items is the cash squeeze, then debt 
financed

acquisitions are not entitled 
to that support. A number of

abuses in the tax shelter area stem 
from deductions based on

debt, in some cases non-recourse debt. 
I would think it would

be reasonable to limit accelerated depreciation 
to those

situations where the amount invested 
in the business has

increased more than the outstanding debt.

Note on Pending Bill. S.1435 (96th Cong.

1st Sews.) also would permit 
a substantially

faster write-off than is now available.

Because, it would apply to all businesses

and all sizes of investments, 
it is

estimated, as I understand it, to have an

adverse revenue impact by 1984 of about

$50 billion. The proposal I stibmitted would

have a much lesser effect on 
revenue (a)

because of the proposed limit in amount

and (b) because debt-financed 
acquisitions

would not qualify.

(4) Pension Plans, Fringe Benefits. 
The owner-employee

of an unincorporated business, 
partnership or a subchapter S

corporation is limited in the percentage of his income 
that

he can save in qualified plans much more strictly than an

employee of a regular corporation.

The owner-employee is generally speaking

subject to the Keogh limit of 
$7,500 per

year.
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-he corporate employee may have (a)
$36,875 per year contributed under a defined
contr-ibution plan or (b) he can have built
up for his account a fund sufficient to
pay him on retirement an annual pension
of $110,625 per year or (c) he may have
a combination of 140% of the maximum under
(a) and (b).

This discrimination against owner-employees is particularly

shocking if it is considered that the need for the security

provided by such plans is much greater for the owne _of a closely

held business than it is for the employees of a government or

large corporation. The same saving opportunities should be

made available for all who work for a living, regardless of

for whom they work.

Another inequity relates to group term life insurance and

company paid health insurance for the owner-employee. These

are currently deductible if the corporate form is used for the

business, but not if a partnership is used. If a tax benefit

is to be granted to these payments, it should be available to

all regardless of the form used for the conduct of the business.

(5) Stock Compensation Plans. In many cases, the only

way in which the owner of a closely-held business can attract

and retain competent executives is by giving them a Mpiece of

the action". Generally, however, the key executives simply

do not have the net after tax funds with which to pay for the

stock. The owners are often willing to "give" the stock to
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the executive, but such a gift will be taxed 
to the executive

as compensation based on its hypothetical fair 
market value.

Therefore, if the executive is in a 50% bracket, he must pay

in taxes to the government one-half the value 
of the stock given

to him by the employer.

The current tax treatment of stock compensation is an

impediment to providing the key executive 
the desired

participation and gains the government very little in taxes.

For if the gift is income to the employee, it is also a deduction

to the company. Accordingly, if the business and the key

executive are in roughly the same top brackets, which is often

the case, there is no net tax revenue as a 
result of the

transaction.

I would change this so that the executive does not have

to pay tax on receipt of the stock and the business does not

get a deduction. Both income and deduction could be deferred

until sale of the stock, indeed, the deduction might be

eliminated entirely.

Not only would this approach simplify the transfer 
of

substantial equity to the key executive and 
thereby enhance

the ability of small business to compete with big business in

seeking to attract good people, it also makes economic senses

As indicated at the outset, if measured by what the stock might

fetch if offered to an investor who does not work in the business
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and who does .not contro {the stock would in many cases be

close to worthless, simply because there is no market for a

minority holding in a closely-held business.

As far as the issuing corporation is concerned, it can

be said that as a corporation, it is not any poorer juqt because

its ownership has changed. The stock of the other owners may

be worth less by reason of the dilution, or it may be worth

even more as a result of the good work of the executive

stimulated by his or her acquisition of the stock. But, whatever

the change in value of the other owners' interest, it will be

time enough to measure and tax this when that interest is

disposed of.

This approach of waiting with the taxation of the executive

until he disposes of his stock, raises the question what part

of the proceeds of the disposition should be taxed as earned

income and what part as capital gain. Capital gain treatment

to the employee and no deduction to the corporation would be

a simple answer and result in no revenue loss.*/

*/ It would also be possible to have a more refined approach
inder which, if the disposition of the stock takes place shortly
after its receipt, it would be taxed as earned income, but the
lonqgwr the time between receipt and disposition, the larger
the capital gain element. There could be provisions for tax
when the stock becomes marketable or is exchanged in an otherwise
tax-free reorganization; also, for income in respect of a
decedent.
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I cannot emphasize strongly enough how helpful the 
change

here suggested would be. Section 83 as implemented by the recent

regulations harbors untold complexities. indeed, the two

difficulties with the present approach 
are self-evident. First,

it turns on the hypothetical fair market 
value of an asset that

has no real market at all -- namely, the closely held stock.

Secondly, it requires payment of a 
tax from one, namely the

employee, who has no cash and no means 
to raise it.

Note on Pending Legislation. S.2239 (96th

Cong. 2d "Sess.) provides for incentive stock

options. it generally would achieve the

same result for which I argues capital

gain for the employee and no deduction 
for

the corporation. However, it is replete

with what I believe to be unnecessary

conditions, exceptions and limitations.

In particular# it turns on the relation

of the option price to the fair market 
value

of the stock at the time of its acquisition.

I repeat again, because I think it so

important: Stock that is not traded in

a market does not have a fair market value.

Law should not turn on something that 
does

not exist./

(6) Disposition of Business - Reducing Advantages of Big

Corporations. The founder of a small business cannot 
stay in

control forever. When he is ready to dispose of it, the

purchaser more often than not is a giant conglomerate and the

The current draft law on the taxation of bankruptcy and

the proposed regulations under S385 
also depend on fair market

value of securities without a market. 
Such provisions

necessarily open the door to abuse 
and time-consuming and

expensive haggling between the taxpayer 
and the IRS.
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result is a loss in the flexibility, variety and democracy of

our economy. The tax law should do what it can to improve the

ability of existing small business to purchase in competition

with the large corporations.

One great benefit that the tax law now confers on large

businesses is the opportunity to make tax-free acquisitions

with marketable securities. The founding father of the small

corporation who disposes of his interest in a tax-free exchange,

preserves his capital undiminished by the capital gains tax.

It is true that his basis in the acquiring company's stock is

low, but he can defer the tax, or spread it over the years or,

through step-up in basis at death, avoid it entirely.

One way of dealing with the problem would be to make taxable

all reorganizations which are in fact sales. When the stock

of the corner garage is sold for shares of General Motors, it

is meaningless to call this an "exchange incident to the

readjustment of the corporate structure of a continuing

enterprise". The stock of the garage has been converted into

a security which at any moment can be converted into cash, as

easily as a check can be cashed. Isn't the time of exchange

the appropriate time to tax the appreciation in the stock of

the garage?

Now, it may be objected, that while this approach may cut

down the bargaining advantage of big corporations, since they

are the only ones who now enjoy the benefit of tax-free exchanges
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in acquiring businesses, it unfairly discriminates 
against the

small business owner as against other security holders who 
are

entitled to make tax-free exchanges. One approach to deal with

this objection would be to make all reorganization 
exchanges

taxable unless the-exchanging shareholders have 
a substantial

interest, say at least 25t, in the continuing corporation.

In order to be effective, legislation directed against

large corporation take-overs would have to cover cash purchases

also. One approach would be to make the cash purchase 
of an

unrelated business taxable as-a dividend to the shareholders

of the large corporation. (This is not as unreasonable as it

sounds_ I understand that some conglomerates have 
advised their

shareholders of the tax benefit of using retained earnings to

make acquisitions rather than to pay them out 
as dividends).

While these changes would tend to preserve 
small business

as small business, they are not favorable 
to owners and investors

in small business. Certainly, some individuals now invest in

small business in the hope of reaping large 
rewards on an

eventual merger with or sale to a large company. 
The changes

discussed in this section would remove this incentive 
and as

a result would make it harder for small business to attract

capital. I would, therefore, recommend them only in 
the context

of a general legislative effort to provide incentives for

investment in small business.
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(7) Disposition of Business - Redemptions. Regardless

of whether roadblocks are placed in the way of the acquisition

of small businesses by large businesses, something should be

done to facilitate the disposition of the business to the

insiders who helped build it rather than to strangers. In

all such cases, the necessary funds must practically speaking

come from the business and im most cases this involves the

purchase by the corporation of its own stock, that is,

redemptions. The present law makes this unnecessarily difficult

in three respects:

(i) The law requires the redemption to reduce the redeeming

shareholder's interest, including interest by attribution, to

-less than 50%. IRC S302(b)(2)(B). In many cases, the founding

father would like to reduce his interest in the company gradually

and equally gradually, somewhat on a trial and error basis,

build up the interest of the executives who will take his place.

A way of dealing with this problem would be for the law

to create something called a Osubstantial redemption plan".

If there is a plan looking for a substantial reduction over

a period of 10 or 15 years, then any redemptions pursuant to

that plati would be taxed as capital gain. There would be a

\provision that if the plan were abandoned during that period,

the tax would be recomputed at ordinary income rates.
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(ii) Waiver of family attribution requires a complete

termination of connection between the redeeming shareholder

and the corporation. IRC S302(c)(A)(i) The founding father#

however, may wish to continue as a director, perhaps even

chairman of the board and it would be a benefit to the small

business to have his guidance and counsel. I would recommend

that the law be amended so that if the redemption or 
the

substantial redemption plan reduces the redeeming shareholder's

direct interest below 50%, he could still continue as an 
officer,

director or employee.

(iii) By refusing to permit waiver of family attribution

in situations where the stock is held by estates, the 
Internal

Revenue Service puts an undesirable pressure on lifetime

redemptions. It would be helpful if in this respect Congress

would back the courts. Compare Rev. Rul. 68-388, 1968-2 CB

122 and Rev. Rul. 72-472, 1972-2 CB 202 with Lillian Crawford,

59 T.C. 830, Horace B. Rickey, Jr., 79-1 USTC 19322, 592 F.2d

1251 and Rodgers P. Johnson Trust, 71 T.C. 141 (1979).

(8) What is a Small Business. Congress has over the years

sought to favor small.business. But almost each time it has

done so, it has defined small business differently. In

subchapter S, it looked to the number of shareholders 
but did

not care about the size. In section 1244, it cared about the

size but not the number of shareholders. In section 303, it

focused on the percentage of the estate represented by 
the stock

interest, but did not care about the size of the company or
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the number of its shareholders.' Section 6166 which permits

a 15 year deferral of estate tax, turns on the number of owners

and the percentage of the voting power held by the- estate.

Paradoxically, section 6166A which permits only a ten year

deferral, has even more restrictive rules in defining a closely

held business.

It is doubtful that there are meaningful policy differences

which shaped the different definitions of the business to which

relief was to be given. It would certainly serve the ends of

simplicity if only a single definition were used whenever it

was decided to favor closely held business.

I would recommend that there be only a single test, namely,

whether the business has outstanding any marketable securities.

It is the lack of marketability and consequent lack of market

value which justify a deduction for the investment, a

postponement of the tax to the employee who receives the stock,

a postponement of the estate tay on the stock. It should be

noted that I would not make the test whether the particular

security is marketable, because it would be too easy to devise

non-marketable securities to obtain the tax benefit. If a

business has outstanding any marketable securities, it has access

to the capital markets and, therefore, has less need for help.

Concepts similar to *marketable security" are used in various

places in the Code and should not pose any particular

difficulties. See IRC S453(b)(1)(3), IRC S1232(b)(2).
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as a subchapter S corporation, a regular corporation, a sole

proprietorship or a partnership. Except for the fact that a

partnership requires more than one investor, 
the business and

economic aspects may be entirely identical, 
but the tax

consequences vary widely. There are differences in the taxation

of the business, the taxation of the owners on the profits of

the business and the timing and nature of deduction for losses.

There are differences in recapture of investment 
credit as a

result of changes in ownership, there is a difference in the

nature of permissible qualified plans and 
other fringe benefits,

there is a difference in the tax treatment of the owner on

disposition of his investment.

It is difficult to imagine what worthwhile policy is served

by creating these differences. As stated above, Congress should

decide on the tax treatment of investments 
and disinvestments,

the taxation of income and loss, etc., in each case hopefully

in such a manner as to support the formation 
and operation of

small businesses and then make this treatment uniform, no matter

what the particular form of the operation.

Differences in taxation based solely upon 
differences in

form are so deeply ingrained in our tax system, that it may

be pie-in-the-sky to talk about taxing 
small businesses in the
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same way just because their economic situation is identical.

But my pie-in-the-sky woult2 be "the Close CorporationO.

The Close Corporation, like a partnership, would be a tax

reporting but not a taxpaying entity. The taxpayers would be

the owners. There would be graduated rates up to 50% on the

active business income of the Close Corporation whether or not

is "earned income'. (I fail to see why used car salesman Jones

who buys a car for $5,000 and sells it for $6,000 should be

taxed differently from used car salesman Smith who engages in

the same transaction but receives the $1,000 profit as a

commission or salary).

The normal individual rates would apply to the net passive

income of the business.

There would be a pass through of losses, exempt income

and capital gains. As in the case of a partnership, there would

be no tax on distributions. On a sale or redemption of stock

above book value, there would be. an automatic step-up in the

basis of the Close Corporation's assets.

This approach would at one fell swoop eliminate many of

the tax problems that bedevil owners of closely held

corporations: Reasonable compensation, accumulated earnings

tax, redemptions taxed as dividends, the complexities of the

one-month liquidation, one-year liquidations and collapsible

corporation rules. Further, the benefits of what are in fact

although not under the law personal holding companies (as well
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as the complexities of personal holding companies) would be

eliminated, because the system would not be elective: If a

business qualified as a Close Corporation, it would be taxed

as such.

If any earnings are not distributed, they would be treated

as reinvested, so that within the limits proposed in the first

recommendation above, there would be a deduction for the

undistributed earnings.

Special attention would have to be paid to the tax rates

applicable to active business income. At the present time,

small business organized as a corporation enjoys substantial

surtax exemptions up to $100,000 and a top tax rate of 46%.

This provides a meaningful tax shelter for the accumulation

of the capital that the small business needs. (It is the absence

of this tax shelter in subchapter S, that makes this form

generally unattractive).

The rates on Close Corporation profits should not 
reduce

the present tax benefit. On the other hand, it is clear that

the gross profit of small businesses is in substantial part

distributed as salary, subject to individual rates. The

following schedule shows what I believe to be a good 
guess as

to the present situation, showing the combined corporate tax

on the business and the individual's tax on salary. The Close

Corporation tax rates should be structured to give substantially

63-769 0 - 80 - 38
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the same result. (In making the

joint return, two exemptions and

to the owner's deducti,ns*j

Gross
Business
Profit

10,000

20,000

50,000

100,000

IS0,000

200,000

3( 1000

500,000

Probable
Salary

of Owner

10,000

15,000

35,000

60,000

90,000

125,000

150,000

175,000

Net
Business
Prof it

-0-

5,000

15,000

40,000

60,000

75,000

150,000

325,000

schedule, I have assumed a

income from other sources equal

Tax
on Net

T&A on Business
Salary Profit

702

1,635

7,348

18,698

33,678

51,178

63,678

76,178

-0-

850

2,550

7,250

12,250

16,750

49,750

130,250

Tax as %
Total of Gross
Tax Projit

702

2,485

,898

25,948

45,928

67,928

113,428

206,428

7.02%

12.43%

19.80%

25.95%

30.62%

33.96%

37.81

41.29%

I do not doubt that the approach here suggested would bring

with it its own problems and complexities.!/ But there would

be only one set of these, rather than the three that we have

now. A very large part of all tax controversies involve plain

error and ignorance on the part of the taxpayer or the tax

adviser, error and ignorance arising from the complexities of

the law. The resulting taxes are taxes on ignorance and

incompetence rather than taxes based upon income. Eliminating

&/ For instance, the Close Corporation, like the family
partnership and subchapter S corporation, opens the door to
tax avoidance by the assignment of earned income to other family

-members.
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difference in tax based upon a difference in the form of

organization is merely one aspect of simplification, 
but it

is the most important.

Note on Pending Legislation. S.2168 (96th
Cong. 1st Sess.} would seek to achieve some

of the results here proposed by liberalizing
subchapter S. However, the differences
between these approaches is substantial.
I would provide the same treatment for all

active business income, whether earned*
or not. Subchapter S now makes a distinction

between business income withdrawn as a salary

and business income withdrawh as a dividend.

Subchapter S does not provide for pass

through of all types of income, as a

partnership now does and as the Close
Corporation would. Changes in ownership

of a subchapter S corporation trigger all

kinds of tax consequences. In a partnership,

usually a 50% change is required. The

taxation of a Close Corporation would not
be affected by changes in ownership, except
to adjust basis. Altogether, subchapter

S as it now is has proved to be cumbersome
and complicated. Further, and perhaps most

important, it does not provide the shelter

of the corporate surtax exemption.

In closing, I-would encourage Congress to provide a

reasonable and fair tax system for closely-held 
business without

worrying too much whether other taxpayers will get the same

treatment or whether the symmetry of the tax law will be

disrupted. A great part of the complexities of the tax law

is due to insistence on formal symmetry. But, a father who

loves his children equally and wants to treat 
them fairly does

not necessarily give each the same present or 
send them to the
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same school. Surely, small busiaiess and those who own it should

fairly contribute to the cost of running this country. But,

whether a method of taxation is fair should be determined on

an overall basis and not by comparing the treatment of specific

transactions for different classes of taxpayers.

In a very general way, it may be said that what is here

proposed would make small business taxes turn more or cash flow

than accounting and legal concepts of income. But, it is cash

that is needed to pay taxes and a law that gives due regard

to the reduced ability to pay of growing'small businesses and

those who invest in them and taxes then when they can pay, may

in the long run make for healthier business and greater taxes.

Sincerely,

/7edric.G. Corneel

FCC/mb
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UNITED STATES SENATE

SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT GENERALLY

FINANCE COMMITTEE

Supplemental Statement of Converse Murdoch, Esquire
MURDOCH AND-WALSH, P.A.

P.O. Box 949
Wil~ington, Zelaware 19899

Hearings on Tax Policy for Small Businesses

April 1, 1980

Specific Comments on Bills
Which are the Subjects of the Hearin

This is a supplement to my statement. The purpose of

the supplement is to set forth brief comments on the specific bills

which are mentioned as subjects of the March 28 and April 1 hearings

of the Subcommittee.

The staff of the Joint Committee on Taxation has prepared a

very helpful booklet describing the various bills. In the balance

of this statement, the Joint Committee description of the bills is

referred to as "staff descript --

S-ll0

Small Business Depreciation Reform Act

As indicated in the full statement, I give depreciation

relief for small business a lower priority than corporate income tax

rate reductions in the lower ranges of corporate income.

However, this .articular bill providing for an elective

three-year, straight line depreciation of up to $25,000 in annual

acquisitions of property is certainly to be preferred over the more
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sweeping 10-5-3 depreciation proposals mentioned in the full

statement and embodied in S-1435.
. a

The revenue loss from S-110 is substantially less than

that contemplated under S-1435. Accordingly, enactment of this bill

rather than S-1435 would leave more tax reduction dollars available

for other items which would benefit small businesses.

Also, placing a cap of $25,000 on the amount eligible for

faster depreciation would tend to concentrate the relief in the

small business area where it is most needed.

In its present form the bill has the beauty of relative

simplicity. However, the staff summary suggests (staff summary,

page 8) the need for modifications to meet some "relatively technical"

issues. These include the need to have a controlled group rule

and a related party rule to prevent avoidance of the dollar limitations.

The staff summary at the same point mentions several other technical

problems. While such polishing and buffing may seem to be desirable--

that would certainly be a move away from simplicity and towards

complexity. That does not mean that the move would be wrong. It

does mean that this is another example of where complexities are

being proposed in what would otherwise be a simple provision.

S-487

Small Business Private Investment Act

This bill would provide a tax credit for investment in

certain small business companies' stock.

As indicated in the main statement, I believe that priority

should be given in tax relief for small business to those proposals

- 2 -
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which would benefit small businesses attempting to make it on their

own by accumulating capital out of earnings. This bill would

concentrate relief in the hands of investors in small businesses

rather than in the hands of active-participants who are owners of

small businesses. In fact, any taxpayer who owns more than 80%

of the voting stock of the small business would be denied the credit.

The credit would only be available with respect to common or preferred

stock registered under the Securities Exchange Act uf 1934. This

would effectively eliminate any benefit for most small businesses

-oich are not required to be so registered and who are loath to

incur the added legal and accounting costs associated with such

registration. In essence, this bill would only give relief of a

limited type to persons investing in what can fairly be described as

publicly-owned companies. Such companies simply don't fit in my

definition of small business for purposes of talking about tax relief

for small business.

This bill also would result in piling on more complexities

in the tax law.

S-653

- Non-Recognition of Gain on the Sale of
Certain Small Business Stock

This bill would permit tax-free rollovers of gains from

sale of small business stock into investments in other small business

stock.

This concept is discussed in the main statement and is

given a low priority in terms of relief for small business. Again,

- 3 -
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this bill would focus relief on outside investors in businesses

rather than giving relief to active participants in the business.
0

Tax relief is more needed by small businesses which are forced to

accumulate their own earnings in order to survive and who have

little, if any, hope of making public offerings of securities.

The rules introduced by this bill would be difficult to

police. The rules would require tracing of basis and notices to

IRS of dispositions of interest.

S-1435

Capital Cost Recovery Act

This bill would provide for what is popularly referred to

as the "l0-5-3* capital recovery method. As indicated in the main

statement, this sort of relief is not particularly helpful to small

business. -It would result in very substantial revenue losses. See

staff summary, page 38.

It is submittted that most of this relief would go to

capital intensive big businesses and little of the relief would be

available to labor intensive small businesses.

Even the well-written staff summary descriptions of this

bill is very complex. It is not difficult to imagine the complexities

which will follow as the bill is considered further, as it is

implemented by regulations and as rulings and court decisions emerge.

- S-1481

Small Business Participating Debentures

This bill would grant an income tax credit and certain

other favorable income tax breaks for investors in a new type of

security to be known as a small business participating debenture.

- 4 -
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I commend the innovative thinking behind this bill.

Of all of the bills pointed towards relief for investors in small

business (as contrasted with the small business itselfY, I think

this one has the greatest promise.

Nonetheless, it concentrates relief at the passive investor

level rather than at the level of the business itself or of the

active participants in the business.

It is a very complicated bill.

The effect of the bill would be to encourage the issuance

of securities which would in turn require distribution of earnings

rather than having earnings plowed back into the business for further

expansion. In today's climate it is most important to encourage small

business to plow back earnings rather than to distribute them.

S-1967

Capital Formation Incentive Aid

This bill would permit a deferral of substantial amounts

of income of brokers maintaining a market in certain securities of

small businesses.

This bill focuses on a very narrow problem. All of its

relief would go to stockbrokers rather than the small businesses.

Moreover, the relief would only be available to brokers dealing in

what amounts to publicly-owned companies rather than closely-held

small businesses.

S-2136

Small Business Tax Reduction Act

I would rank this as the most needed of all of the bills

subject to these hearings. As indicated in the principal statement,

-5-
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this bill promises the greatest relief for those small businesses

most burdened by present tax rates, the credit crunch and inflation.

It is simple. In fact, it introduces absolutely no

complexities into the law. The revenue losses indicated in the staff

summary (at page 45) are surprisingly small.

If I had to come up with adverse criticisms of this bill,

they would be based upon the failure of the bill to raise the level

to which corporate tax graduation would reach and the failure to

index the surtax exemption levels to the inflation rate.

S-2152

Used Machinery Investment Credit Adjustment Act

This bill would substantially increase the figure for

annual purchases of used equipment eligible for the investment 
credit.

The bill would have a surprisingly large revenue impact.

See staff summary, page 46. My preference would be to use some of

the tax reduction indicated for this bill by increasing the reduction

available by lowering corporate-income tax rates in the small

business area.

My experience does not indicate a crying need for the

relief furnished by this bill.

However, the bill does have the beauty of relative simplicity,

and I assume that it would concentrate much of its relief in the

small business community where purchase of used equipment 
is more

prevalent than in the large business community.

S-2168

Subchapter S Capital Formation Act

This bill would permit corporations with up to 100

- 6-
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shareholders and with more than one class of stock to elect

Subchapter S treatment.

This bill would furnish practically no relief for small

businesses hoping to grow by accumulating capital out of earnings.

It is my observation that most small businesses, which are well

advised, adopt Subclapter S status only during their very earliest

periods when they anticipate losses which can be passed through to the

stockholders for tax purposes. Once the corporations become profitable,

they drop Subchap.er S unless they have nd need for capital and are

in a position to currently distribute all or most of their earnings.

Accordingly, this bill would furnish little relief for

the small businesses most in need of relief at the present time.

S-2171

Time for Furnishing Form W-2 to Terminate Employees

This bill touches a very small problem. It would relieve

employers of the necessity of midyear issuances of-Forms W-2

(Statement of Wages and Tax Withholdings) for employees who are

terminated during the year. The bill would permit an employee to

request the early receipt of a Form W-2. However, in the absence

of such request, the employer could furnish the terminated employee

with a Form W-2 at the same time that like forms are furn ed to

other employees.

This bill has everything to recommend it. It has no revenue

effect. It is simple. It will reduce the paperwork and hassle

burden on all employers--large and small.

I cannot think of a single argument against enactment

of this bill.

- 7 -
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Incentive Stock Options

This bill would, in effect, restore old law about

qualified and restricted employee stock options. Relief of this

kind has a very low priority for most small businesses for the

reasons indicated in the main statement.

Stock options are simply not a feasible or attractive

employee incentive device in companies whose stock is not actively

traded or readily marketable.

The only provision in this bill which has a small business

impact is a provision which has am adverse effect on small businesses.

The bill would require that a qualified stock option be granted at

100% of the value of the stock at the time the option is granted,

but would impose a tougher rule in the case of an option granted

to the owner of more than 10% of the value or voting power of the

stock of the issuing company. This can only have the effect of

discriminating against small businesses where ownership is not so

widely held. That special rule has nothing to do with the wealth or

power of the owner of 11% of a closely-held company as contrasted

with the wealth or power of a person owning 10% or less of a large

publicly-held company. For example, if an executive of the General

Motors Corporation owned 10% of that company's outstanding common

stock, he would have an asdet valued at over $1,325,000,000--forgettilng

about any blockage discount. Even if one assumed a blockage discount,

that executive's interest in the company would still be worth over

$1,000,000,000.

- 8-
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On the other hand, if an individual owned 11% of the

outstanding stock of a corporation holding a GM dealer's franchise

and the dealership had a net worth of $200,000, the 11% shareholder .

would have an asset worth $22,000-before a 40-50% discount for

the minority interest factor. Unless the holder of the 11% interest

in the GM dealership had some family connection with the holder of

the 89% interest--I seriously question whether he would have as much

influence over the policies of the dealership corporation as would

the mythical executive of the General Motors Corporation itself

who held 10% of its outstanding stock. Under S-2239, the mythical

General Motors executive would get a tax break through an option

to buy General Motors stock at 100% of value whereas the holder of

the 11% interest in the dealer corporation would have to be given

an option to buy stock at 110% of the value of stock in his company.

As if those disparities were not enough, the General Motors executive

could rest assured that his option would be qualified, if intended as

such,by virtue of the fact that during every business day there are

quoted prices for trades in General Motors stock. On the other hand,

the stock of the dealership probably changes hands once a generation

and whatever value is placed upon the stock is almost certain to draw

a challenge from an auditing revenue agent years after the grant of

the option.

Respectfully submitted,

CONVERSE MURDOCH

- 9
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Senator BYwD. Next will be a panel of small businessmen, Mr.
Thomas E. Huntzinger, president, Huntzinger, Miller & Associates
of Hanover, Pa., Mr. Sam Derieux, certified public accountant,
Richmond, Va., Mr. Dean Treptow, president, Bank of Brown Deer,
Brown Deer, Wis., and Mr. Dwane Perasall, president, Small Busi-
ness Development Corp., Golden, Colo.

This is a well-diversified, geographically, at least, panel. Pennsyl-
vania, Virginia, Wisconsin, and Colorado.

I like the name, Brown Deer.
Who wishes to proceed first?
We are missing one individual.
Mr. HUNzMANGR. Mr. Pearsall is not here.
Senator Bwn. Mr. Pearsall is not here.
Mr. HuNTZNGER. Since my name is first, I suppose I will start.

Plus, with these distinguished panelists beside me, I certainly do
not want to follow their act. So Ithink I will start.

Senator BYRD. Please proceed.

STATEMENT OF THOMAS E. HUNTZINGER, PRESIDENT,
HUNTZINGER, MILLER & ASSOCIATES, HANOVER, PA.

Mr. HuNzNGi. As a matter of very brief background I am a
certified public accountant in a small town in south-central Penn-
sylvania. Our practice services approximately 150 small businesses
and farmers, or including farmers, I should say.

I was a delegate moderator during the White House Conference
on Small Business and much of what I am going to say will be as a
result of my experiences related thereto.

Mr. Chairman, as you had stated earlier, the capital formation
options that were contained in the White House Conference on
Small Business were far and away the most significant and the
most important as a result of the priority voting of all the dele-
gates to that conference.

The involvement in the capital formation area was very intense
and nearly overwhelming in that over half the delegates participat-
ed in the capital formation area and I feel very proud to have been
a part of that.

What I want to relate to you is my view of what the focus was of
these delegates and I will put it through my own eyes and my own
words and my own experiences.

I will give you a brief overview and then get into where I really
think the delegates want you to go.

No. 1, I feel that there was a great amount of frustration among
the delegates and it comes about through the constant changes
through the Internal Revenue Code. We seem to lurch from one
economic crisis to another.

We have a 1974 act. We have a 1976 act. We have a 1977 act. We
have a 1978 act. That is a lot of acts, but there is no action.

What I think the small business person is trying to tell you is,
let's establish a long-term plan of action. Let's make the tax rates
realistic. Let's make the Internal Revenue Code a little more
simple. Let's make it more equal and let's get to work. Let's plug in
our tax rates and our rate reductions over an extended perioof
time so that the Government and the business community can
plan.
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As a matter of just a little background also, the prior panel

toward the end got into the area of revenue losses and, also inher-

ently the word "tax expenditure" I am sure will come up some

time during the day today.
I want to make one thing very, very clear. No. 1, the term

"revenue loss," while acknowledged as being real, revenue losses

determined on a static basis are unacceptable to the small business

community. If you say the reduction of the maximum tax and

personal income taxes from 70 percent to 50 percent is going to

cost x billions of dollars, we do not believe you.
We think it is x minus something.
As one of the delegates in my session on one of the 2 days of the

conference said, what in the world do they think we are going to do

with the money? Put it in a sock and bury it in the back yard?

We are in turn going to earn more revenue from it.

Senator CHAFEE. Well, I could not agree with you more. The

trouble is we sit here in these sessions and the Treasury Depart-

ment is very inflexible-not half as imaginative as you are.

Mr. HUNTZINGER. That is why I am here. I am here to tell you

that there is another world out there, where the real world oper-

ates, and we know that you are going to hear one story from

Treasury and frankly I am here to make sure you hear the other

side of the store.
Treasury will always talk also in terms of tax expenditures. I

just read an article yesterday about it. And every time I see the

term tax expenditure, my blood boils. A tax expenditure--
Senator BYRD. If you would let me interrupt you at that point, I

feel the same way.
Mr. HuNTZINGER. Thank you, Mr. Chairman. I am glad you

agree.
Because the idea that it is a tax expenditure when I am allowd

to keep what is already mine-that is just so totally unacceptable.

So that when you on the Hill and Treasury deal in these terms, we

frankly are not going to listen to you.
That was an overwhelming piece of sentiment that I am, passing

along to you.
Now, I think that, judging from the bills that were in the press

release for some review, I would like to categorize those bills plus

the options and try to mesh them together-the options that were

contained in the White House Conference of Small Business final
listing..

I think they can be categorized in three general areas. One

would be capital formation purely. Those items, as Mr. Murdock

mentioned earlier, that are of limited cost to the Treasury-cost in

quotations, please.
Then there is an area of equalization of treatment of certain

items and simplification. Again, the revenue losses, to use the

Government terms, would probably not be all that significant.
Third, would be the area of capital retention as opposed to capi-

tal formation-retention dealing with reductions in tax rates, now

very briefly on capital formation.
I think that if you took S. 1481, the small business participating

debenture, and noved on it-here you are talking about an item

that cannot cost that much money. We do not know a lot about it
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yet. Probably a lot of study has not been made on it in terms of the
prospective use for it. But I will say this much. it came out of
nowhere through the conference process. It s probably one of the

most innovative pieces of potential legislation that is helpful to the
small business community that has come along in a long period of
time, and as long as it would be passed in a flexible form, it would
be highly acceptable to the small business community.

Second in this particular area of capital formation would be the
rollover bill, and this particular option as voted on an approved by
the delegates to the Conference. The essence of it was that the tax
on the gain of the sale of any capital asset should be deferred to
the extent that it is reinvested in a small business.

There are many ways obviously to word a rollover provision. This
is the one that is recommended by the small business community.

The tax credit portion of that particular option was not really
the major thrust of it. The rollover was definitely the major thrust.
But the tax credit is geared a little differently than the proposal
that is on the list for thi hearing, in that we do not think that the
tax credit should be limited to listed securities.

That would benefit a very, very small percentage of small busi-
ness. It should not be limited to listed securities.

The next area is that of equalization and simplification. The
prior panel got into this somewhat in the terms of equalization. I
am talking about the Keogh deduction for self-employed small
business people.

You must understand and never lose sight of the fact that the
overwhelming majority of the small business people are unincor-
porated, and wish to remain so. But they pay a price.

They can take a Keogh deduction for 15 percent of their first
$50,000 in earnings, which is far, far different from what their
counterpart would be as an incorporated individual.

They cannot deduct their personal group and health and acci-
dent insurance except on schedule A. They cannot take it as a
business deduction. Only one form of disabiity insurance is deduct-
ible. Virtually no form of life insurance is deductible to a self-
employed individual.
These inequities must be dealt with.
In terms of simplification, there are two key areas. I will not go

into depreciation because that has been dealt with before bn the
earlier panels, and I am sure will be dealt with again, except to say
that depreciation should be simplified. We need some form of capi-
tal cost recovery system to replace ADR.

What we also need is a simplified form of LIFO valuation of
inventories. The Treasury has been studying this particular area
for long about 2 years at least. It is about tume they get off their
duff and recommend it totally to the Congress and be d. It is a
simple act. It would be very, very simple to put in. Aslthey would
have to do yet, in my judgment, is come up with industry indexes,
and they have got it, and I do not know what is holding it up, but
it absolutely is necessary.

Capital retention: The No. 1 option voted on by 88 percent of the
delegates to the White House Conference on Small Business was
the tax cut option. It starts out by saying that the maximum liit
for the corporate surtax exemption should be raised to $500,000. I
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propose increasing that-surtax exemption to $500,000 over the next

10 years. Start out by $150,000 that is before you and start increas-

ing it into law over the next 10 years.
My prepared text, which is part of the record, indicates the

particular schedule that I recommend for that, and I think the

individual rate brackets should be adjusted accordingly.
This would be part of the long-term tax planning that the Con-

gress could affect and it would assist in the individual and corpo-

rate tax planning of the small businesses in this country.
And I would underscore that over 90 percent of the corporate tax

returns filed are filed by small businesses, so let's not hear it from

the Ralph Nader's and whoever that corporations got another

-break. You are darn right corporations did, but 90 percent of them

were the little guy. It is about time that the Nation becomes a

little more educated on who corporate America really is. It is we,

the little guy.
Individual tax cuts: It is also important that you understand that

option No. 1, as voted on by the delegates, was voted on with the

wording that there should be a reduction in the maximum tax on

individuals from 70 to 50 percent. That is absolutely the way it was

voted on. It was not in the press releases.
The Commission's report, I believe, is to be released tomorrow,

and I am sure-or I am at least hopeful-that that wording is in

the final report, because if it is not, there is going to be an absolute

storm come out of 4he delegates to the White House Conference.

Senator BYRD. Why was it not in the original report?
Mr. HuNrzINGER. There were efforts made to keep the wording

to a minimum so as to not clutter up the ballot, which was going to

contain 60 options. We in the capital formation area made every

attempt to keep the wording to a minimum. There was a last

minute rush and that wording simply did not get into it.
However, as my colleague, Mr. Treptow, can verify, he is the one

who stood before the entire delegation and said that this option

includes the wording, "Reduction of the maximum rate from 70 to

50 percent."
So the hundreds of delegates who voted heard Dean Treptow. I

heard him loud and clear, and I applauded.
Now, there are several reasons for this. No 1, as a practitioner I

can tell you that as the tax brackets exceed 50 percent and the

effective rate of an individual's tax approaches 50 percent, he

slacks off. Now, almost by definition, the people who get into these

brackets are your more innovative and aggressive people.
Now, when you have a regressive tax system that no longer

rewards them, when you have a tax system that says we are going

to take 54 percent, 62 percent, 64 percent, 70 percent of your taxes

as you go up, they are saying hey, equal partners is fine, but

beyond that, forget it. I am going to take a vacation. I am going to

go up to the beautiful lakes of Wisconsin and visit Dean Treptow.

I am not going to bother to make more money this summer. Why
bother? Uncle Sam is going to get 60 cents on the dollar. It is

absolutely regressive, and it is actually rather amusing also in

computing the maximum tax on earned income, which I get into

this time of the year, that we have a computation whereby to the

63-769 0 - 0 - 39
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extent that a sole proprietor or a partner's income represents a
return on capital, he is subject to rates of 70 percent.

Now, we are here talking about capital formation and we to tax
it by law, by code, up to 70 percent? We think that is ludicrous,
absolutely ludicrous. We think that is not wishful thinking, to
reduce individual income taxes and corporate income taxes. It is
not a wish list. It is something we feel is realistic and this Con-
gress, or future Congresses, have better deal with quickly, or we
are all in trouble.

Thank you, Mr. Chairman.
Senator BYRD. Thank you, sir.
Mr. Sam Derieux? I am glad to welcome my friend from Rich-

mond, Va.
Mr. DERiEux. Thank you, sir. It is nice to be here with you.

STATEMENT OF SAM DERIEUX, CPA, RICHMOND, VA.

Mr. DERIEUX. My purpose this morning is to report on the Home-
stead Small Business Tax Conference which took place last week.

Senator BYRD. Excuse me, to what are you referring when you
mention Homestead?

Mr. DERIEUX. That is the location, yes, sir.
This was organized by the American Bar Association, their small

business committee of one of the sections of the bar. I am not a
lawyer, but was privileged to be there to join with lawyers, with
other accountants, academics.

Senator BYRD. Is it Hot Springs, Va.?
Mr. DERIEUX. Yes, sir.
There were approximately 70 participants in that conference.

We, at the beginning of the conference, recognized that the term
small business includes not only privately held enterprises, but also
some smaller, publicly held companies. Some of the recommenda-
tions that came out of the conference would help one of those
groups more than the other, but we did have both of them in mind.

I would like to go directly into the recommendations of this
conference.

One had to do with employee benefits and included a recommen-
dation that there be available small business stock options. This
might be of more use to the smaller publicly held companies but
contrary to what one of the earlier witnesses said, I believe that it
would be of interest to many privately held companies as well.

We recommended that where there are small business tax op-
tions that no income be realized by the recipient until a sale of
that stock, until he actually realized income or cash, and then he
would have long-term capital gain treatment, provided the stock
had been held for 12 months and there was at least 3 years from
the date of the grant of the option.

And this should be available to any employee, including owners,
but if there were a limit on ownership, we would recommend that
it not be higher than 25 percent.

The conference also recommends a stock ownership plan which
would make stock available to employees for some consideration
which might be less than fair market value.

Again, we recommend that there be no tax until ultimate real-
ization, ultimate sale, but if there is a difference between the
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exercise price and the fair market value at the date of grant that

that would be treated as ordinary income and the appreciation
would be treated as long-term capital gain?

Senator CHAFE. Could I ask a question right here, if I might,

Mr. Chairman, I am mixed up on what you are-on you on S. 2239
and is that the same measure that Mr. Huntzinger threw cold

water on?
Mr. DzRiEux. I am not referring to a specific bill that is before

7ou.°Senator CHFE. But you are taking a different view than Mr.

Huntzinger?
Mr. DEmzux. Yes.
Senator CHAE. It seemed to me that he put little stock-I

should not use the word stock-he ascribed little merit to a propos-

al that involved stock options.
Mr. DEIEUX. Yes, he did.
Senator CHAFEI. But you are taking an opposite view?
Mr. DEIERuX. Yes.
Senator CHAFEE. What do you -do with the valuation problem

that Mr. Huntzinger discussed?
Mr. D=aIEUX. Well, the conference addressed that and recom-

mends that if the option price is at least as high as book value that

that would be presumptive of fair market value. This would avoid

many controversies with the Internal Revenue Service about what

fair market value is.
Senator CHAFEE. Do you think we have got a problem here in a

lot of redtape and so forth to arrive at a value? I suppose book

value is not hard to arrive at.
- Mr. DERIEUX; Book value is easy to arrive at, and if there is a

presumption that in the absence of trading of the stock that that

would be fair market value, then we do eliminate a lot of the red-

tape and a lot of the controversy.
Senator CHAFE. It seems to me that we have to assume there is

no market value in these small businesses.
Mr. DERI-RUX. If you would bear in mind that we were talking

about two kinds of small business, one of which is a smaller,

publicly-traded company. Those companies also have difficulty in

obtaining and retaining capital.
Senator CHAFET. Do you mean over the counter, or something

like that?
Mr. DERIEUX. Yes, sir.
This proposal might be of more value to the smaller, over-the-

counter companies, but in my opinion it ought to be available to

the privately-held companies as a means of getting employees in-

volved in the company, letting them have a piece of the action, so
to speak, and for planning for the continuation of the company
when the founder wants to retire.

Senator CHAFE. Thank you.
Senator BYRD. Mr. Derieux, if I may interrupt you just a

moment, Senator Nelson has another very important meeting that
he must attend and I want to recognize him in a moment.

First, I want to say that he is Chairman of the Task Force on
Small Business which was recently appointed by the majority
leader of the Senate and has taken a tremendous interest in the



608

problems of small business. He played an important role in devel-
oping these hearings which we have been holding over a few days,
and we will have some more hearings in the future on the question
of small business.

Senator Nelson?
Senator NELSON. Thank you, Senator Byrd. I was late in getting

here because I was meeting with the Wisconsin Farm Bureau.
There is also a hearing in the Human Resources Committee which
I must attend. Consequently, I just wanted to be here long enough
to introduce Mr. Dean Treptow, who is president of the Brown
Deer Bank in Brown Deer, Wis. He is here today to testify on
behalf of the Independent Business Association of Wisconsin.

Mr. Treptow is in a unique position to understand the concerns
of small independent businesses. He served as chairman of Wiscon-
sin's delegation to the White House Conference on Small Business,
he is president of the Independent Business Association of Wiscon-
sin and president of an independent banking institution.

So Mr. Treptow has firsthand knowledge and experience of many
of the economic difficulties of independent businesses and I am
delighted to be here to welcome Mr. Treptow before the committee.

I would ask that my statement be printed in full in the record,
and I extent my apologies to Dean for having to run over to the
Human Resources Committee.

If an emergency arises, I shall return.
Senator BYRD. We will send for you, Senator Nelson.
Senator NELSON. Thank you very much.
[The statement of Senator Gaylord Nelson follows:]

STATEMENT OF SENATOR GAYLORD NELSON

Mr. Chairman, this morning the Subcommittee on Taxation & Debt Management
concludes two days of hearings on the number one problem facing small business-
capital formation. The study of this problem began some five years ago under the
auspices of the Senate Select Committee on Small Business. As Chairman of that
Committee I initiated a series of hearings beginning in 1975. Significant legislative

proposals were developed based on the information and data gathered at those
earnings. Many of these proposals have already been enacted into law. Among

them, a substantial reform of the federal estate and gift tax laws affecting the
inheritance of farms and small businesses; an increase in the amount of used
machinery and equipment eligible for the 10 percent investment tax credit from
$50,000 to $100,000; an increase in the corporate surtax exemption from $25,000 to
$100,000; and enactment of the most extensive graduated tax rate structure since
the inception of the federal corporate tax in 1909.

These changes have had a significant impact on easing the capital formation
problems of. Small business. But much more needs to be done if our nation's
innovative and independent business community is to grow and expand and provide
more jobs and increased productivity. Indeed, in the present economic climate, much
more needs to be done to insure the very survival of these businesses.

An inflation rate running at better than 18 percent, interest rates on borrowed
funds in excess of 19 percent, declining productivity, burdensome government regu-
lation and unnecessary redtape, and a shrinking marketplace have- all combined to
place an enormous burden on the average small businessman.

Double digit inflation means that it costs twice as much today to replace equip-
ment and machinery purchased 7 to 10 years ago. This, coupled with the diminish-
ing purchasing power of the dollar, places the small independent entrepreneur in a
precarious economic position. He cannot afford to replace worn out plant and
equipment. Without modern and up-to-date machinery, his business's productivity
often declines, sales drop off and jobs disappear. The result is he either goes out-of-
business or is forced to borrow heavily in order to survive. But with today's high
interest rates, this alternative is extremely prohibitive. Many small businesses
which purchase and maintain their inventories with borrowed funds are on the
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verge of financial disaster. Unless interest rates come down or inflation subsides,
thue businesses will be forced to liquidate their inventories at substantial losses.

Earlier this year the first White House Conference on Small Business was held.
This conference focused not only on the capital formation requirements of small

business but on such diverse problems as regulatory reform, patent policy, infao
innovation and the development of a small butiness export policy. The delegates to

the conference came from every state in the nation. From this conference came

forth a series of legislative recommendations. Many of the proposals are currently
embodied in bills introduced by members of thin Committee. Fifteen recommenda-

tions were made in the area of capital formation.
Today's hearing will focus on these proposals. They include:
S. 653, a measure which would allow taxpayers to defer the capital gains tax on

the sale of an interest in a qualifying small business, provided the proceeds from the

sale are reinvested in another small business within 18 months from the date of

sale.
S. 487, a proposal which would provide a new investment tax credit equal to 10

percent of the first $10,000 and 5 percent of the next $40,000 invested in a small

rosines, for a maximum credit of $3,000.
S. 2136, a proposal to increase the corporate surtax exemption from $100,000 to

$150,000.
S. 2168, a bill to increase the permissable number of Subchapter S shareholders

from 15 to 100, and
S. 2152, a measure which would increase the amount of uied equipment eligible

for the general investment tax credit from $100,000 to $200,000.
All of these proposals were recommended by the White House Conference on

Small Business. Each of them represents a priority of a majority of the delegates to

the Conference. Taken together, they represent an attempt to inject new capital

into the nation's cash starved mall businesses.
We are p leased to have with us today two witnesses who are well acquainted with

the capital formation problems confronting small business.
Mr. Dean Treptow who is the President of the Brown Deer Bank in Brown Deer,

Wisconsin is here today testifying on behalf of the Independent Business Association

of Wisconsin (IBAW). Mr. Treptow is in a unique position to understand the con-

cerns of the nation's small business community. He served as Chairman of Wiscon-

sin's delegation to the White House Conference on Small Business and as President

of IBAW and a small independent banking institution, Mr. Treptow has first-hand

knowledge of the many economic difficulties of independent businesses.
Mr. Samuel Derieux is Chairman of the American Institute of Certified Public

Accountants' Committee on Small and Medium-Sized Firms. he is also past Presi-

dent and Chairman of the Board of the American Institute of CPAs. This past week

Mr. Derieux attended the Small Business Homestead Tax Conference in Hot

Springs, Virginia sponsored by the American Bar Association. Attorneys, econo-

mists, accountants, congressional staff, academics and small businessmen from

around the country participated in three days of intensive meetings to consider and

develop a series of proposals for-improving the federal tax system and encouraging

capital formation for small business. Mr. Derieux is here today to report on the

results of that Conference.
I look forward to reviewing the testimony of these distinguished gentlemen and

the expert witnesses on today s panel.

S. 2480-INCREASE IN MINIMUM ACCUMULATED EARNINGS CREDIT

PRESENT LAW

In addition to the regular corporate income tax, present law imposes an accumu-

lated earnings tax of 27 percent to 38 percent on improperly accumulated

corporate earnings where the accumulation occurs in an attempt to avoid the

individual income tax. In computing the base on which this tax is imposed, there is

excluded an amount equal to the earnings and profits of the taxable year which are

retained for the reasonable needs of the business. This is known as the accumulated

earnings credit. Present law provides a minimum credit of $150,000 of earnings

which may be accumulated before any accumulated earnings are subject to this tax.

This is a cumulative credit rather than an annual credit. Thus, if more than

$150,000 of earnings is accumulated, the accumulated earnings are subject to the
"reasonable needs of the business" standard.

The minimum accumulated earnings credit was increased from $60,000 to

$100,000 in 1958. It was increased from $100,000 to its present level of $150,000 in
1975.
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ISSUE

The issue is whether the minimum accumulated earnings credit should be in-
creased from $150,000 to $250,000.

DESCRIPTION OF BILL

The bill would increase the minimum accumulated earnings credit from $1,50,000
to $250,000.

EFFECTIVE DATE

The bill would apply to taxable years beginning after December 31, 1980.

REVENUE EFFECT

The revenue loss of this bill depends on the amount of corporate earnings that
would be distributed to shareholders under the present law but would be retained
by corporations if this bill becomes law. Because the staff does not know how many
corporations would elect to increase their retained earnings as a result of this bill
and when these corporations would do it, no revenue estimate has been prepared.

However, the potential revenue effect could be substantial because for each corpo-
-ration that increases its retained earnings by $100,000, the revenue loss is about
$40,000.

Senator CHAFEE. Are you intimately familiar with Brown Deer,
Wis.?

Senator NELSON. Yes, and I might say that if you look at the blue
book which keeps a record of election returns, you would do better
there than I did.

Senator BYRD. We will get to you in a moment, Mr. Treptow.
Mr. Derieux?

STATEMENT OF SAM DERIEUX-Resumed
Mr. DERIEUX. Another topic addressed by this conference was the

capital gains rollover. This was endorsed by the participants in the
conference who recommend a deferral of the capital gain of the
sale of an interest in one small business if it is reinvested in
another small business within 24 months after that sale.

The conference recommended that there be an unlimited number
of such deferrals so that an individual- entrepreneur might start
any number of small businesses and take the proceeds and reinvest
them in another small business. -

The conference also recommended that a retiree rollover be
made available. This would be available on a one-time basis to an
individual 55 years of age or older who sells out of a small business
and reinvests it in any other business, the idea here being that it
would encourage investment in small business if the individual
knew that he had a way to liquidate his interest without having to
pay the capital gains tax and could reinvest it for his retirement.

Senator CHAFEE. Well, I must say, that does have attraction, does
it not?

Mr. DERIEUX. Yes.
Senator CHAFEE. You put your money in a small business and

you reach the age of 55 and then you sell out and instead of taking
a whopping capital gain you just put your money into some listed
security with no tax?

Mr. DERIEUx. With no tax at that point, yes. If you were to sell
the listed securities, of course, you would then recognize gain.

Senator BYR. That may be going a little far.
Senator CHAFEE. I was shocked at that myself until my staff

informed me that I put in a bill just like it.
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Mr. Dmiwux. The next point I was going to make is that the

participants in the conference did recommend that there be a

ceiling on the amount which could be so treated.
Senator CHAFzB. I think that would be nice. What is the ceiling?
Mr. Dmitux. We did not come up with a number. We would

leave that to your good judgment.
But we did heartily endorse the idea of the capital gains rollover.
The conference also endorsed the small business participating

debenture, which it chose to call the small business participating
security because it was felt that this should not be limited simply

to debt securities, but also should include debt securities which

might be convertible into equity at some later date.
This type of participating security would have a fixed interest

rate which would be negotiated and beyond that would have a

contingent interest which might be based on profits, it might be

based on sales volume or some other factor within the business.

This we believe would encourage investment in small business
and we believe also that this should be accompanied by an invest-

ment tax credit so that the money invested in one of these small

business participating securities would produce a credit similar to

the investment tax credit on fixed assets and would have the same
rates and would have to be held for the same number of years as

fixed assets.
We recommended that section 1244 treatment should be availa-

ble if there should be a loss on the disposition of one of these

securities, so that it would be deductible as an ordinary loss.
Another subject discussed at the conference was ilation and its

effect on small businesses. The conference rejected the idea of

automatic indexing for the very reasons that both of you gentle-

men mentioned, but believed very strongly that inflation should be

taken into consideration in adjusting some of the dollar limits

which are now included in the Internal Revenue Code.
For example, -the conference recommended that corporate tax

rates go up to $150,000 before the full 46-percent rate would apply
and the recommendations were for the first $25,000, 15 percent;
$25,000 to $50,000, 20 percent; $50,000 to $100,000, 30 percent;

$100,000 to $150,000, 40 percent; and all above that 46 percent.
The conference recommended that the accumulated earnings

credit be increased to $250,000; that the limit on section 1244,

ordinary losses, be increased to $100,000 or $200,000 on a joint

return; and that the gift tax exclusion, which I believe has never
been increased since it was first introduced in the late 1930's, be

increased to $12,000 or $24,000 for a joint gift.
We further endorsed, as you did, a simplified LIFO-last in, first

out-accounting method. Statistics indicate that many large corpo-
rations take advantage of the LIFO option but that very few small
corporations do, primarily because of the added cost and the com-
plexity of LIFO computations.

We also recommended that a simplified and more rapid cost

recovery for depreciable assets. The conference did not endorse any

specific bill that is before the Congress at this time, but the concept
certainly was enthusiastically endorsed.

We took up the topic of innovation and barriers to innovation so
far as small businesses are concerned and believed that there
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should be a further reduction in the capital gains tax, that sub-
chapter S corporation treatment should be available to corpora-
tions having up to 100 shareholders and that the shareholders
might include other corporations, trusts and partnerships.

We recommend a net operating loss carryover for an unlimited
period of time. This would be particularly helpful to the new
business which might experience a number of years of losses and
should have a longer period of time, we think-an unlimited period
of time-in order to recover those before having to pay tax.

Patent holders are obviously inventive, entrepreneural type
people and we think the patent holder which is covered under
section 1235, I think for individuals only, should be available to
corporate patent holders as well. This would enable them to sell a
patent right at long-term capital gain rates even though they re-
ceived income based on a royalty or percentage.

Also that the transfer of patents subject to long-term capital
gains treatment should be available to someone who sells geo-
graphic or field of interest rights in the patents. This is particular-
ly helpful to the small businessman who cannot develop and
market his product. He might want to sell the rights west of the
Mississippi to somebody else, but continue to develop and market it
himself, at another location.

We also endorsed the reserve for market makers, which is in
Senate bill 1967. This applies to broker-dealers in securities who
trade in over-the-counter stocks.

We believe that that bill should be extended to noncorporate
broker-dealers. At the moment, it covers only corporate broker-
dealers. We believe that the securities should include convertible,
as well as equity securities, and that one more feature should be
added.

At present, my reading of the bill indicates that once a reserve is
established, if the broker-dealer ceased his market making activi-
ties, he would not have to be taxed on that reserve except over a
period of years. We think he should be encouraged to continue his
market making activities and therefore, the reserve should become
taxable if he terminates the market making activities which gave
rise to the reserve in the first place.

The conference did study the value-added tax. I think it is a fair
assessment that the participants in the conference exhibited no
great enthusiasm for the value-added tax, but probably saw it as
something which may be inevitable and determined that if we are
going to have a value-added tax that it should have certain fea-
tures.

One of those would be that there should be some assurance of
permanent reductions in other taxes, specifically income taxes. By
a narrow majority, the participants in the conference voted that
there should be some relief in payroll taxes. We voted that there
should be a flat rate with no exceptions or exemptions, and if this
works a hardship on any particular segment of the population, that
should be addressed in some other way, and that the VAT should
be stated on the invoice so that the purchaser would know how
much value-added tax was being paid.
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Mr. Chairman, I appreciate the opportunity of being with you
this morning and presenting the views that came out of this confer-

ence.
Thank you, sir.
Mr. Treptow?

STATEMENT OF DEAN TREPTOW, PRESIDENT, BANK OF BROWN
DEER, BROWN DEER, WIS.

Mr. TamTOw. Brown Deer has its roots in small business. It

started as a saloon and horse-watering spot on the stage coach run
from Milwaukee to Green Bay. It was the first stop about 10 miles
north of the center of Milwaukee.

So it was, in fact, founded with small business.
The local historians have no recollection whatsoever as to how

the name arose and it remains a mystery today. So I cannot
answer that queston.

Senator OXAmE. Are you a suburb now of Milwaukee?
Mr. Taprow. Yes. The city of Milwaukee is now our west and

south boundary and there are other suburbs to the north of us as
well, so we are an intermediate-layer suburb within the Metropoli-
tan Milwaukee area.

Senator CHA"z. So you have a commuting population?
Mr. TRwTw. Yes. The population of Brown Deer developed after

World War II and then again a surge after the Korean war largely
with veterans' single-family housing and the village developed
quite an industrial park for small businesses. It was an early model
for industrial park development for small business.

Our bank operates throughout the Metropolitan Milwaukee area
meeting the needs of small and medium-size businesses, so that is
the context in which I operate as a banker.

I would like to mention that Mr. Huntzinger and I were both
active in the capital formation sessions of the White House Confer-
ence and as Senator Byrd said in his opening remarks, it is inter-
esting that five recommendations for tax reform and also a direc-
tive to balance the Federal budget by fiscal 1981 and also restrict-
ing the size of that budget to a percentage of GNP ranked amongst
the top 10 recommendations of that conference,-and all delegates
participated in that vote.

Senator BYRw. I think that is highly significant.
Mr. TRzprow.-It is extremely significant.
Senator Bmiw. It is number three, I believe, on your list of

priorities.
Mr. Tnfmrw. Exactly right.
As a matter of fact, it received 62 percent of the votes of the

total delegates, the balancing the budget feature did.
Senator CHAmE. Did you have a percentage of GNP?
Mr. TizpTow. Yes. It was tied to, I believe, 20 percent in 1981

declining to 15 percent, so it was specific.
I would also like to endorse at the beginning of my remarks what

Mr. Huntzinger said about the recommendation included in those
capital formation recommendations to cut personal taxes.

What really happened in this regard is that we ran afoul of the
bureaucracy one more time. We discovered at the end of the second
day of workshop sessions that the prepared ballot did not in fact
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include that provision which had been very forcefully put forth by
the delegates and in trying to get it on the ballot at the last minute
we were told simply-and I argued to some of the staff on this-
simply that the ballots had already been distributed to the press
and we could not change it at the last minute.

I was given assurances by the conference staff that it would be in
the final recommendations and to assure that I did exactly what
Mr. Huntzinger said, addressing the total delegate group, all of the
delegates, in the closing plenary session I made that announcement
that it should be, and would be, placed within the graduated corpo-
rate income tax option No. 1.

Senator BYRD. Did the White House appoint the staff, or did the
Commission appoint the staff?.

• Mr. TREPow. The staff that operated the conference was largely
appointed by the White House.

We were pleased to work with Senator Nelson in Wisconsin in, I
-think, setting the format for the actual White House Conference.
We had had many people from our Independent Business Associ-
ation of Wisconsin going to different parts of the country viewing
other public forums that were being held.

Wisconsin's forum was the 47th forum to be held.
We learned one thing from the experience of other States and

that was that there was a great deal of governmental input and
control in these State forums. We appealed to Senator Nelson well
in advance of a year of the White House Conference and asked him
if he could contact the White House and obtain for us delegated
authority to establish a steering committee of representatives of
small business in Wisconsin to operate that conference, our Wis-
consin forum for election of delegates.

He did obtain that authority for us and delegates did operate the
Wisconsin forum and I think it set a precedent that became a very
popular idea throughout the country and when the actual White
House Conference came around in January, all of the sessions and
workshop sessions were, in fact, moderated by small business
people and I had the pleasure of being the principal moderator in
charge of the capital formation session and worked with people like
Mr. Huntzinger here, and I think it is significant to krnow that
there were 24 individual workshops on capital formation.

In other words, 24 groups of small businesspeople who did not
commingle with each other discussing these issues over a 2-day
period. And their instructions were to come up with 5 recommen-
dations from each of those 24 workshops and then we would pool
them all and then try to reduce them to 5 top priority recommen-
dations for all of the capital formation sessions.

When we met with those workshop sessions on the evening of the
second day of the conference, I was absolutely amazed to find that
8 recommendations covered the top 5 from all 24 sessions. There
were really only eight different recommendations, which I think
showed a great unanimity of thinking of these people who came
independently from all over the country and arrived at essentially
the same conclusions.

I think there is a powerful message in that, also.
It is my judgment, however, that there is a potential for conflict,

and at least I have heard here on the Hill that there is great
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concern about the conflict, but the fact that these tax-cutting meas-

ures for small business come out in the same time that we ask for

a cut in the Federal budget, balancing it, limiting it to a percent-
age of GNP and balancing that budget.

I do not think there really needs to be a conflict, however. First,
you should recognize that the delegates at this conference worked

With the perspective of developing policy for their next decade. The

capital formation recommendations were developed within that

context.
In the area of balancing the budget and restricting its size to a

percentage of GNP, however, they did specifically put a timeframe
on it: balance it by 1981 and restrict its level to 20 percent of GNP.

I think that indicates the sense of urgency that these delegates
felt for balancing the budget.

That senae of urgency came out of the great concern with infla-

tion and the need to do something immediately with inflation and

they deemed the balancing of the budget to be the most dramatic,
important single thing that could be done to curtail inflation.

I think it was the opinion of most delegates and it certainly is

the opinion of our Independent Business Association of Wisconsin,
and most of my bank customers, that unless we can stop inflation,
all the rest of these recommendations may very well be academic.

Interest rates are a very great concern to all of us. About a year

ago, 6 months ago, I was concerned whether my bank would have
the funds to meet che loan demands of my business customers.
That concern, in fact, is academic now with present interest rates.

The prime rate at 19.5 percent, it is a matter of how many people

can really afford to use the funds at those interest rates.
Within my own bank, we had about a year and a half ago $20

million in regular passbook savings accounts paying an interest of

5Y percent. Over $6 million of those funds flowed into the money
mar ket CD's now paying in the neighborhood of 15 percent and all
of the new deposit growth, the net deposit growth in our bank, has
been in the money market CD's at the present high rates, tied to

the 6-month Treasury bills in the neighborhood of 15 percent.
So this cost escalation in money rates has just been tremendous.
I think these examples clearly reveal the order of priority for

small business. It should not be construed, however, that small
business is really complacent about the capital formation issues.

A balanced budget is just the focal point on which I think we
need to start. And once we do something about this, small business
would like to have commitment for doing what is necessary to
refurbish and replenish the capital supply that they so desperately
need in their business.

I would like to give you a little example, just a simple case
history of a typical manufacturer and what has happened since the
1978 Tax Reform Act. That act graduated corporate income taxes
for small businesses, graduating the rates up to $100,000.

It reduced the top rate for all corporate income from 48 percent
to 46 percent.

Let's take the example of a manufacturer who had $3 million in
sales in 1978. Now, let's further assume that that manufacturer
sold exactly the same number of units in 1979 as in 1978 however,
inflation increased costs and the manufacturer was able to increase
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prices by 15-percent. And that is probably fairly representative for
1979.

That means that sales volume in 1979 increased to $3,450,000
from $3 million the year before, yet the same number of units were
sold. There was no real increase.

Now, let's assume that in both of these years the company col-
lected its accounts receivable at an average of 45 days from the
date of billing and maintained inventories equal t ' about 90 days of
operation.

Very typical for small manufacturers.
The 15-percent inflation would result in an increase in his ac-

counts receivable from $370,000 to $425,000. Inventories would
have increased from $518,000 to $596,000. This represents an in-
creased need for working capital of $133,000.

The company borrowed that money from the bank at an average
cost of 15 percent. The interest expense would have been $20,000 or
over twice the tax savings resulting from the 1978 Tax Reform Act.

You can readily extrapolate the effect of current conditions with
inflation close to 20 percent annualized rate, and a prime rate now
at 19.5 percent. The effect will be far worse.

I think it is appropriate to ask, however, how did the Govern-
ment fare in an example such as this?

Now, if we assume that the corporate income prior to interest
expenses in taxes in both years was 10 percent of sales, which is a
pretty healthy number for a small manufacturer, then taxes in
1978 would have been $130,500. In 1979, applying the reduced
income tax rates resulting from the graduation of taxes, the compa-
ny's Federal income tax bill would have been $130,250. The Gov-
ernment, thanks to inflation, recovered all but $250 of a tax cut
that should have been $11,900 in constant dollars.

Thanks to inflation, there was no capital formation for this type
of company in the 1978 Tax Reform Act.

We can carry this example even further.
Banks lend money on their ability to repay. During 1979, this

company was required to borrow at $133,000 in order to manufac-
ture and sell the same number of units as it had done the year
before and after a ing its interest bill, the net income after taxes
increased by $25,000.

If inflation remained at the same 15 percent rate in the future,
the company would be running further in debt at the rate of over
$100,000 per year. This obviously is a road to bankruptcy and I
think you will agree with me that no bank would prudently lend
into a situation like that over a long time period.

So what does the company do? It can try to cutback its accounts
receivable, it can pare back its inventories, and when it has done
the absolute best job that it is capable of doing, then the rate of
borrowing and the rate of working capital increases continue to go
right back up again, in accordance with the rate of inflation.

The profitability of small businesses cannot keep pace with this
rate of inflation and the result is undoubtedly going to be tragedy
for the small business sector.

What is small business to do in a circumstance like this? All he
can do in the end is try to increase prices faster than the rate of
inflation and that, of coirse, we all know is self-defeating because
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then small business becomes part of the problem even if it cannot
control the prices that it is charging its customers at that rate.

Obviously there is no use in talking in circumstances like this, or
an environment like this, about the ability of that company to fund
applied research to significant product improvement. That compa-

fny would not dare ask a lender for $100,000 to purchase a new

-machine tool, even if that investment could greatly enhance pro-

ductivity.
Perhaps all he can do is sell out to a conglomerate with enough

market control to pass through those costs to the consumer.
Now, Senator Gaylord Nelson has stated many times that every-

one on Capitol Hill respects the importance of small business to

our country. I am absolutely convinced this is true.
I do jnot believe, however, that many people are convinced of the

desperate urgency for improvement of capital formation and reten-

tion for small business.
The recommendations of the White House panel that my two

associates have addressed so well this morning, I think, address

these needs extremely well.
America's small business people believe we must all make the

necessary sacrifices and eliminate deficit spending for the 1981

budget. That action could be the beginning of a new economic era

if it is followed with a tax policy that encourages savings and

investment in this country.
Senator BYRD. Thank you.
I want to make a few observations and then yield to Senator

Chafee and then to Senator Baucus.
I want to try to help small business. I want to support some, as

many of their proposals as I can.
I think that some go too far, however.
Mr. Derieux, you mentioned the gift tax.
Mr. Dm.RIEUX. Yes.
Senator BYRD. I think there should be a change in that. The

present $3,000 exemption goes back to 1942. I think it is totally out

of date now.
Your group recommended taking the exemption to $12,000 or

$24,000 for a man and wife. Is that right?
Mr. Dm zux. Yes, sir. That is correct.
Senator BYRD. Now, it seems to me that would-at least, that

goes farther than I think I would be willing to go. I think that

there should be a change. If you took it from $3,000 to $6,000,

making it a total of $12,000 for man and wife, it seems to me that

would be reasonable. I am doubtful about the $24,000, however.

Mr. DERIEUX. Well, of course, that would be an improvement,

obviously. This figure was not found in the air, somewhere. This is

the approximate effect of the change in the value of the dollar

since the $3,000 was first established. That is where the figure
came from.

Senator BYRD. Yes.
Then you mentioned the value added tax. No. 1, I would think

that that is pretty far down the road. I do not see enactment of

that anytime soon.
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One thing I would fear about enacting the value added tax is
that it would be put on top of all the other taxes. Now, if that is
done I would think it would be totally undesirable.

Mr. DERIEUX. Absolutely.
Senator BYRD. It may have some merit if it is to take the place of

other taxes, but certainly not to add it to other taxes.
Mr. DERIEUX. Yes, sir.
Senator BYRD. Let me ask you this. To what extent are small

businesses merging with large corporations?
Mr. DERIEUX. In my experience, to a very large extent, Senator,

and it has always seemed to me that one of the options that ought
to be available to a small business is to remain a small, privately-
held business if it chooses to do so.

Senator BYRD. Well, do you feel that there are incentives now,
and what are the incentives?

Mr. DERIEUX. To merge?
Senator BYRD. To merge.
Mr. DERIEUX. One of them is the lack of liquidity. Sometimes the

founder of a business or his descendants have estate tax liquidity
problems that they can solve only by selling out. And although this
was not a subject of the conference that I am reporting on, it seems
to me that there ought to be perhaps some limited availability of a
partial redemption of stock during that entrepreneur's lifetime so
that he can diversify, to some extent, without the penalties of
having to pay up to 70 percent on any money he withdraws from
the corporation.

Senator BYRD. This committee held hearings last week, the 24th,
I believe it was, on estate taxes. I think revision in the estate tax
was one of the recommendations of the White House Conference on
Small Business.

The best I can judge is that the estate taxes not only encourage
but, in many cases, force the sale to large companies.

Mr. DERIKUX. Yes, indeed. That is a very, very severe factor.
Senator BYRD. I think that is the wrong direction to go in. We

want to have more businesses, not less. I do not like the mergers of
big companies with other big companies and I do not like the
forced mergers of small companies with large companies.

Mr. DERIEUX. I agree and my experience in the accounting prac-
tice is that more and more small companies for the very reasons
you described feel that they really have no other option but to sell
out.

Mr. TREPOW. Senator Byrd, could I make one remark about the
mergers and concentrations?

In my prepared testimony, I included some remarks about some
specific issues that I think bear on that.

There is a tendency for available capital in this country to be
concentrated every time we reach a highly inflationary period in
the economic cycle when money becomes tight. This situation is
more aggravated at the current time than I believe it has ever
been before.

There are, for example, some new instruments that are available
for investment in this country, such as the money market mutual
funds.
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What has happened in this area is that we have the money

market mutual funds and the U.S. Government at the present time

aggressively competing throughout this country, even in the -small

towns throughout the Nation, even in the rural areas, attracting

funds for Treasury bill investments and for money market mutual

fund investment.
This aggregates the money, the cash from financial institutions

like mine and those in many small towns throughout the country

into either the Government hands or the money market mutual

funds reinvest that capital in the CD's of the very large money

center banks or also in Government securities.
I was at a Wisconsin banking seminar about 3 weeks ago in

which a banker in the northwestern part of the State told me that

in his bank, $25 million in deposits in a relatively small town, two

salesmen for money market funds came to town over a 2-week

period, rented rooms in a motel, got on the telephone and walked

out of town with $5 million in his deposits and all of those ended

up probably in Minneapolis, Chicago, or New York.

Now, if this is being repeated, if that is at all typical of what is

happening around the country, I think it spells a very dismal

situation for small business because it has to tear apart the local

base of an economy in a town like that.
Senator BYRD. I think it does, and as inflation increases or even

if it would be half from its present point, it would still be a very

high inflation and that for States, forces the values up artificially

and is going to make it very difficult in the future for the middle

economic group to survive.
Take the case of a house. The committee had some figures devel-

oped that showed that the average cost, or value of a house today,

is in round figures $70,000. Now, 20 years from now-and that is

not very long, really- 2 0 years from now, the value of that house

will be $421,000.
Now, if a man and wife have an estate tied up mostly in that

house, that means that the survivor is going to have to sell the

home in order to pay the taxes and he or she will have a whale of

a tax to pay on property that really has not shown any actual

increase in value, only an inflationary increase.
Mr. DERIEuX. Senator, I might add that that is the same problem

that the small businessman's estate faces, that they may have to

sell the business.
Senator BYRD. Exactly.
Senator Chafee?
Senator CHAvEE. Thank you, Mr. Chairman.
I would make a couple of points. In meeting with small business-

men in my State, they came up with what I thought was a signifi-

cant idea, and that was that the stress be on simplicity which is

the point you have made here, but also they said, do not give them

a series of options as to which way they might make the greatest

savings.
For example, I was talking to them about a 10-5-3 depreciation

proposal in which we would keep the investment tax credit at the

current situation; namely, you would get the full investment tax

credit at 7 years, but you would get-what is it, three-quarters of it

-if you went to 5 years.
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Mr. DERIEUX. Two-thirds.
Senator CHAFEE. Two-thirds-as it is under the current system.
And they said, please have your investment tax credit apply fully

to your 5 years coinciding with your depreciation on your machin-
ery. Otherwise, you would put the small businessman into the
pickle of having to get an expensive accountant who would then
have to tell him, is he better off going with the 7-year depreciation
of the full investment tax credit, or the 5-year full depreciation,
but only two-thirds- of the investment tax credit, and then this
option presents him with great difficulties.

That thought had not occurred to me, and it made a good deal of
sense. I am not against expensive or inexpensive accountants, but
from the small businessman's situation, he just cannot afford to
have any more expenses than he should have, after hearing the
dire illustration that Mr. Treptow presented.

Mr. DERIEUX. Senator, I think that we accountants do not like to
see our clients have to pay us more than would be reasonable for
them to pay because of complications in the tax laws so I would
agree with that.

Mr. HUNTZINGER. Senator, if I may add, I would concur totally
with that. During the conference -process, there was some discus-
sion of amplifying the capital cost recovery option to include that
type of thing, but we have certain time constraints and that was
not developed, but it was seriously discussed and I frankly thought
it was a very, very good idea.

Senator CHAFEE. You mean you discussed the investment tax
credit?

Mr. HUNTZINGER. To make it coincide, as you have just discussed.
Senator CHAFEE. The point you have made here about the

income, personal and corporate, reductions are very valid and of
course, we are extremely sympathetic. You are preaching to the
choir to a great extent in this committee.

The quandry we are in, of course, you also recognize, is on the
one hand we have this tremendous concern for inflation. The feel-
ing that the single best thing we can do to lick inflation is to
balance the budget, and at the same time, a corollary with that is
to cut taxes, to increase productivity, and stimulate the economy,
but all of those things cost some money.

Now, you may get something like, as was previously testified,
only issuing a W-2 form at the end of the year, but that, as the
witness testified, that was a small step. But any of these significant
steps do cot revenue, and so we are in this schizophrenic position
of trying to balance the budget and at the same time have these
incentives.

Now, I suppose one of the solutions to it is to cut the budget
enough so that you have got some leeway left over so thus you can
have some of these tax cuts. But I suppose we are going to have
enough trouble just cutting the budget to get it down to being in
balance, never mind having a surplus.

Mr. TREPTow. If, in fact, we can balance the budget, and that
produces the effect I think we all hope that it will, to stop infla-
tion, thatiin fact will produce a tax cut.

Senator CHAEE. Yes, but I do not think that anybody thinks
that by balancing the budget this year we are going to signific ntly
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reduce inflation. I must say I find so depressing the predictions
that a balanced budget will give you 0.3 of a percent reduction in
the inflation. I cannot believe that is so.

But even taking that as the worst case, I suppose the best case is
going to take you down maybe 0.4, 0.5-well, that would be signifi--
cant.

But there is the quandry we are in, which I am sure you gentle-
men appreciate.

Mr. DERIEUX. We do, and, Senator, I think small businessmen
recognize that there will be sacrifices in getting the economy under
control, and I think small businessmen are perfectly willing to
stand their portion of that. They simply do not want to bear more

than their rightful share of that burden.
Mr. HUNTZINGER. If I may add, I think that there can be-this

may sound like heresy-butthere can be too much emphasis on
balancing a single budget. For instance, what is really the better
thing to do for the country? To have a fair, equitable, simple tax
system that encourages capital formation and productivity in the
long run, or balancing a single budget?

I just ask you to think about that.
Senator CHAFEE. I do not think any of us are embarking on this

exercise thinking that we are just going to balance the 1981 budget.
I think that there is great skepticism here in this committee of
embarking on new programs that are just a little modest expendi-
ture in 1981 and a big boom in 1982 and 1983.

So I do not think the mood of the Congress is that we will sneak
through 1 year with a balanced budget.

Mr. HUNTZINGER. So then it comes to what is the tax policy-that,
in the long run, can be made to insure adequate revenues for the
spending of the Federal Government?

Senator CHAFEE. Well, I think that every one of these ideas that
you have presented us, from the top eight ideas narrowed down to
five or however you want to do it from the Small Business Confer-
ence are good, plus others that have come along. You know, you

may be going a little far when you are talking about cutting the
personal income tax rates from the maximum to 70 or getting into
gift taxes. There is only so much we can swallow around here at
one time.

But I think that the biggest single thing we are concentrating on,
I think in the committee as a whole, is the capital formation
problem.

Thank you very much, Mr. Chairman.
Senator BYRD. Thank you very much, Senator Chafee.
Senator Baucus?
Senator BAucus. Thank you, Mr. Chairman.
Continuing along the lines of the discussion that Senator Chafee

has raised, I am wondering to what degree should we cut expendi-
tures to balance the budget, and eventually to stop inflation?

We could balance the budget with a tax increase, spending cuts,
or even further spending cuts along with all kinds of capital costs
and tax measures.

I was wondering if any of you have any feelings on that subject?
That is, how far do we go in cutting expenditures?

63-769 0 - 80 - 40
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I have raised the question, keeping other points in mind. The
real estate industry, the housing industry, the building industry
are hit adversely with high interest rates and they want significant
increases in mortgage money.

At the same time, the farmers are in very tough shape around
the country. Their costs have increased. They have no control over
their price.

I am just curious as to how far you think we should cut expendi-
tures in order to have the money available for tax cuts.

Mr. TRPTow. Senator, I think part of the dilemma we are in is
that this country has become so accustomed to coming to Washing-
ton for the solution to these problems and I understand the real-
tors coming to town and looking for relief. My whole background is
farming. I grew up on a dairy farm in Wisconsin. I understand that
industry and the dilemma that those people have.

Yet those are only- temporary Band-Aid type approaches to the
problem. The real reason that the realtors have a problem with the
cost of money today is because we have such an exceptionally high
rate of inflation.

Measures to provide Federal funds for relief in that area will
only be temporary and it may, you know, bring the rates of money
down and give that industry a temporary resurgence, but the next
time we get to this point in the economic cycle, it will probably be
worse and I think we have to start moving away from these kinds
of problems.

I do not think we can make that withdrawal instantly and
abruptly, but I think we have to start to begin making. a commit-
ment that capital investment in this country, increasing capital
investment, taking the tax biases and the fiscal biases that pre-
clude savings and investment in this country out of our regula-
tions, out of our tax codes, is eventually going to lead to more
productivity, and a more permanent cure for inflation so that in
the future it will become less necessary for Government to inter-
vene and, in fact, contribute to an increased GNP.

Senator BAucus. Right now the Budget Committees of both the
House and the Senate are talking about roughly a $22 billion tax
cut for fiscal 1981. If we cut down to 20 percent of GNP, I under-
stand that entails cuts in spending in the nature of $45 billion.

That obviously is going to adversely affect a lot of programs in
this country. For example, the defense budget will be affected as
people are more nervous about the Soviet Union today than they
were a couple of years ago.

I am wondering if you think that we should go all the way down
to 20 percent, or should we balance it at roughly $22 billion?

Mr. TRzprow. Senator, I do not pretend to be intimately knowl-
edgeable about all the intricacies of the budget.

Senator BAucus. I am really asking two questions: How are these
kinds of actions going to curtail inflation, and what other ways can
we curtail inflation in addition to balancing the budget?

Mr. TRwrow. What you might find interesting, though, is that I
never thought of it before, and apparently Government never
thought of it before, but when we become desperately concerned
about balancing the budget, we come up with little ideas like
eliminating Saturday delivery of mail.



623

Now, you know, maybe I should have thought of this a long time
ago, and perhaps a lot of us should have, but you know, that is an

idea that seems to be tremendously popular. I have talked to a
customer in my bank who objects to cutting mail deliveries on
Saturday.

Senator BAUCUS. It is less popular in Montana.
Mr. DERIEUX. I think the idea there is if you would bring my

mail, but cut out his, on Saturday.
There is one thing, Senator-this certainly is not a direct answer

to your question-but we talked not only about capital formation
but capital retention and if the tax laws and the administration of
those laws was such that the businessman could retain more, could

save and retain a higher portion of his earnings, then he would not

- have to come to Washington for help in getting through the hard
times. He would simply be able to put aside--

Senator BAUCUS. To what degree is the capital retention, or the

capital formation, question a function of inflation? Is that 50 per-
cent of the problem? Is that 75 percent of the problem, roughly?

Mr. TREPTOW. I think it is closer to 75 percent of the problem. I

think if we can solve the capital formation issue, small business is

going to be able to deal with most of the other problems we are
talking about.

Senator BAUCUS. If somehow we get together all of this, do you
think that will amount to about 75 percent of the capital formation
problem?

Mr. HUNTZINGER. I was not sure that I agreed with Dean until
now that I know he understands the question.

I think that lower inflation such as the 4 and the 5 that you
quoted-boy, those were the good old days, were they not-lower
inflation merely sets the stage for a renewed period of capital
formation and retention. It, by and of itself, does very little or
nothing.

7 What it does is, OK, from here on, as I earn under an equitable
tax system, I can retain better and it is not being eroded under the
problems that Dean had in his earlier testimony.

In partial response to you, Senator, 4 weeks ago you asked me
that same question. I did not have an answer.

I do not have much of a better one today, but you did rephrase
your question a little bit and you did say, balancing the budget by
raising taxes.

I read that the other day where it was evidently said very
seriously by someone on the Hill and I absolutely went stark,
raving mad when I saw it.

I do not even know-now, I am no economist, but even in the
short run, I am not sure that a tax increase would balance your
budget. I believe it was mentioned in terms of a surtax on income
taxes, if your income is over a certain level.

It was done very vaguely and I just thought boy,they are bark-
ing up the wrong tree again. In the long run-maybe one budget,
Senator, you could balance that way. But in the long run-

:1 Senator BAucus. Do not get me wrong. I think there is very little

sympathy around here to balance the budget by increasing taxes. I
. am certainly opposed to doing it that way and I think the vast

majority is opposed to it.
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I wonder if we could go back to the earlier question that I asked&
to what -degree is the capital formation problem facing small busi-
nessmen generally attributable to inflation?

That is, if we were to stop inflation, how much will businessmen
be in a better position to accumulate capital and retain it?

Mr. DERIBUX. I doubt that we can quantify that for you, but
inflation is certainly the most severe, or has the most severe effect,
on his ability to retain capital, certainly, and to obtain it.

The small businessman would still have some capital attraction
problems, even without inflation, but they would be substantially

Mr. TREPTOW. Now that I understand the question, Senator, I
would say that there is no hope of holding inflation to a 4- to 5-
percent level unless we do something serious about capital forma-
tion so that we can start adopting the innovations in technology
and improve productive facilities in this country that we so sadly
need.

Our steel industry is antiquated. We came out of World War II
with our-productive machinery completely worn out and then
helped rejuvenate the productive capacity of those nations that
have been whipping the blazes out of us in productivity in our own
markets today.

So I think capital formation really lies at the solution to infla-
tion in the long run.

Mr. HUNTZNGER. I think also to the extent that lower inflation
rates make the Federal Government withdraw from the credit
markets it is definitely to our benefit because again, as Dean
mentioned earlier, that with the Government competing, offering
15 percent plus for money, it makes it far less attractive to loan
money to a client of mine who is far more risky in the eyes of a
bank board.

So I think, to the extent that lower inflation gets the Federal
Government out of the credit markets, I think that is a definite
benefit to capital formation of private sector and also to the extent
that lower inflation has the impact of not rushing us up into the
higher tax brackets up quite as quickly, then we also benefit by
retaining capital.

So there is a direct relationship, in my judgment.
Senator BAUCUS.
Mr. Treptow, is a banker, do you think that the Federal Re-

serve's monetary policies are misdirected here.
Often-I hear from small businessmen in my home State that the

high interest rates are a disproportionate burden borne by -small
businessmen, by farmers and so forth, whereas the larger banks,
Citibank, and large business can better weather high interest rate
policies, the discount policies of the Fed, and perhaps even reserve
requirements.

uld you shed some light on that, at least from the small
businessman's perspective?

Mr. TRzprow. For one thing, I am very much relieved that the
Federal Reserve's policy did not have broad credit restrictions in
all aspects of credit, particularly in small business. I was fortunate
to have been invited to a meeting with Mr. Alfred Kahn and some
of the White House staff about a week or two prior to the Presi-
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dent's budget message in which he asked the Fed to insert those

credit controls, and I stated to Mr. Kahn at the time that if we

institute credit-controls that affect all business borrowing, small

and large alike, the effect would probably be absolutely devastating
to the small business sector, because their source of funds is pri-

marily from the banking system.
I have looked at statements of my own small business bank

customers. I have talked to other bankers and accounting firms-

this is not an indepth or definitive study, but a rather casual study
b a lot of people would seem to indicate that the accounts receiv-

a le of small businesspeople have been extended about 20 days in

collection time over the last 6 months.
Now, it is also basically true that mall business people sell to

large customers, particularly small manufacturers and distributors
are selling to large companies. In effect, what has happened is

these large companies have borrowed about 20 days worth of inter-
est-free money through the payment of the payables due these

small manufacturers.
If we exert credit controls, there will be even further impetus for

the stretching out of those receivables, more borrowing require-
ment in the small business. If he cannot get it from the bank, he is

dead.
Meanwhile, large business can circumvent Fed controls by bor-

----rowing overseas in the Eurodollar markets issuing commercial
paper, perhaps-now, that has been restricted in the ultimate
policy. But overall, I think the Fed is doing what it has to do.

Our Independent Businessmen's Association in Wisconsin attend-

ed the congressional presentation-we participated in the annual

Washington presentation which took place 2 weeks ago.
Our Wisconsin delegation met with Paul Volcker from the Fed

on theuhour
and a half with him.

Overall, the sentiment of our people from Wisconsin was to

support what the Fed has done in being a tough discipline neces-
sary to get a handle on this inflationary problem.

Our group was supportive.
Senator BAUCUS. Would you revise these policies in any way?

Do -you think that the high interest rate policy as implemented
by the Fed to date falls disproportionately upon small business?

If you were the Chairman of the Fed, would you revise his policy
in any way?

Mr. TREPTOW. I do not think that the credit controls, as such, are
j ultimately going to work. I am glad they were not imposed on

small business. Again, I am supportive that it said specifically in

the regulations, special attention should be given to meeting the
credit needs.

However, I really do not think that the Fed is the real problem
in this area.

2 One of the problems that really falls disproportionately on small

business is this concept that we have now with the money market
CD's and other vehicles where the Government is, in fact, compet-
ing for private sector capital.

You know, that whole money market CD concept, which was

- originally designed to allow the private sector, banks, savings and
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loans and thrift institutions to compete with the Government for
capital is self-defeating so long as Government has an increasing
appetite for this capital that is in the marketplace.

Because each week at that Treasury bill auction, the market
readjusts and the Government pays a rate, draws what capital it
needs to fund that week's debt sales out of the private sector. The
next week when it needs more money, the only way it can unbal-
ance that equilibrium again and get more money from the private
sector, from the banks and the thrifts, is to offer a higher rate, or
be willing to pay a higher rate, and this is escalating and this has
to continue, I believe, until-going back to the budget balancing
situation, Government stops increasing its appetite for funds.

Senator BAucus. You seem to be saying that the availability of
money is a greater problem than the cost of money.

Mr. TRMYTw. Absolutely, yes.
And I think if the availability of the funds are there, the rates

will take care of themselves. I think the rates are largely due t&
the Government and large institutional competition for these
funds, and concentrating them into fewer and larger hands.

Senator BAucus. You sound like a good Montana banker, too. We
have the same problem.

Thank you, Mr. Chairman.
Senator By"D. Thank you, Senator Baucus.
I want to comment just on two things.
First I want to say that the only group, only agency, only individ-

ual who gains by inflation is the Federal Government. The Federal
Government is the beneficiary of inflation.

Maybe that is why we are not getting inflation under control.
Now, let's get to the question of the budget. I think that people

are being misled-I want to say this frankly.
On January 28, President Carter submitted his budget. It called

for spending $616 billion.
He realized that he had misjudged the economic situation. He

realized he had misjudged the politics of it, so on March I4 he
revised that.

Yesterday, he revised it again. Now, yesterday, he recommended
spending $612 billion instead of $616 billion.

Now he is saying that he is going to have a big surplus. Now,
how does he get that surplus?

On January 28, 2 months and 3 days ago, he estimated revenues
to be $600 billion. Yesterday, he estimates revenues to be $628
billion.

Now, if anyone feels that that is a very sound approach to
matters, or i it is going to have any real impact on inflation,
frankly, I do not see it.

He is not reducing spending. He is increasing spending to $612
billion in fiscal year 1981. This is $64 billion more than the Con-
gress only 4 months ago approved for spending in this fiscal year
1980.

Four and one-half months ago, the Congress approved spending
in 1980, fiscal 1980, $548 billion. Now, the President proposed to
spend next year $612 billion.

That is no reduction in spending. That is a tremendous increase
in spending, a tremendous increase.
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And yet the headlines and the radio and the television and
Congressmen and Senators and so forth say, oh, we are going to
balance the budget. We are going to get spending under control.
We have gotten it under control. We are reducing spending.

That is a lot of bunk. It is being tremendously increased.
What I contend needs to be done is not to reduce spending below

what we are spending in 1980-we cannot do that-but we can
reduce substantially the tremendous increase which is being pro-
posed. Until that is done, in my judgment, we are not going to get
on a sound basis.

Mr. Huntzinger, you mentioned tax expenditures. There is a

I school of thought in Washington which takes the view that every-
thing an individual earns belongs to the Federal Government and
that he or she can keep only what the Government permits him or
her to keep.

My belief is, and I think it is the belief of this panel and most of
the American people, for that matter, that what an individual

V- earns belongs to the individual, but the Government has the right
and the responsibility to take what is necessary to operate the
Government.

Now, for example, a person borrows nfoney to pay a mortgage on
his home, or to buy an automobile, to say that the deduction for
the interest that he pays is a tax expenditure the same as if it were
appropriated by the Federal Treasury, it seems to me, is just total
nonsense.

So I do not pay any attention to those figures of tax expenditures
at all. A man contributes to a church. There is school of thought
around Washington, D.C. that is a tax expenditure, because if he
had not contributed it to the church, the Government would have
gotten more money.

Expenditures of the Federal Government, what it means to me,
is what the Government itself spends to operate Government and
to take care of the various functions of Government. That is Gov-

7 ernment spending.
When an individual contributes to his church or college or any

other lines of endeavor, that to my way of thinking, is certainly not
a Government expenditure.

Mr. TREPTow. Mr. Chairman, it was worth the trip to Washing-
ton to come here and hear you say that, and I can assure that the
small business people of Wisconsin heartily agree with that.

Senator BYRD. Thank you, sir.
Thanks to each of you. You have made a fine contribution and

we appreciate your being here.
[The prepared statements of the preceding panel follow. Oral

testimony continues on p. 707.]
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SUMURY 0

PR2MATION TO

OON TAXATION

AD DEBT MAGEMNT

APEU I, 1980

BY

MNOAS E. HUNTZD , CPA

Capital Formation was the main area singled out for significant

action by the White House Conference on Small Business. (P.)

Need a plan of action for the future to ensure economic stability. (P.2)

Small Business Capital Formation Act - Combine the major principles

of s. 187, S. 653 and S. I181 and pass such a bill in the

near future. (P. 2-3)

'Small Business Equalization and Simplification Act - Inequities in

the Code that discriminate against non corporate business-

people should be rectified. Simplification of depreciation

system and rIFO valuation of inventories should be

affected. (P.3-5)

Capital Retention Act for the 1980's - The corporate survax

exemption should be phased in to $500,000 over ten years.

The maximum tax on individuals should be phased in to

a maximum rate of 50% over five years. (P. 5-7)
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The 1980 White House Conference on Small Business presented

sixty specific recommendations as its mandate for action during

-the 19l's. If one major area can be singled out as being the

fo0al point of the mandate it is Capital Formation. 
The five

options relating to Capital Formation finished first second,

'third, seventh and nineth in the priority ranking of the entire

Conference. Therefore, if the Federal governmbnt wants to respond

-to the wishes of the Small Business community, it must act on the

'proposals put forth in the Capital Formation area.

The issue refinement process of the Conference was thorough

and approximately one half of the delegates took part in the

Capital Formation Area. I was a delegate moderator for the Region

Three meeting of delegates in October, 1979 and both days of

workshop sessions at the January, 1980 conference. I also was the

- Capital Formation chairman for the Philadelphia delegation. In the

above capacity, I came in contact with approximately ten percent of

- the delegates. The recommendations in this paper represent a

combination of my personal views based upon my professional

experience as a practicing certified public accountant as well as

the views of hundreds of delegates to the White House Conference.

The reomnendations will blend the Capital Formation options, and

existing legislative proposals where feasible, into a Small

Business Capital Retention and Formation plan of action. The

eaphasis will be on income taxation and related proposals since that

was the emphasis of the Conference as demonstrated by eighty eight

percent of the delegates voting for a reduction in corporation

and individual income taxes.
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The Congress must deal affirmatively with the tax cut issue

in spite of the current budget balancing efforts. The government

does not have a problem of too little revenues but of too much in

expenditures. What we want is a committment for lower incremental

tax rates to allow for retention of capital. Such retention will

in turn earn more income which will in turn increase tax revenues.

This nation needs a long term plan of economic action in order to

avoid many of the problems we are experiencing currently. Such a

long term plan must begin with a coamittment to an ectuitable system

of taxation that encourages investment and productivity. Our

current system needs many changes to achieve that end.

I envision three "packages" of legislation that can achieve

what the delegates want. The first, with little "cost" to the

teeasury, deals primarily with attracting capital to the small

business sector. The second deals with achieving equitable

treatment of certain items between corporate and non corporate

taxpayers and other simplification matters. The third deals with

the phasing in of lower tax rates.

SMALL BUSINESS CAPITAL FORMATION ACT

This "package" should encompass the major principles of three

Senate Bills, namely S. ,87 t S. 653, and S. 481.

S. 1481 - The delegates felt that the Small Business Participating

Debenture was the most innovative vehicle for capital formation to

come along in a long time. If passed near ite present form, it

could become a valuable, and flexible means for a small businessman

to obtain fresh funds that otherwise is not obtainable from banks

and without the red tape of an SBA loan. There can be little
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reason for delay in passing this legislation.

S. 487 - s. 653 - The delegates felt that the gain on the sale

of y capital asset should be deferred to the extent that the

proceeds are invested in a small business. Such a broad proposal

is necessary if we are to attract "fresh" capital into the small

business sector. While a restrictive rollover provision for

ileferring-the gain on the sale of a small business if another

small business is acquired would be a step in 'the right direction,

it would not attract new capital to our sector.

While the emphasis of the delegates was on the rollover

provision, they did feel that it might be helpful if one could

obtain an "investment" tax credit for direct investments in a small

business. This credit should not be limited to new registered

securities because only a small percentage of small business

would benefit in that event. Obviously, certain "recapture"

provisions would have to be a part of such a bill.

SMALL BUSINESS EQUALIZATION AND SINLIFICATION ACT

This phase is necessary because its ele-tn-* deal with some

of the reasons that the tax cut proposal became so overwhelmingly

poplar. My phase three proposals can neither be fully understood

nor dealt with ,mtil some of the inequities that created its need

are properly handled.

EQUALIZATION SUBSECTION - One must always keep in mind that over

eighty percent of Small Business is unincorporated. Therefore,

many of the perquisites available to some small business people are
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not available, or at least to the same extent, to others, Why can

a corporate small business man deduct health, disability and life

insurance premium and generally a non corporate small businessman

cannot? Why can a corporate wall businessman put away up to twenty

five percent of his personal earnings into retirement plans, and a

non corporate small businessman oan only put away fifteen percent

of the first $50,000 in earnings?

The insurances enumerated should be deductible by corporate and

non corporate businessmen. This provision is a mattt'. of fairness

and would probably not involve a significant "cost" to the Treasury.

The more significant item however is an expansion of the

"Keogh Plan" deduction. The fifteen percent limit should be phased

in to a maximan of twenty five percent over a two year period. The

maximum annual deduetion should be phased in so as to coincide with

current corporate limits. Aside from the fairness issue there is

another highly favorable reason for doing thi .

Many small businesspeople fund their Keogh Plans at local banks.

The impact of (say) doubling the potential Keogh deposits at banks

can be significant in the lorg run. More money remains in the

local comnity for lending to other small businesspeople. Now

we're talking about both capital retention and capital formation

SDLIFICATION SUBSECTION - There are two major items in this

section, LIFO and depreciation simplification.

The Treasury has been studying a form of simplified LIFO for

some time and supposedly endorses the idea. Annual industry indexes

should be published and be made available for use by the small

businessman who is currently overwhelmed by the technicalities of

LIFO, Enough work has been done in this area for prompt action.
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(S. 0i35) Some form of simplified, accelerated depreciation 
must

be passed soon. The ADR system is not being used by the small business

community because it is seen to be complex and inadequate. 
The

provisions of S. 1435 generally meet the wishes 
of the delegates

to the White House Conference, However, the transition period

provisions could be difficult for many to cope 
with and I'm afraid

of the "Secretary to Prescribe Regulations" section. 
If Moses had

the IRS make the appropriate regulations the Ten 
Commandments would

be in ten bound volumes rather than on a single 
tablet.

E CAPITAL RETENTION ACT FOR W[E 1980' s

This is the legislation that Congress must committ 
to now in

order to ensure a healthy private sector for the 
future. The Act

should have two sections, one dealing wi.h corporation 
taxes and

one with individual taxes.

CORPORATION TAXES - Over ninety percent of the corporation

income tax returns are filed by small businesses. Thus, increases

in the surtax exemptions benefit small business in a 
greater

proportion than "big business". The delegates to the Conference

expect a phase in of a higher limit on the surtax exemption. 
A

reasonable phase in schedule wbuld be as follows -

pper Limit Year

$125,OOO 1981
150,000 1982
175,000 198,
200,000 1984
250,000 1985
275,000 1986
300,000 1987
35O0,00 1988
4ooo00 1989
500,000 1990



636

The incremental brackets would be appropriately adjusted to

reflect a reasonable progressivity of the tax rates.

It is important to educate the public that corporate tax

breaks really go to small business, The reduction in taxes

effective January 1, 1979 was a seven percent out for a company

earnIng $1,000 a year, but only a negligible out for a large

corporation earning $100,000,000 a year.

INDIVIDUAL TAXES - Over eighty percent of Small Businesses

are unincorporated. Therefore, any serious discussion of Capital

Formation must include the merits of a reduction in personal

income taxes. The steep progressivity of the individual income

tax rate schedules has the effect of taxing the reinvested

earnings of unincorporated businesses at potentially higher

rates than incorporated businesses.

The delegates to the White House Conference on Small Business

approved the tax out option with wording that included reducing

the maximum tax rate from seventy percent to fifty percent. There

is no doubt but that rates in excess of fifty percent are regressive.

There can be no moral or economic reason for the government to

take more of one's earnings than he is allowed to keep.

There is another way to view this situation from a capital

formation point of view.- Non corporate taxpayers can be subjected

to rates of up to seventy percent on their business earnings to

the extent that the income is derived from the employment of capital



That's incredible! We're here today talking about capitalforaticl

at' time of the year when capital is being taxed more heavily than

other types of income. In light of the above, I would propose

lowering the maximum tax rate as follows -

Rate Year

68% 1981

. 62% 1982

580% 1983

52% 1984

50% 1985

Appropriate expansion of the tax brackets should correspond with

the timing of the above reductions.

There are those who will say that now is not the time to move

on such an aggressive program, but they are wrong. Now is the

time for the Federal Government to committ itself to a revitalization

of the free enterprise system. In the long run, budgets are not

balanced by increasing taxes, that only discourages investment

and productivity. We should probably be less concerned about

glancing one budget in the short run than balancing all o1 the

budgets in the long run. I pledge my support and efforts to a

progressive long range plan of action that will allow small

business to continue to be the keystone of our free enterprise

system.

63-769 0 - 90 - 41
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"REMARKS OF SAMUEL A. DERIEUX

April 1, 1980

The purpose of these remarks is to report the results

of the Homestead Small Business Tax Conference, held in

Hot Springs, Virginia, March 27 through 29, 1980.

The Conference participants recognized that the term

=small business*, encompasses both privately held enterprises

and smaller publically held companies; Both of these types

of small businesses have encountered difficulty in obtain-

ing and retaining adequate capital.

To facilitate capital formation by small businesses,

the Conference, among other things, endorsed (a) the con-

cept of a value added tax, but only subject to certain

conditions, including an accompanying permanent reduction

in income taxes, (b) a small business capital gains rollover,

(c) a new form of small business participating security,

including a related investment tax credit, (d) a reserve for

market makers in small business stock, and (e) a number of

measures influenced by recent inflation. The Conference

rejected, among other things, the concept of automatic

"indexing" of the tax laws to inflation. To appreciate

the Conference results, it is essential to know something

of the background of the Conference, its purpose, the topics

chosen for discussion, the nature of the participants, and

the Conference format.

-1-



641

sackqround. The Conference was sponsored by the Small

Business Committee of the Section of Corporation, Banking

and Business Law of the American Bar Association. Although

I attended the Conference, I am not a lawyer or a member

of the ABA, and much of my information regarding the Con-

ference planning was related to me by those who participated

in that planning.

The stated aim of the Conference was to develop pro-

posals to amend the Internal Revenue Code to facilitate capital

formation and retention by small businesses, without significant

adverse social impact. It grew out of a similar conference

conducted by the same sponsors in September, 1979 at Snowmass,

Colorado. The Snowmass Conference proposed amendments to

state and federal securities laws and regulations. The

proposals were designed to eliminate unnecessary burdens

on the efforts of small business to attract investment capital.

The participants at Snowmass I have talked with were enthusi-

astic about is results. I am told that many of the regulatory

proposals developed there have been favorably received and

some have been implemented by the Securities and Exchange

Commission. It was quickly realized, however, that no amount

of favorable developments in the securities laws would be

sufficient to attract significant new capital into productive

small businesses without some shift in the risk-reward balance

struck by the federal tax laws.

-2-
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The Topics. Beginning in September, 1979, the sponsors

selected from a list of numerous possible choices seven

topics they felt to be of critical importance to small

businesses. The seven topics, described in detail in the

"Summary of the Topics" accompanying these remarks, were the

value added tax, stock benefit plans for key employees, the

capital gains rollover concept, small business participating

security, tax adjustments for inflation, inducements for

innovation and the concept of a reserve for market makers in

small business stock. The selection was fortunate indeed,

as there has since been much interest in, and in some cases

legislative proposals have been introduced regarding, these

topics. The sponsors prepared background papers on each topic

and collected other relevant materials intended to stimulate

discussion among the Conference participants.

The Participants. The participants were a diverse group

of seventy exceptionally talented men and women. They came

from all parts of the country at their own expense to help

develop rational alternatives to ameliorate this very serious

economic and social problem: the increasing inability of

small businesses to attract and retain needed capital.

Each participant was invited on the basis of his or her

background and ability to contribute to the deliberations.

As reflected by the biographical sketchs submitted with

these remarks, they included certified public accountants,

economists, bankers and brokers, lawyers, scholars, federal

agency and Congressional staff members and businessmen from

various industries. Each committed to study the background
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materials in advance of the Conference and prepare to

lend a discussion of one of the seven topics.

The Conference Format. The Conference format is

described in detail in the "Explanation of the Conference"

submitted herewith. Essentially, it was a discussion-type

conference conducted in the *Packwoodo style. The partic-

ipants were divided into discussion groups which included

two topic leaders for each of the seven topics. Each group

debated each topic and possible solutions. Thereafter, topic

leaders from the discussion groups joined their counterparts

from the other groups to form seven drafting groups, one for

each topic. The drafting groups further debated, drafted

and distributed written proposals on their respective topics

for consideration by all participants. At a final plenary

session, all proposals were considered, amended where appro-

priate, and voted upon by the participants.

Conference Results. The specific results of the Confer-

ence are set forth in the accompanying 'Proposals,' a 26-page

document which describes, by topic, under the heading 'Proposed

Solutions,' the proposals submitted by the drafting group for

a vote of all participants and under the heading "Results of

Plenary Session,' the action of the conference on the proposals

related to that topic.

-4-
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The Conference made no attempt to propose specific language

for legislation or to use tax terms of art with the sort of

precision required for legislative drafting. The principal

focus was on the expression of concepts based on considerations

of economic, social, business and tax policy.

As indicated above, the participants endorsed the concept

of a value added tax, provided that its adoption be accompanied

by strict guarantees of a permanent reduction in income taxes

and that it be structured in a manner designed to encourage

savings and investment relative to consumption. The Oar-

ticipants were, however, concerned with potential abuse of

and complexity of administration of the tax, and urged that it

be stated on invoices rather than included in the purchase price

of goods and services, and that a flat rate be applied, without

exception. The participants narrowly endorsed utilizing the

proceeds of the value added tax to relieve the burden of social

security taxes and rejected by roughly a two-thirds vote a

proposal that the tax be adopted only it its regressive nature

be significantly ameliorated.

With respect to stock benefits for key employees, the

participants endorsed proposals to permit small business to

grant "small business stock options" (as defined by the

proposal) without incurring a current tax, to permit employees

of small businesses to defer the payment of tax until ultimate

-5-
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disposition of the securities, and to make available section

1244 treatment to small business employees in the event that

stock awarded to them should subsequently become worthless or

is sold at a loss.

The participants endorsed the capital gains 
rollover for

gain realized upon the sale of a small business 
investment (or

an investment which, when made, qualifed as a small business

investment), provided that the proceeds are 
reinvested in

another small business investment within 24 months. The

participants recommended that retiring entrepreneurs be per-

mitted a one-time rollover (subject to an unspecified dollar

limitation) provided that the proceeds are reinvested in any

business or businesses within the 2A-month period, whether or

not the new investment is in a "small" business.

The participants endorsed the adoption of 
an investment

tax credit for investments in "Small Business 
participating

Securities," which offer both a fixed rate 
of interest (taxed

as ordinary income to the investor and deductible 
as an

expense by the issuer) and additional contingent interest keyed

to sales, earnings or some other indicator_ of positive 
business

performance (taxed as long-term capital gain to 
the investor

and deductible as an expense by the issuer).

The participants rejected, as a means of coping 
with the

problems of inflation as they apply to small businesses, 
the

concept of *indexin'j to inflation the various dollar amounts

stated in the Internal Revenue Code, but endorsed proposals

-6-



(a) to simplify LIFO inventory rules, (bl to adopt a new grad-

uated corporate income tax schedule, (c) to increase the

accumulated earnings tax credit, the Section 1244 ordinary

deduction limit and the gift tax exclusion, and (d) in general

terms to permit 'more rapid recovery of investment in depreciable

assets.

To encourage greater innovation, the participants

recommended that capital gains taxes be further reduced, that

Subchapter S status be made available to corporations with up

to 100 shareholders, and that other corporations, partnerships

and trusts-be permitted to be shareholders of Subchapter S

corporations. In addition, the participants urged that the

Section 172 net operating loss carry forward be allowed as a

deduction for an unlimited period, and that long-term capital

gains treatment be made available to corporate and other patent

holders as well as to individual patent holders and that such

treatment also be made available to transfers of patent rights

that are subject to "field of use" or geographic restrictions.

Finally, as a solution to the limited liquidity of

investments in small business securities, the participants

endorsed the establishment of a tax-deferred reserve for market

makers in small business securities. Because this concept as

embodied in pending S. 1967 would assist in adding to the

depth and liquidity of issues of small business securities

and in their financing, the participants recommended that this

-7-
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legislation be adopted, although the participants did urge

consideration by Congress of certain technical modifications

to S. 1967 that would, among other things, extend the avail-

ability of the deferral to non-corporate as well 
as to

corporate broker-dealers and encourage continuation 
of market

making activities.

The Homestead Small Business Tax Conference was 
a unique

and extraordinarily meaningful event. Its recomendations to

encourage a more productive and competitive economy were arrived

at through intense debate and thoughtful reflection by a diverse

group of extremely talented and articulate citizens who were

not bound to any particular constituency. I respectfully urge

your favorable consideration of its results.

Respectfully submitted,

Samuel A. Derieux, C.P.A
Derieux, Baker, Thompson & Whitt
P. 0. Box 1993
Richmond, Virginia 23216

-8-
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ROSESTEAD SALL BUSINESS TAX COMM=

SUOAR" OF THE TOPICS

The following is a smmary of the topics to be considered at the
Homestead Sftall Business Tax Conference:

1. Adoption of the Value Added Tax. The consumption based
Value Added Tax ("VAT') is a tax levied on the value added to goods and
services by each business entity at various levels in the production and
distribution chain. Typically, each business in the process collects the
VAT on its sales, takes a credit for any VAT it has paid on purchases and
remits the net amount to the government. -The result is an indirect tax
levied on consumptin that is borne by the final consumer of the goods or
services. VAT is currently In use in one form or another in numerous
fdreLn countries, Including many countries in Europe and South America,
and legislation to adopt VAT in the United States in connection with a
reduction in personal and corporate income taxes, capital gains taxes and
payroll taxes has been introduced in Congress. Proponents of VAT argue
that, amog other effects, a consumption based tax will result In increased
efficiency and productivity in business and will encourage savings and
capital formation. In addition, they argue that VAT will offer certain
additional advantages that particularly benefit small business, including
lower payroll expenditures and better cash flow. On the other hand, op-
ponents of VAT argue that the tax it regressive, Inflationary and hidden,
that its administrative costs and burdens will have a disproportionate
impact on small business, and that It will further erode the few competitive
advantages that are currently available to small business under the income
tax. This topic will consider these various arguments, especially as they
relate to the impact of VAT on small business.

2. Compensating Key Persons In Small Business with Stock. To
attract and retain key employes, a small business will frequently desire
to provide its key personnel with a apiece of the action." Under current
law, however, if stock is awarded to an employee or is sold to him at a
bargAfn price as compensation for services, the market value of the stock
(or In the case of the bargain sale, the difference between the market
price and the bargain p:ice) will be taxable to the employee In the year
of receipt or purchase at "ordinary income" rates. Nor6over, resale re-
strictions imposed by federal and state securities laws often prevent the
use of the stock to raise cash to pay the tax. Stock options may be awarded
to avoid a current tax, but the problems for the employee are merely post-
poned. Not only does the eventual exercise of the option require a cash
expenditure by the employee, but If the market value of the stock has In-
creased the employee will also be required to pay tax at "ordinary income"
rates on the difference between the amount paid upon exercise and the fair
market value of the stock at the time of exercise. This topic will consider
several proposed solutions to the problem of compensating key employees
with stock, including: (i) reinstitution of qualified stock option plans,
but only for companies which meet "small business" criteria; (ii) deferral
of inccme tax with respect to stock issued to employees of such small
businesses, with long-term capital gains treatment available upon the
disposition of the stock if it is held for a certain period; and (iLL) the

-9-
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rsnting of ordinary lose treatment as an offset to previously paid "ordin-

-ery i incomes tax in the event that stock issued as compensation for services

-ubsequently declines In value or becomes worthless.

3. The Caital Gains Rollover. Tn response to concerns that

additional tax incentives are needed to encourage investment in smll busi-

es, various proposals have been suggested that would permit investors to

-defer the payment of tax on gain realized upon the sale of stock or operat-
iIn& assets in certain transactions Involving investments in smal business,

provided that the gain is reinvested by the investor in other qualifying

businesses or assets within sode limited period of time after the sale.

'This deferral is known as the 'capital gains rollover*" This topic will
'consider the impact that the capital gains vo~lover alht have on small
Business investment and how the rollover nig't best be structured. Specific

questions include how "small business" should be defined for purposes of

the rollover provisions, what period of time should be permitted for re-

Invetment of proceeds, how long an investment period should be required

to 4ualify for rollover treatment, and whether repeated rollovers should

be permitted. In addition, the discussion will consider whether the roll-

ever treatment should be available only wheb the proceeds of one small

business investment are invested in another small business or whether such

treatment should also be available in *large-to-small" or small-to-large"
-transactions as wal, and whether the investor who has deferred capital

g ain taxes pursuant to the rollover should be permitted to avoid capital

S$ains taes altogether on his investment if he dies before the deferred

capital gains taxes have become p/able.

4. The Small Business Participating Debenture. Another proposal

for encouraging investment in small business involves the adoption of car-

ta tax incentives for use in counectian with a hybrid form of security
-kown as the Small business Participating Debenture (the "SBPDO). As

proposed, the SRPD would have the Itatus of a debt security and would

-arry a stated uat~rity date and interest rate but would also provide for

t_-the payment of a preiu based on earnings. This participation feature

amaad its potential for Increasing the investor's return wld be intended

; to permit the issuing small business to raise capital at a lower fixed

Interest rate than it would otherwise be required to offer in order to

tCompt successfully in the conventional debt markets. In addition, it

-has been suggested that the debt features of the S3PD would be attractive

to Investors who prefer equity positions but are concerned with the

liquidityy and other problems often faced by minority shareholders in

small businesses. This topic will consider various tax advantages that

might be added to the Internal Revenue Code to make the proposed SBPD's

more attractive to investors, including the adoption of a "capital formation

credit" similar to the investment tar credit, long-term capital gains

treatment for the premium, and an ordinary loss deduction in the event of
los of principal similar to the treatment nov provided for losses on
shares of stock issued by certain small businesses.

5. Assistina Small Business in Coping with Inflation. The adverse

impect of inflation is especially severe on small business. The Internal

-avenue Code does permit business to utilize for tax purposes certain

accounting techniques that are Intended to offset the artificial Impact of
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nflation on business income, such as last-in-first-out ('LIFO") inventory
pricing, accelerated depreciation schedules and alternative methods for
determining the depreciable lives of certain assets (Asset Depreciation
Range, or ADR). However, these techniques have proven both expensive and
complicsted to utilise, and studies indicate that fey small businesses
take advantage of them. Various other provisions in the Internal Revena
Code that are intended to benefit small business (such as the accumulated
earnings tax exemption, the limitation of deductions for losses on shares
of stock issued by certain small businesses and the graduated corporate
income tax schedule) contain dollar limitations that are not keyed to
inflation and may, therefore, fail to provide the benefits and incentives
they were intended to offer. This topic will address various tax proposals
to assist small business-in coping with inflation, Including: (I) that the
LIFO and depreciation rules be simplified; (11) that the fixed dollar limi-
tations included in the various "small business" provisions of the Internal
Revenue Code be updated to account for inflation; and (LI) that a new de-
duction be permitted for "maintenance of capital.'

6. Tax Incentives for Innovation. The development and commer-
cialiation of new products and processes is Important to the American
economy, and small business has traditionally played a significant role in
the overall innovative effort. However, small businesses frequently face
Impediments to innovation that are not equally shared by large companies,
and there Is increasing evidence that innovation by small business is
declining. This topic will address various proposals for encouraging
small business innovation through the tax laws, including: (1) that defined
"small innovative enterprises" be granted an unlimited carryover period
(instead of the current 7 years) for deducting net operating losses; (ii)
that certain costs related to the acquisition of technology and depreciable
research-related equipment be sade deductible; (III) that amateur inventors
who are not "in business" be allowed a current or deferred deduction for
research and experimental expenditures; (Iv) that the current deduction
for research and experimental expenditures be replaced ith a tax credit;
(v) that the long-term capital gains treatment now available to individual
holders of patent rights upon the transfer of those rights be made avail-
able to corporate holders of patent rights; and (vi) that long-term capital
gas treatment be permitted for transfers of patent rIghts that are sub-
ject to "field of use" or geographic restrictions.

7. Istablisbaent of SPecial Tax-Deferred Reserves for Market
Makers in Small Business Securities. Recent studies com ir that a major
disincentive to small business capital formation is the limited liquidity
anZ marketability that investments in small business typically offer to
investors. In response to this problem, it has been proposed that market
makers In small business securities (i. e. broker-dealers who maintain
inventories In certain securities and who are willing to purchase or sell
those securities to or from investors at published prices) be permitted to
establish tax-deferred reserves similar to the reserves that are currently
available for the banking and insurance industries. Such reserves would
permit broker-dealers to defer the payment of taxej on profits from
market making activities in small business securities, thus providing
broker-dealers with some protection against losses from small business
securities transactions. Proponents of the deferred reserves assert that
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e nCmtive would encourage expanded Market making activities in

mall business securities, thereby Improving their marketability. In

TddLtion, they assert that these reserves, if properly structured, could

be used to discourage the growing trend of mergers among the small broker-

dealers who are typically more active than their larger counterparts in

s.gmall business securities transactions. This topic will consider generally

the proposal for establishing special tex-deferred reserves for smell
eilness market makers as well as the specific features tt should be

included in order to maximize the incentives to small business capital

.-formation. that such reserves would be intended to provide.
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WILLIAM D. BARTH
ARTHUR ANDERSEN & CO.
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Regulator; prior to joining SBA's advocacy group, was

director of SBIC operations at SBA (supervision of some 450 SBICS
with over $1,000,000,000 of financial resources)l lecturer,
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Center . msmber, Washington Society of Investmnint Analysts.

PAMELA BROOKS GANN
ASSISTANT PROFESSOR OF LAW
DUK UNIVERSITY
SCHOOL OF LAN
D-M3 , NC 27706
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Fiscal Association,

American Enterprise Institute and the Comittee on Taxation, Resources,
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Planning Comittee, Homestead Tax Conference; Vice Chairman, Small

BZsii*sS Committee, Corporation, Banking and Business Law Section, ABA.

RICHARD J. TESTA
TESTA, HURWITZ & THIBEAULT
60 STATE STREET
BOSTON, MA 02109

Attorney; partner, Testa, Hurwitz & Thibeault; extensive

experience in counseling venture capital sources.

S. PENN THECAS
ZECTI"/E VICE PRESIDENT
FANNESOCX & CO.
110 WALL STREET
EW YORK, NY 100r05

Financial intermediary; Executive Vice President of

ahnestock & Company, head of corporate finance; holds director-

ships in companies in U.S. and Venezuela; has been officer in

strong regional investment banking firm; active in public and

private financings; holder of Distinguished Flying Cross.
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THIRA THOKSO
SZCJARY OF STATE
STATE CAPITOL BUILDING
CHEYENNE, WY 82001

Politician; Secretary of State and three times Acting
Governor of Wyoming; member, Executive Ccumittee of National Con-
ference of Lieutenant Governors; Past President, North American

ecurities Administrators; has served on UNESCO's Youth Cotwittee
and REW's Allied Health Professional Council; one of six U.S.
womn in Germany for international Woman's Year; widely published
in textbooks, newspapers and magazines.

TOM TRIMBOLI
COUNSEL
HOUSE OF REPRSZNTAT MVS
COmKfl 'E ON MALL BUSINESS

Former Assistant Corporation Counsel City of New York
Law Department.

PHILIP J. UFHOLZ
221 RUSSELL SEATE 0FICE BLDG.-
%ASB GTOM, DC 20510

T - Attorney; Tax Counsel to U.S. Senator Gaylord Nelson;
has practiced privately, and at the FTC and the Tax Division of

"the Department of Justice.

JAME -L. WATTS
* NASNIC

512 WASHINGTOW BUILDING
WASINGTON, DC 20005

Economist; Associate Director, National Association of
Small Business Investment Companies; has served as legislative
assistant to a U.S. congresman, specializing in energy policy;
papers include studies of Britlsh tax system and implications of
value-added tax.

HENY WHEEIZR
HUTCHINS & WHEELER
ONE BOSTON PLACE
BOSTON, MA 02108

Attorney; partner, Hutchins & Wheeler; Secretary, Corpor-
ation, Banking and .Business Law Section, ABA; previously for 10
years, Chairman, Small Business Committee, same Section of ABA.
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FSANK J. NILS=
$=OR VICE r CDU1'/GENZAML COJSEL

IOQAL ASSOCIATION O SECURITIES
DELES, Inc.

1735 X STIET, N.W.
,NAUbXNGT , DC 20006

Attorney Senior Vice Prqsident of Regulatory Policy and
General Counsel to National Association of Securities Dealers, Inc.;
has served as legislative assistant to a U.S. senator and has
taught law at the University of Maryland.

VALZRIZ M. YZhGZR
VICE PRESIDENT
AMEI C RZ RCB a D!VLOPMET
M =ACON STREET
30ST, MA 02108

Financial intermediary; Vice President, American Research
& Development, Inc., the first large publicly held venture capital

source in the United States.
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HOMESTEAD SNALL BUSINESS TAX CONFERENCE
EXPLANATION OF CONIERT!CE

(March 27. 28 and 29, 1980)

Conference Objective

The aim of the conference was to provide a method to
thoroughly examine seven tax issues (a sumary of which are
submitted herewith) and suggest proposals for revision of
the federal tax laws in an effort to reduce burdens and
facilitate capital formation for small business, without
significant adverse social impact.

Participants

Participants were invited on the basis of business. pro-
fessional or academic backgrounds impacted by, or otherwise
concerned with, the topics to be considered and their economic.
social or legal effect. An effort was made to keep the group
diverse. As appears from biographical sketches submitted
herewith, the conference included tax lawyers, economists,
CPA's, business school professors, bankers, investment bankers,
brokers, businessmen, and staff of the Congress, federal agencies
and others. Except for a few introductory remarks, there were
no speakers at the conference, but as explained below each
participant was assigned one of the topics and was one of
two persons designated to lead the group discussion of that
topic. Each participant was asked to spend time in advance
of the conference to study his or her assigned topic and to
collect materials that might enhance the discussion.

Conference Format

The conference was conducted in three phases. The first
art involved meetings of separate discussion groups of 12 to
4 persons each, and each group discussed all of the assigned
topics. The second part was meetings of seven separate
drafting groups for each topic in which the participant met
with all other participants assigned to the same topic. The
final meeting was a general meeting of all participants at the
conference, and at that meeting all the alternative proposals.
were voted upon.

Separate Discussion Groups

Each discussion group was composed of 12 to 14
persons and met during the day Thursday, March 27
and on Friday morning, March 28. There was a "Group
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T tLder" o encouraze 4oplia with the conferees form.
Two persons In each group were assigned to a -particular topic.
-Nowever each participant i. the- discussion ;roup was encouraged
to offer his or her thoughts on all the topics. The discussion$
wer -divided into one-hour eSgments and each topic was dis-
cussed for one hour. If a topic required, in the view of the
Group Leader and participants, more than one hour of discussion,
the schedule was constructed to provide extra tine at the end
of the discussion sessions for such purpose.

Drafting Session

The Friday afternoon drafting session followed the dis-
cussion group -metings. Those seven separate metings#, one on
each of the as topics, were attended by those persons assigned
to the particular topic. _The purpose of each of the drafting
sessions-was to rework the various solutions proposed in the

discussion -oUps a draft sequential proposals end discussion
on the specri d topic. The objective wasto hae final drafts
suitable for consideration at the plenary meeting. Each of
the so-e Separate drafting gr upsmbered the various pro-
posals on its topic in sequence as determined by vote of those
attending its. particular meeting. The proposal receiving the
most votes was numbered '11". that receiving the next largest
number of votes "2" and so on.

A steno ar Was In attendance at each of the seven

separate draft ro~rs so that written drafts could be re-
worked durn the session. ach of the seven steno a hers
working with a drafting leader put the alternative raf:t pro-
roal s In final form, nmbered appropriately. Imediatlya
ollowng the session sach paper produced by each of the dra
ing groups was collected and reproduced in copies of sufficient
number for all participants at the conference. lach participant
was given a Sot of all propol with respect to each topic
for review prior to the meing of the entire conference.

.The final meting on Saturday mornintgwas a meeting of
the whole for the purpose of voting on each proposal. In-

dividual comments were limited to one minute or so and dis-
cussion preceding each proposal to about 10 minutes. To be
adopted, a proposal had to be approved by a majority of the
participants.
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Conference Schedule.

The actual schedule followed at the conference was as follows:

March 26, 1980 -

March 27, 1980 -

March 28, 1980 -

March 29, 1980

Wednesday
4:00 p.m. to 10:00 p.m.
Registration

Thursday
8:00 a.m. to 9:00 a.m.
Registration

9:00 a.m. to 10:00 a.m.
Opening session at which participants
were welcomed; the operation of the
conference .was explained.

10:00 a.m. to 12:15 p.m.
Discussion session for topics
No. 1 and No. 2, one hour each, with
15 minute recess.

12:15 p.m. to 1:30.p.m.
Lunch

1:30 p.m. to 5:45 p.m.
Discussion sessionfor topics No. 3
thru No. 6, inclusive, one hour for
each, with 15 minute recess.

Friday
9:00 a.m. to 12:15 p.m.
Discussion session for topic No. 7
and any unfinished discussion of any
of the topics, with 15 minute recess.

12sS p.m. to 1:30 p.m.
Lunch

1:30 p.m. to 5:30 p.m.
Drafting session: meeting of separate
drafting groups, one for each of the
topics, with 15 minute recess.

Saturday
9:00 a.m. to 1230 p.m.
Plenary meeting of the conference.

12:30 p.m.
Conference ended.
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TOPIC: Value Added Tax

sMOMA3Y 07 OLDI ADDSSED: The consumption based

Value Added Tax ("VAT") is a tax levied on the value

add to goods and services by each business entity at

various levels in the production and distribution chain.

PROPOSED SOLUTIONS: *

First: A VAT .-shouldgnot be adopted nde any efrcum-

stances.

Second: -The major reservation in respect of -adoption

of VAT is distrust of the stated intention of government

-to reduce,other taxes and keep both them and VAT down.

Third: A VAT should be adopted if and only if iron-

clad-guarantees of permanent reduction in incase tax are

enacted.

-.Fourth: Adoption of VAT in conjunction with a redue-

tion of income tax is likely to have a favorable pactt upon

savig gs and investments.

Fifth: Any tax restructuring which includes VAT

must encourage savings and investment relative to consump-

tion.

Sixth: If a VAT is adopted the tax should be dis-

closed on the invoice rather than hidden in the stated

sales price.

a e esuLts of Plenary MessTonu under this topio to determe

whih aopoa m re adopted, mended or reojeted.
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Seventh: If VAT is adopted the proceeds should

be used in part to reduce the burden of social security.

Eighth: VAT should not be used to fund social

security.

Ninth: VAT should not be adopted unless a signi---....

ficant provision is made to ameliorate the regressive

nature of the tax.

Timt_: VAT would be an important factor in improv-

ing balance of payments.

Eleventh: Considerations relating to short term

inflationary impact, cash flow problems for smaller businesses,

and negative impact of VAT upon marginally profitable

businesses are important but do not weigh as heavily as

other factors in consideration of VAT.

Twelth: VAT should be adopted if and only if the

double taxin effect of the corporate income tax is eliminated.

Thirteenth: VAT, if adopted, should be at a flat

rate, without exceptions, and other vehicles should be

used to remedy any perceived inequities.
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T~l:value Added Tax

Adoption of a value added tax was essentially unanimously

adopted with the strong caveat, also unanimous, that there be

"irm clad" guarantees that the concurrent income tax reduc-

tions be permanent and that VAT not be increased in the 
future.

That is, the first proposition was rejected and propositions

-two and three were adopted overwhelmingly.

The reasons overwhelmingly in support -f adoption were

the perceived positive effect upon savings and investment

ad reduicion in the burden of income taxation. That is,

the fourth and fifth propositions were adopted essentially

unanimously, as was proposition eleven. The tenth proposition

carried by roughly two thirds.

Use of VAT fruits to reduce the burden of *octal security

taxes (propositions seven and eight) was narrowly approved.

By implication, this effect was not an important considers.-

tion.

-Linng ameliorate @1 the regressivity of VAT to any

VAT proposal failed by roughly two thirds.

It-was essentially-unani ously agreed that VAT should

utilize the invoice method and that the tax should be stated'

on the *J=ice rather than included in the purchase piici *
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By roughly two thirds margin it was agreed that VAT should

be at a flat rate with no exceptions or exemtions in order

to reduce the burden of administration and that other vehicles

should be used to remedy any perceived inequities.

Proposition tvelve regarding linking elimination of the

corporate income tax was rejected unanimously.
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TOPIC: Compensating Key Persons in Small Business
with Stock or Stock Options

SmM OF PROBLEM ADDREZSSED: To attract and retain key

employees, a small business will frequently desire to

provide its key personnel with a "piece of the action."

Under current law, however, if stock is awarded to an

employee or is sold to him at a bargain price as compen-

sation for services, the market value of the stock (or

in the case of the bargain sale, the difference between

the market price and the bargain price) will in many

instances be taxable to the employee in the year 
of receipt

or purchase at ordinary income rates. Moreover, resale

restrictions imposed by federal and state securities 
laws

often prevent the use of the stock to raise cash 
to pay

the tax.

PROPOSED SOLUTIONS:*

I. The following stock option program is proposed as a

.preferred alternative to reinstitution of Section 422

qualified stock options for small business. Under the

-proposal, no tax will be imposed upon the grant or exercise

of a "small business stock option." A small business stock

option must meet the following criteria:

-See 'Reults-of Plenary-Session' under this topic to determine

which proposals were adopted, amended or rejected.

-36-



676

A. The exercise price must be not less than the

fair market value of the stock as of the date of grant.

B. The term of the option may not exceed ten

years ftom the date of grant.

- C. In order to obtain long-term capital gains

treatment, the stock must be held for at least twelve

months from the date of exercise of the option and must

not be sold prior to three years from the date of

grant of the option.

D. Options may be granted to any employee and

irrespective of his ownership interest in the company.

E. The plan shall be available for use only by a

"small business" as the same may be defined; such

status to be determined as of the date of grant.

COKMENT: With respect to the provisions of subparagraph

E, if an ownership limitation is to be imposed, it is

recommended that such limitation shall not be less than

twenty-five percent of the outstanding and issued stock,

including stock subject to option.
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II. The Internal Revenue Code should be amended to provide

for a deferral of payment of tax-until ultimate disposition

of the stock, unless the employee otherwise elects, 
to enable

a company to give an employee a stock ownership position 
with-

ovt the current obligation to pay tax, subject to the 
pro-

-visions set forth below. The deferral will apply only to:

1. Stock of a "small business company";

2. Any employee holding not more than twenty-five percent

of the company's outstanding stock (including options 
as out-

standing stock).

The employee would have a tax basis equal to the amount

paid for the stock. At the time the employee disposes of the

stock in a taxable transaction, the employee would 
be taxed

with respect to the amount received on the disposition 
as (a)

ordinary income to the extent that the fair market 
value at

the time of issue exceeded the consideration, if 
any, paid

therefor; and (b) capital gain to the extent that the sale

price exceeds the said fair market value at the date 
of issue.

If the employee disposes of the stock in a non-taxable 
trans-

action, the employee will recognize ordinary income 
as described

in 1a) above.

III. The Internal Revenue Code should be amended to provide

that an employee of a "Section 1244 company" who realizes

ordinary income as a result of being granted an ownership

position in the company (upon exercise of an option 
or other-

wise) would receive the benefits of Section 1244 
if the stock
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is subsequently sold at a price below his basis in the

stock or if the stock becomes worthless.

GENERAL COMMENT:

The proposal for reinstitution of qualified stock

options for application to small businesses was not

approved based on the belief that the first proposal

set forth above is much preferred and involves substan-

tially the same concepts.
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-TOPIC: Compensating Key Persons in Small Business with

- Stock or Stock Options

-RESULTS O.F PLVIARY SESSION

With respect to Proposal I:

(a) A proposed amendment to eliminate the "small

business" limitation in the proposal was rejected.

(b) A proposed amendment was adopted to add to

subparagraph A the following language: "If the stock sub-

ject to the option is not publicly traded and the exercise

price of the option is at least as high as the book value

it shall be presumed that the option price was fair market

value."

(c) As amended Proposal I and the Comment thereto

were approved.

Proposals I and III were adopted in the forms proposed.

-40-



680

TOPIC: Capital Gains Rollover

SUMMARY OF THE PROBLEM ADDRESSED: In order to encourage

investment in small business, it is proposed that in certain

transactions the tax now attributable to the sale of corporate

stock, or the operating assets of partnerships and proprietor-

ships, be deferred by transferring the cost (tax basis) of

the stock or assets sold to stock or assets which may be

purchased with the cash received upon sale. The tax arising

from the sale would be deferred until the disposition of the

replacement stock or asset.

PROPOSED SOLUTIONS:*

I. Deferral of capital gains taxes should be permitted on

the sale of an interest in a qualifying small enterprise

provided the following criteria are met:

1. A Qualifying Small Enterprise. An enterprise which

(a) meets two out of the following three criteria:

(i) has total gross revenues in each of the two

taxable years preceding the year of sale of

$30,000,000 or less;

(ii) has 1,000 employees or less as of the date

of sale;

(iii) has a net worth of $15,000,000 or less at the

time of sale;

* See 'Results of Plenary Session" under this topic to determine
which proposals were adopted, amended or rejected.
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or (b) is a small business investment company licensed

pursuant to the Small Business investment Act of 1958.

2. Qalifying Enterprise. All business enterprises

including proprietorships, partnerships and corporations.

3. Holding Period. Each interest in a qualifying

small enterprise must be held by the 
seller for a minimum

cf twelve months.

4. Reinvestment Requiremefnts. The-proceeds from

the- sale of the interest in a qualifying small enterprise

must be reinvested in another qualifying small enterprise

within 24 months from the time of sale.

5. Maxim Nmber of Deferrals. Unlimited.

6. Retires Exe~tion. Notwithstanding the provisions

of paragraph 4 above, an individual having attained the age

of 55 years or more may sell an interest in one qualifying

small enterprise held for a minimum of twelve months and

defer the capital gains tax, provided the proceeds of such

sale are reinvested in any business entity or entities

within a period not to exceed 24 months.

II. This proposal is identical to-proposal No. I except

that any gain realized from the sale of any capital 
assets

- may qualify for the deferral of the capital gains 
tax, pro-

vided the proceeds of such sale are reinvested in a 
quali-

fying small enterprise within a period not to exceed 
24

months from the date of sale.
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III. As an alternative to the capital gains rollover,

it is proposed that a long-term capital gain realized

from the sale of an interest in a qualifying small enter-

prise shall be taxed pursuant to the following provisions:

a) 80% of the gain realized pursuant to such sale

will be excluded from calculation of taxpayer's federal

tax liability; and.

b) 207 of such gain shall be included under the

category of ordinary income for such taxpayer in calcu-

lating his federal tax liability.

-43-



683

TOPIC: Capital Gains Rollover

RESULTS OF FLEAXT SESSION

Proposal I, dealing with small to small rollovers.

havhg been amended to state that the interest being

sold must have met the qualifying small enterprise test

only at the time of acquisition, and having been further

amended to include the concept of a "maximwn cap" for

the one time retiree exemption, passed by a wide margin

Attempts to delete the retired exemption in its entirety

failed.

Proposal II, dealing with unlimited rollovers into

qualifying small business enterprises, was not adopted.

Attempts to expand the proposal to cover unlimited roll-

overs with respect to sales of interests in any business

entity, failed to pass by a wide margin.

Proposal II1, dealing with a reduction in the capital

gains tax with respect to sales of interests in qualifying

small business enterprises, having been amended to state

that the interest being sold need only qualify at the time

-of acquisition, failed to pass by a narrow margin.
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TOPIC: Small Business Participating Security

SUMARY OF PROBLEM ADDRESSED:

Existing financial markets do not effectively provide

most small businesses with sufficient capital to sustain and

enhance their growth.

.In particular, investors in small businesses merit an

investment tax credit and other tax benefits.

PROPOSED SOLUTION :*

RESOLVED that the Internal Revenue Code be amended to

provide an Investment Tax Credit for investment in securities

(hereinafter referred to as Small Business Participating

Securities) issued by small businesses (as defined) which

provide for both a fixed rate of interest and a contingent

rate of interest.

1. Such securities would include the following features:

A. A fixed interest rate to be taxed as ordinary

income to the investor and deductible as an expense by

the issuer.

B. A contingent interest to be taxed as a long-

term capital gain to the investor and deductible as an

expense by the issuer; such contingent interest to be

a function of positive business performance (e.g. sales,

earnings, etc.) as negotiated by the issuer and the

investor.

See e .sults of Plenary Session" under this topic to determine
which proposals were adopted, amended or rejected.
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2. An investor in such securities would receive the

following tax benefits:

A. A credit against Federal income taxes equivalent

to 10% of the proceeds of such securities with maturities

of not less than 7 years, 6 2/3% with maturities of 5 
to

7 years, and 3 1/3 with maturities of 3 to 5 years

(comparable to the investment tax credit related to the

purchase of certain productive assets).

B. The same tax treatment subject to the same

limitations as provided under Section 1244 for losses

incurred upon the deposition or worthlessness of the

security.

3. For these purposes, a small business would be defined

as one with a net worth of less than $6,000,000 or two year

average net profit-of less than $2,000,000, which are the

present criteria for SBIC investments.

4. A small business could have no more than $1,000,000

in face amount of Small Business Participating Securities

outstanding at any one time.

5. The provisions of the applicable Federal statutes

regulating financial institutions should be amended to classify

a Small. Business Participating Security as an eligible

investment.
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The committee considered and rejected any requirement

that would have precluded a Small Business Participating

Security from having an equity feature, so as to permit

the small business to offer such an inducement to investors,

if desirable.
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TOPIC: Small Business Participating Security

RESULTS OF PLENARY SESSION: The proposal in the form pre-

seuted was adopted with the understanding 
that the treatment

of contingent interest as specified in the 
proposal is not

intended to result in an adjustment to the tax basis of

the securities.
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TOPIC: Assisting Small Business in Coping with Inflation

SUMMARY OF PROBLEM ADDRESSED: The adverse effects of

inflation are especially severe on small businesses.

Inflation causes artificial increases in real value,

which increases the paper profits of the business and

results in higher inome taxes. Businesses are often

forced to borrow to replace assets or to restrict

their growth due to the cash flow reductions caused

by higher taxes and the spiralling costs of replacement

assets.

PROPOSED SOLUTIONS:*

First: We recommend that the inventory rules

be changed to provide for a simplified inventory

system which will make available to small businesses

the benefits now available to larger businesses which

can afford to make complicated 'LIFO" calculations.

The details necessary to implement this

recommendation must be left for further study.

We believe that an optional simplified inventory

system should include:

See 'Results of Plenary Session* under this-topic to determine
which proposals were adopted, amended or rejected.
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(1) A provision whereby businesses using

the simplified inventory system would be permitted

to automatically adopt existing "LIFO" methods on

a basis similar to the present FIFO to LIFO switch

or, subject to IRS approval, any other acceptable

method.

(2) A limited number of government published

indices which would be made available as an alterna-

tive to existing double extension calculations.

(3) A single inventory pool,- where practical.

(4) The elimination of the need to conform

financial reporting to tax reporting (so-called book/

tax conformity).

Consideration should be given to limiting the

availability for use of the simplified inventory

system to businesses with inventories 
below a

specified amount at the beginning of a taxable

year.

Second: We recommend the adoption of a new

graduated corporate income tax schedule as follows:

Taxable Income Rate

0- - $ 25,000 15%

$ 25,000 - $ 50,000 20.

$ 50,000 - $100,000 30%

$100,000 - $150,000 40%

Over $150,000 46%
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Third: We recomuuid_ the aditJusment of -the

following -fixed dollar amounts .in the internal. Revenue

Code:

Accumulated earnings
credit $250,000

1244 ordinary deduction
limit $100,000 ($200,000

in event of a
joint return)

Gift tax exclusion $12,000 ($24,000
in event of a
joint gift)

Fourth: We endorse the concept of simplification

and of permitting the election of a more rapid recovery

of investment in depreciable assets. A taxpayer could

choose to deduct all or a portion of the cost recovery

allowance in any given year.- Any unused portion of the

allowance could be carried-forward indefinitely and

deducted in future years. This is not an endorsement

of any pending legislation before Congress.
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TOPIC: Assisting Small Business in Coping with Inflation

RESULTS OF PLENARY SESSION:

All proposals were adopted without amendment.

As an alternative to the second proposed 
solution

an amendment was offered to reduce the 46 percent income

tax bracket to 44 percent, which amendment 
was defeated.

The drafting committee specifically advised 
the

Conference that they had considered carefully 
and rejected

on policy and theoretical grounds the 
concept of "indexing"

to inflation various dollaramounts 
stated in the Code.
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TOPIC: Tax Incentives for Innovation

SUMMARY OF PROBLEM ADDRESSED: The development and comer-

cialization of new products and processes is important to

the American economy, and small business has traditionally

played a significant role in the overall innovative'effort..

However, small businesses frequently face impediments to

innovation that are not equally shared by large companies,

and there is increasing evidence that innovation by small

business is declining. This topic addresses various pro-

posals for encouraging small business innovation through

the tax laws.

PROPOSED SOLUTIONS:*

First: That the capital gains tax be reduced or

eliminated.

Second: That Subchapter S be amended to allow cor-

porations formed under the Subchapter not to exceed 100

shareholders, and further that such shareholders may be

corporations, partnerships, or trusts.

Third: That the net operating loss carry forward

'for business enterprises be allowed as a deduction for

an unlimited period.

See *Results of Plenary Session" under this topic to determine
which proposals were adopted, amended or rejected.
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Fourth: That the definition of "patent holder" in

Section 1235 of the Internal Revenue Code be revised to

include any individual or entity.

Fifth: That Section 1235 of the Code be amended to

permit, within its scope, transfers of patent rights with

field of use or geographic restrictions.
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TOPIC: Tax Incentive for Innovation

RESULTS OF PLENARY SESSION: All proposals were adopted

with the following amendments:

1. The words "or eliminated" were deleted from

the first proposal.

2. The words "for business operations" were

deleted from the third proposal and the words "Section

172" were inserted before the words "net operating loss"

in that proposal.
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TOPIC: Reserve for Market Makers

SUMKARY OF PROBLEM ADDRESSED: The limited liquidity of

investments in small business securities operates 
as a

major disincentive to small business capital formation.

PROPOSED SOLUTION:* RESOLVED, that this Conference sup-

ports the concept of the reserve for market makers as a

solution to the problem of small business securities 
liquidity,

and that since this concept as embodied in S. 1967 would

assist in adding to the depth and liquidity of issues 
of-

small business securities and in the financing thereof,

this Conference supports the adoption of S. 1967. In

addition, this Conference urges Coafgress to consider the

following modifications to S. 1967:

1. Extend the availability of the deferral to

non-corporate as well as corporate broker-dealers.

2. Extend the categories of securities which

would be subject to the deferral to include debt securities

convertible to equity as well as equity securities.

3. Require mandatory withdrawal of the entire

reserve when market making activities cease.

7se"Result.sof Plenary Session" under this topic 
to determine

which proposals were adopted, amended or rejected.
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TOPIC: Reserve for Market Makers

RESULTS OF PLENARY SESSION: The resolution endorsing the

establishment of the reserve for market makers was adopted

without amendment by the voice vote of participants.
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TESTIMONY

by

DEAN A. TREPTOW

President - Independent Business Association of Wisconsin

Chairman - Wisconsin Delegation to White House Conference
on Small Business -
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The ten highest priority recommendations of the White

House Conference on Small Business included 5 recommendations

for tax reform and a directive to balance the Federal budget

by fiscal 1981, restricting the size of that budget to a

percentage of GNP. The tax reform measures all came from

the sessions on Capital Formation. The balanced budget

recommendation was created in the sessions on Inflation.

The most popular recommendation, receiving support from 86%

of the delegates, called for reduction of corporate and

-personal income taxes. A balanced federal-budget was ranked

third in priority, receiving endorsement from 62% of the

delegates. The initial response from many" individuals in,

Congress and the Administration is that there is an obvious

conflict between these recommendations, citing the difficulties

in simultaneously reducing taxes and balancing the federal

budget.

It is my judgment that there need not be conflict. First,

you should know that the delegates to the White House Conference

worked with a perspective of policy development for the

next decade. They recognized that all of their recommenda-

tions would not and could not be implemented immediately.

With regard to inflation, however, they believed that there

was a compelling urgency and set a time frame for accomplish-

ment of their most important anti-inflation measure - balance

the 1981 budget. You will also be interested to know that
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when delegates chose reduction of corporate income taxes

through graduation of rates up to $500,000 of income, they

specifically vetoed a rider to that recommendation that

would have indexed the graduated brackets to inflation.

'They vetoed indexing because they believed that indexing

would imply that they were consenting to the institutionaliza-

tion of inflation and giving up the fight. They made this

decision with the clear understanding that the benefits of

graduation to $500,000 would soon be wiped out if our

current rate of inflation was not drastically reduced.

These examples, I believe, clearly reveal the order of

priority for small business. It should not be construed,

however, that small business is complacent about its capital

formation needs. It is believed that continued high rates

of inflation will defeat any measures to improve capital

formation and retention in this country. The balanced budget

is the focal point for fighting inflation because deficit

spending symbolizes a public policy devoted to consumption

rather than productive efficiency. Continued deficit spend-

ing is a statement that we have decreasing confidence in the

private sector to meet our national socio-economic goals.

Clearly, the fight against inflation and the small

business recommendations for capital formation and retention

cannot be separated. The 1978 Tax Reform Act gave incorporated

small business an income tax break by graduating income taxes

-2-
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up to $100,000 of income and reduced the rate on all cor-

porate income over $100,000 from 48% to 46%. Let's take the

example of a manufacturer that had sales of $3,000,000 in

1978. Now let's assume that the manufacturer sold exactly

the same number of units of product in 1979 as in 1978,

however inflation increased costs and the manufacturer was

able to increase sales prices by 15%. That means that sales

volume in 1979 was $3,450,000 with no increase in units sold.

Now let's assume that in both years the company was able to

collect its accounts receivable in 45 days from date of

billing and maintained inventories for 90 days of operation.

The 15% inflation would result it. an increase of accounts

receivable from $370,000 to $425,000. Inventories would

have increased from $518,000 to $596,000. This represents

an increased working capital requirement of $133,000. If

the company borrowed that money from a bank at an average

cost of 15%, the interest expense would have been $20,000

or over twice the tax savings resulting from the 1978 Tax

Reform Act. You can readily extrapolate the effect of

current conditions with inflation close to a 20% annualized

rate and the prime rate at 19h%.

How did the federal government fare in this example.

If we assume the corporate income prior to interest expense

and taxes in both years was 10% of sales, then taxes in 1978

-3-
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would have been $130,500. In 1979, applying the reduced

income-taxes rates after deducting the interest expense,

federal income taxes would have been $130,250. The govern-

ment, thanks to inflation, recovered all but $250.00 of a

tax cut that should have been $11,900 in constant dollars.

Thanks to inflation, there was no capital formation in the

1978 Tax Reform Act.

We can carry this example further. Banks lend money

based on ability to repay. During 1979 this company borrowed

$133,000 in order to manufacture and sell the came number of

units that it did the previous year. After paying its

interest bill, net after taxes increased by $25,250. If

inflation remained at the same 15% rate in the future, the

company would be running further in debt at the rate of over

$100,000 per year. This is a road to bankruptcy and obviously

no bank will continue lending at that pace. What does the

company do? It can try to collect its receivables faster

and cut back inventories. This works until the receivables

and inventory are cut back to absolute minimums, then the

rate of debt increase resumes again. The only salvation

from going out of business is to increase prices at a rate

faster than the 15% inflation rate. That, of course, can

only contribute to greater inflation and the problem is never

solved. Don't forget, we never considered the financial con-

sequences if this company had decided that it wanted to

-4-
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produce more units, which would produce more jobs. What

about funding some applied research for a significant product

improvement? Would the company dare to ask a lender for

$100,000 to purchase a new machine tool that could greatly

enhance productivity. Suppose this small manufacturer

couldn't increase his prices fast enough. Perhaps he would

sell out to a conglomerate with enough market control to

pass through costs to consumers.

Senator Gaylord Nelson has stated that everyone on Capitol

Hill respects the importance of small business to our

country. I'm convinced this is true. I don't believe, how-

ever, that many people are convinced of the desperate urgency

for improvement in capital formation and retention for small

business. The recommendations of the White House Conference

on Small Business address this need. Even if we reduce in-

flation to half or one third of its present rate, the survival

of small business needs these capital enhancing-vehicles. If

we don't reduce inflation, the capital formation issues are

largely academic. You couldn't cut taxes fast enough to

save a majority of the 14 million small businesses in this

country.,

America's small business people believe w6 must all

make the necessary sacrifices and eliminate deficit spending

with the 1981 budget. That action can be the beginning of

a new economic era if it is followed with a tax poJicy that

-5-
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encourages savings and investment in this country.

Our tax policies today have characteristics of a 19th

century populism geared to a two class society. Capital is

regarded as wealth with its only value lying in its ability

to be redistributed by government for consumption. Income

derived from investment, whether in bank savings or in busi-

ness capital, is characterized as "unearned income" and

subjected to higher maximum tax rates. Borrow for purely

consumptive purposes and you get a tax deduction. Tax laws

combined with banking regulations on savings interest have

resulted in savers subsidizing borrowers for years. The

thousands of independent banks like mine in this country are

extremely important in meeting the financing needs of small

business. We rely on the savings of blue collar, white

collar and retired persons to fund these loans. Current

economic conditions and tax policies have almost destroyed

the desire and ability of these people to save.

We need to value Capital as a vital resource in the

means of production. Capital employed in funding research

on product improvement, technological development and support-

ing jobs is improving productivity. We need to be more con-

cerned with application of capital than the ownership of

capital in our tax policies. Small business has created

most of the new jobs in this country in the last decade. It

has been a leader in innovation and healthy competition.

-6-
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Our tax policies should reflect the value of investment in

these enterprises. It ishe-most- efficient, direct means

of meeting our national goals for quality of life for all.

The recommendations of the White House Conference on Small

Business address this need.

During the course of this hearing you will receive many

recommendations for improving the future of small business.

You will also be evaluating economic policies. I would like

you to consider several characteristics of small business

that I believe can be important in your deliberations.

SOURCES OF CAPITAL

Most small businesses are founded on the savings of

their owners and close friends or relatives of the owners.

This initial capital serves to get the business started and

establish a track record. Future growth is usually funded

with retained earnings and bank loans. The ability to retain

after tax earnings is really the foundation of growth, because

available bank credit is necessarily a multiple of earnings

potential of a business. Tax impact is extremely important

as a governing factor in business growth. In a well managed,

growing business, each dollar of after tax earnings may

permit $4-5.00 of bank term credit.

GOVERNMENT LOAN GUARANTEES

These programs were usually founded to assist small

business in securing credit when they couldn't meet the normal

-7-
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credit qualification standards of-private lenders. In the

-last few years, a far more-important objective for these loan

guarantees has developed. Thanks to the development of a

secondary market for S.B.A. and Farmers Home Administration

guaranteed loans, banks have been securing these guarantees

on loans that are of excellent credit quality , the reason

being that the bank can sell those loans to large institutional

investors and thereby tap a source of funds other than its

own deposits and capital. To the small business this has

represented an opportunity to tap the public debt markets

for the first time.

When you are considering various means of cutting

federal expenses in attempting to balance the budget, I ask

you to consider this new importanceof loan guarantee programs.

Tightening credit standards for issuance of the guarantees

will eliminate government expense under the programs, while

preserving the credit availability features of the secondary

market for the stronger companies. This vehicle is exceptionally

important at this point in the economic cycle when banks are

experiencing deposit erosion and reduced liquidity.

CONCENTRATION OF CAPITAL

The current inflationary period is resulting in the

customary disintermediation of funds from small business'

principal source - the banking system. The government is

extracting huge sums of money from the private sector with

interest rates over 15%. The relatively new entity, the
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money market mutual fund has'attracted close to $90 billion.

Those funds have come largely from the banks and thrift in-

stitutions. The effect has been to pull these funds from

community financial institutions and concentrate them in

relatively few money market institutions. The bulk of the

money market funds have been re-invested in U. S. Government

securities and C.D.'s of the nation's largest banks. A very

small portion, if any, of this $90 billion is finding its

way back to small business. These money market funds are

attractive because they are free of regulation that restricts

banks from offering comparable advantages. This situation

is not unlike permitting Ford Motor Co. to operate without

any of the safety and environmental regulations while

retaining those regulations for all other auto companies.
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Senator BYRD. We have one more panel.
Mr. Mike McKevitte, National Federation of Independent Busi-

• eses-incidentally, he has done an outstanding job for that orga-

nization; and Mr. Arthur Little, president, National Association of

-Small Business Investment Co's; and Mr. Dwane Pearsall, presi-

dent, Small Business Development Corp. of Golden, Colo., had

planned to be on the earlier panel but was delayed, so we the
committee will hear from him along with the other members of

this panel.
Senator CHAFEE. Mr. Chairman, I just want to introduce to you

!. Mr. Arthur D. Little, who is from Rhode Island, an eminent busi-

nessman there and very familiar with the problems of small busi-

ness investment companies and I just wanted to say to Mr. Little,
we are delighted that you came down today and appreciate your

taking the time.
Mr. LnfrLz. Thank you, Senator.
Senator BYRD. I am glad you mentioned Mr. Little, Senator

Chafee. I do not have the privilege of knowing him well personally,

but I do know well of his company and the great reputation that he

has in this line of endeavor.
Welcome to each of you.
Who wishes to proceed first?
Mr. LrrrLz. I will go first, Senator.

STATEMENT OF ARTHUR D. LITTLE, PRESIDENT NATIONAL AS-

SOCIATION OF SMALL BUSINESS INVESTMENT COMPANIES

Mr. LrrrLE. I am Arthur D. Little, president of Narragansett-

'Capital Corp. We are the largest publicly-held small business in-
vestment company in the country.

This year I am also privileged to serve as the president of the

National Association of Small -Business Investment Cos., I would
like to mention that with me here today is -Alan Kaupinen of

Inverness Capital Corp., which is located in Alexandria, Va.

I assume, if I may, that my written remarks will be a part of the

record.
Senator BYRD. Yes, they will be made a part of the record and

you could brief them as you thought best.
Mr. Lrrrz. I thought much of what I have in my written state-

ment has already been covered by some of the previous witnesses
and, as a result, I will depart from those written statements some-

what.
I think, just as a general comment on what we have already

heard this morning, I think certainly for the health of the-Nation

in general and small business in particular that the control of

inflation is extraordinarily important and perhaps preeminent is a

better word.
Senator BYRD. If you would let me interrupt you for a moment, I

think it should receive the top priority of any aspect of our think-

ing in Washington today and I am faced with a dilemma in that

regard, I might say. I may have to leave here before this panel

concludes, and if I do, I will ask Senator Chafee if he would be

willing to preside.
The Armed Services Committee is now considering defense

spending and we have two supreme priorities, as I see it. One is
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national defense and the other is inflation. And I do not think we
can have a strong defense unless we have a strong economy. We
have to be soundly based financially, our Government does, and it
is very difficult to know which to give the higher priority to.

- At the moment I think the conditions in our country are such
that the highest priority should be given to getting inflation under
control.

Proceed, Mr. Little.
Mr. Lrrnz. In regard to Senator Baucus' comments relative to

inflation and investment, or capital retention and investment, I
think the two work hand in hand. We see it particularly in our

-17 company in that we take a look at the rate of return that we would
K hope to get on the returns that we invest. And needless to say,

when you are looking at being able to invest, we do have some
investments of this nature in CD's which bring us a rate of 18
percent as opposed to a few years ago when we were looking at
something more on a 6- to 7-percent rate.

I think you can see when you lay that kind of investment next to
an investment in a small business it makes the necessary rate of
return in the small business go that much higher.

Now, one of the only ways in which a small business is going to
-be able to get that kind of higher rate of return is to charge higher
prices to its customers and you know, you get into this terrible
vicious circle.

I think there are two things that really have to be doije. One is
to bring inflation under control and two, to have a program over a
period of time to promote capital formation and retention.

I really look at capital- retention as being part of formation. I
think that you said earlier not to come up here with wish lists and
indeed, when I look at the length of the list of the things that we
feel are very important, it is quite a long list; and as I look over
the summary on the front of our testimony, I see that there are a
number of items on which I have testified recently. And a number
of them, of Senator Nelson, which are not on that list as well.

So it could be even longer.
I think the thing that you have to realize is that we are, as

previous witnesses said, really looking for a program over a period
of time to get this situation back in balance.

The second point is that we feel that at the moment we have
gone so far away from what really made this country strong eco-
nomically, and that is one of the reasons that the list is so long.

We have gone a long way and we have got a long way to go back.
I just would like to outline, or hit in highlight form some of the

specific items that we feel are very important and then I would
like to let Alan, on my right, describe what we feel is the most
important of NASBIC's programs for the year.

I think the central message that we would like to hit on is that
we must make it a policy decision for the country to support
capital formation for small businesses in every way possible.

It is small businesses which are the innovators in terms of high
technology products, in terms of the things that are going to bring
us increased productivity. They are, in my mind, the toughest
competitors and also the real job creators.
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ZI arn sure you are all aware of the fact that small business is
.!Wy what creates jobs in this country. Unfortunately, the other
mmun that really creates jobs about half as fast as small business is

vernment. Big business, in general, does not create a great deal
i new employment.

S-o independent, small and growing firms are the new blood in
itw economy which really reinvigorate our entire system.

I would just like to put in a plug at this point for the SBIC
jjdustry, which I think has been onb of the biggest, greatest re-
Whis for the Federal Government. I do not know any more produc-
live partnership between the private sector and the Government

.ton the SBIC program. -
'Jgain, in my written testimony, you will find cited various stud-
*'e_ over the years by MIT, the American Electronics Association, et

,-tra, which will really show what kind of return in terms of jobs
d innovation and tax revenues are brought to the Nation by

16aler businesses, and which rebut the inevitable arguments of
!h0 Treasury Department that tax incentives for investing in

ler businesses will create revenue losses.
T-he recent American Electronics Association- study shows a 30.

percent yearly-that is a cumulative 30-percent yearly-rate-of
Mur to the Federal Government on venture dollars that are
-.*vested in smaller businesses.

Our own trade association last year undertook a study. You will
T.n, I-think, what I believe to be some extremely impressive
T-figares that we have included in the written testimony.

.1 think it must be obvious from listening to the testimony this
morning that small businesses really are relying, even the very
.Tiptable -ones, on externally generated investment in order to
wprow. It appears that the figure is about 70 percent that they are

7relying on external factors.
In other words, only 30 percent of the growth capital that they

Zset comes from internally-generated funds.
Well, what is the result of that? The result is a number of things.-

-One thing is that-and here are some figures that a question
,came from earlier-the Federal Trade Commission reported that

4iuring the period 1972 to 1977, 75 percent of all mergers were
,z-between very small companies with assets of less than $1 million,
and large companies, 42 percent of which had assets in excess of

100 ion.
Senator BYRD. Excuse me. May I interrupt you at that point?
That indicates that the very larger companies are-I do not

-,--suppose this is the right word to use, but I will use it anyway-
_-gobling up the small companies. Is that it?

-'Mr. Lrrrz. Well, it does, but the question is, what choice do the
smaller companies have? We have already touched this morning on

,.-,tate problems, on liquidity problems, on the problems that small-
*r businesses have, because if they really are small and they are
1-4rowing very rapidly they need a tremendous amount of capital

.d they cannot get it from the public markets and they cannot get
S'it from private placements, and so where dothey have 0to.go? hey
- Awve to go to a big business in order to get the capital that they

n to grow.
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Senator BYRD. That is something that the Congress should be
aware of, which I do not think it is, and No. 2, should take reason-
able steps to do something about, and that is the purport of your
testimony today, as I understand it.

Mr. LirrLE. Well, I hope to get around to suggesting a couple of
solutions to that problem.

If you will look on the very front page of our testimony, we have
put on there some recommended tax changes and certainly our top
priority, as I mentioned, is the capital gains rollover which Alan
will cover in a few minutes.

Second,-we did not, I notice, but this list in what I would consid-
er to be the order of priority, but certainly graduating the corpo-
rate income tax up to the $500,000 level so that you are increasing
the surtax exemption is probably the next most important thing.
Adopting a simplified and more rapid depreciation system is cer-
tainly important.

And I think one of the ideas that was hit on briefly here this
morning that is extremely important and very innovative is this
small business participating debenture. I think that that is an idea
whose time has really come and I think the interesting thing about
that is that there are lots of smaller businesses out there that want
to remain independent. If they are being approached by people like
ourselves, for instance, saying we want to make an investment in
your business, they say gee, we really do not want to sell you
equity on a permanent basis. We would like to sell you a part of
the profits, but we do not want to give up our real independence.

The small business participating debenture is a way for those
people to get their financing, for us to-get some capital gains
treatment out of it, and in general for these companies to get
financing that might not otherwise be available.

I think if you just look at the rest of our list of suggestions, you
will find most of them familiar to you.

Now, I would just like to turn it over to Alan who will talk about
the rollover for a few minutes.

STATEMENT OF ALAN G. KAUPINEN, INVERNESS CAPITAL
CORP., ALEXANDRIA, VA.

Mr. KAUPINEN. Senator Byrd, Senator Chafee, it is a pleasure for
me to have this opportunity to appear before your committee
today. I represent Inverness Capital Corp., which is a small busi-
ness investment company-an SBIC-located in Alexandria, Va.

We have 49 investments in small concerns of which many are
local to our immediate capital region here.

As Arthur said, I want to make some comments regarding the
rollover and to do that, I would first start by discussing ome of the
various concepts of a rollover.

One rollover would allow a capital gain realized in a small
business to be rolled over into anything. While this would be very
desirable for owners and investors in small businesses, we feel that
such a concept will not target the capital formation needs of small
business because it would allow by allowing gains to be rolled out
of small companies and into less risky, larger investments-as an
example, Government securities or Fortune 500 equities. As several
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-eple have commented today, this is certainly not the direction
I t it appears that anyone desires to go in.

Another type of rollover would -
I-8tSiator Gu m. Excuse me. I was diverted there for a minute.
vou are advocating the rollover from one small business to another-
sail business.
: -Mr. KAmnzwz. Right.

Senator C1A-M. You are not advocating a tax-free rollover from

ti small business into a big listed company of some type?
K;-' Mr. KAuPIN . No. As a matter of fact, we believe very strongly
-tbat that is not desirable because it heads us in the exact direction
That we do not want to go.
We, of course, as has been expressed here by you al earlier,

-ON" to strengthen small business and certainly one of the ways
'-U avoid that is to give -incentives to roll these gains into a Fortune

5 company or other less risky securities.
Senator CHuAE. All right. Go ahead.
Mr. KAupnm. Thank you.

Another type of rollover would allow a gain realized on any
investment to be rolled over if reinvested in a small business. Such
a provision would certainly attract a great amount of capital.
Another concept would establish investment accounts in which

individuals could invest in anything and all income accruing to
.that account, be it a capital gain or dividends or interest, would be

rolled over. In other words, the tax would be deferred until such
Income were withdrawn from the special accounts.

-Now, our comment on that is that it is a worthy proposal but we
do not feel that it, alone, would provide the flow of new venture
and equity dollars in small -companies that is currently needed.

Since most venture capital today is invested by institutions, a
rollover account directed toward individuals would be of little help.
Certainly, some individuals will invest in small and private compa-
nies, but the practice would not, in our estimation, be widespread.-

Indeed, the securities laws currently limit participations of indi-
,vidual investments in small, private companies so that even if

indications of individuals were put together they would be rela-
tively limited in number.

We therefore strongly recommend that any rollover provision
Which is introduced into law by the Congress be expanded to in-

clude institutional investors, particularly SBIC's like ourselves,
-which currently by law must reinvest all proceeds from gains into

-,-new and growing small businesses. I
While venture capital benefited greatly from the capital gains

-tax reductions of 1978, much more is needed in this area. Addition-
ally, most of that venture capital has flowed into limited partner-
shi,ps which are created for a specific purpose and usually have a
limited life of approximately 10 years.

That partnership popularity flows from the fact that the 1978
capital gains tax change signaled a major reduction for individual
capital gains, thereby making the partnership vehicle more attrac-
Stive.
- The corporate venture capital vehicle is still much in need of taxIncentives.
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A fourth tylpe of rollover covers the situation where the proceeds
of sales of securities issued by businesses when they were small are
reinvested in other small businesses. We feel that such a rollover is

equitable, fairly balance against other public policy goals, would
be easy to administer, and potentially very helpful to the small
business community.

Our association, the National Association for Small Business
Investment Companies, of which Arthur Little is the president,
strongly supports the rollover introduced by Senator Gaylord
Nelson and cosponsored by Senator Baucus.

Senator CHAFRE. Mr. Kaupinen, we are running short of time
here. I have followed this through now. You do support the S. 653.

Mr. KAUPINEN. Very strongly.
Senator CHAlE. This is a good document which you and Mr.

Little have submitted so we have got your other thoughts here.
'I think that about completes the rollover part, does it not?
Mr. KAUPINEN. Yes, sir.
As the statement is prepared, it has all of our positions on the

rollover in it.
Senator CHAIm. Good.
Let me ask Mr. Little, the revised estate tax laws to ease burdens

in family-owned businesses, your item No. 7, 1 do not think you
touch on that in your statement, do you?

Mr. LrrrLz. No, I really do not, and I must confess that that is
not one of my great areas of expertise either. Just as a basic
thought, though, we feel that the way that the estate tax laws are
now, it real' forces people to sell businesses at times when that
mi~ht not be the most appropriate thing for them to do.

Senator CHAFEE. I think there is an association of family-owned
businesses that has presented material on that and I think that
they have an act before us. Let me just say, I have great problems
wit a specialized act of that nature.

We have had similar acts come in on ownership of family news-
papers, for example, and you always get into great difficulty where
you draw the line, if you do it for a newspaper, then you do it for a
family farm, and you do it for a family-owned small business and I
think that is going pretty far astray, certainly from the limited
objectives we are looking toward here, which are not necessarily
preservation of small business. They are the encouragement of
small business, the thrust of this committee.

Mr. LITTLE. Looking at it slightly from the other side, Senator, I
think you have to look at the things that, apart from encouraging
small business, specifically drive people out of small business situa-
tions; because it very well might be that if you do not do something
for the family-owned business, and indeed, some of these other
measures are going to help some of those businesses, they may-
have really no other choice but to sell out in a stock-for-stock
transaction with a larger company.

Senator CHAIE. I think the point you make is a good one. There
is more than just encouragement. We want to keep them going
once they are there.

So you are right. I should not have dismissed this so out of hand.
But it is a complicated field, that No. 7. I think you would find us
somewhat reluctant to get into it.
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SMr, Lrrn I am afraid they are all complicated fields these

0, Senator Cium. Well, some of them are easier than others.
Why do we not take Mr. McKevitt now.
Does that complete your testimony, Mr. Little?
-Mr. LnL. Yes, thank you, sir.
Senator Hum. Mr. McKevitt?

Y' Mr. MorTm. Senator Chafee, I am John Motley, the deputy
irector for Federal legislation-
'Senator CHum. Also from Rhode Island?
Mr. MoxL. Definitely.

--'Senator CHAF=. Well, you start ahead of the game.
-Mr. MOTLm. Thank you.

QMr. McKevitt sends his regrets. He was unavoidably called away
from the office this morning and wants me to give the testimony
Qn his behalf.

Senator CHAFEE. Fine. I think he has a written statement?
Mr. Momuy. We have a written statement which we would like

rto submit for the record and then, if I may go through and summa-
pariz ts of it and also possibly read certain other parts of it that I

Would like to emphasize.
J-- Capital retention is an important part of the small business
capital formation process.
>-.Senator CHAFm. Now, it is quite a lengthy statement here, Mr.

Motley. I think perhaps if you could summarize it, that would be
good.

Mr. MoTLEY. I definitely will, Mr. Chairman. Thank you.

-STATEMENT OF JOHN J. MOTLEY I1, NATIONAL FEDERATION
OF INDEPENDENT BUSINESSMEN

7 Mr. MoTLEY. While investor financing is available and desired by
-i, some small firms, it is and will always be atypical. Capital reten-

tion and bank loans are the two normal methods of financing
IV smaller businesses. Since bank loans are generally contingent, di-
:rectly or indirectly, on earnings of a small business, the ability of a
'small business to retain capital is particularly vital to its oper-
ations. -

Mr. Chairman I think you will find that NFIB's priorities differ
somewhat from those that you may have heard during these hear-
ings so far. Our priorities definitely are also different from those of
the White House Conference on Small Business in the areas of
capital formation and retention.

I am sure that the first question that would come to your mind
S- and several others is why did they differ from the prorites set,

especially by the White House Conference?
The reason we believe that they differ is that, in taking a look at

-the demographv of the delegates who attended the White House
Conference, I think you will find that they tended to be larger

'-small businesses, more successful small businesses, more capital.-
intensive small businesses, and very heavily corporate small busi-
nesses, when just the opposite is true if you take a look at the
small business community as a whole.

That tends to be dominated by unincorporated businesses, pr pri-
etorships and partnerships.
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NFIB's priorities in the area of capital formation and retention
are directly related to the number of firms that these changes in
the code will help. This does not mean we do not support the

K recommendations of the White House Conference on Small Buii-
ness or that we do not support the tax reduction bills that have
been introduced by Senator Nelson and other Senators before this
committee.

What it does mean is that NFIB supports most strongly those
changes that have a beneficial impact on the greatest number of
small firms.

These would include, but are certainly not limited to, a reduction
in payroll taxes as a part of overall reform of social security and
unemployment compensation programs; depreciation reform, in
particular the Capital Costs Recovery Act of 1979, a bill which is
commonly referred to as 10-5-3 which we helped to draft.
S Third would be inventory reform, or a simplification of the last

in, first out inventory method and allowing smaller firms to use
the cash method of accounting.

And the last of those that I will mention, but certainly not the
least, is a reduction in corporate taxes, specifically an increase in
the corporate surtax exemption and further graduation and also a
reduction in individual taxes to help unincorporated firms.

In the interests of time I would like to concentrate pretty much
on two of these areas if I can, primarily on the area of payroll
taxes and then, if there is any time leftover, I would like to say a
few words about inventory accounting, since I do not think that
either of these areas have been covered in depth by other wit-
nesses.

Switching to page 3 of my prepared text now, Mr. Chairman, I
would like to read some of the figures here. Payroll taxes, of the
various forms of direct taxes paid by small business, payroll taxes
are the costliest to a majority of firms.

Small businesses paid a conservatively estimated $28 billion in
total payroll taxes in 1979. This figure amounted to roughly 41
percent of the total paid in by private sector employers.

An estimated $22.5 billion alone was paid by the small business
sector in social security taxes.

Given that total FICA taxes paid in by private employers was
roughly $53 billion in 1979, small business accounted for an abso-
lute minimum of 37 percent of the total private sector employee
payroll tax contributions.

Despite the existing level of payroll taxes, higher and higher
levels are anticipated. The Social Security Financing Act of 1977
raised tax rates from 5.85 percent to 7.15 percent and the wage

A base from $16,600 to $42,600 over a 10-year period. Even that will
not be adequate to cover legislated benefits.

- We already have a temporary cash flow problem in the OASI
fund which some feel may not be covered by borrowing from other
funds. We base a conservatively estimated $632 billion long-term
shortfall in OASI alone and tax rates possibly doubling those today.

And that is only social security. States like Pennsylvnaia are
discussing increased unemployment compensation taxes to repay
the Federal Government for loans received during the last reces-
sion. Another recession will surely add to pressures in several
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statess to maintain, if not add, payroll taxes to cover unemploy-
aent compensation costs.

Finally, the Congress i .discussing a National Health Insurance

p 1. While the proposals are many and varied, at least some

consideration has been given to financing national health insur-
,,ance through direct payroll taxes.

As a result, the payroll tax burden that small business faces not

o-0nly is one of coping with existing levels, but of averting extraordi-
nary increases.
;Payrol tax effects on Dusiness starts. It is cle.r small business

has been the sector primarily responsibile for the incredible in-

(crease in the number of net new jobs over the past decade.- David

Birch at MIT has estimated that between 1969 and 1976, two-thirds

odf the Nation's net new private sector employment came in firms
-employing 20 or fewer people; 80 percent came in firms employing
s406 or less.

While these data have been generally recognized and often publi-

!:cized, Birch's second major finding is overlooked.
He notes that employment loss due to business failure is virtual-

:ly constant throughout the country. Migration, is of virtually no
consequence.
-! The net gains in employment result from the number of new
A-business starts and the expansion they undergo in their first 4

years of operation. Thus, it is the new expanding business which
has had such an important and positive effect on employment.
The majority of the Nation's technological innovations also came

.from small business. These are often new, rapidly growing firms.
Without them, our dismal productivity record over the past

-decade would be even worse. But the evidence is that the number

-of new, innovative firms has been decreasing, largely due to a lack
of capital.

It is an understatement to note the vulnerability of new, small

Y businesses. Typically the new entrepreneur is inexperienced, woe-

-fully underfinanced, and can expect an initial period of unprofit-
ability.

- For example, 9 out of 10 have not owned and operated a business

previously, while a majority of new entrepreneurs have had some

t pe of management or marketing exper*nce working for others

prior to entry, running the entire operation from finance to person-
nel is considerably different.

Further, 60 percent of the people starting their own business
-have, as their major source of financing, personal resources. Virtu-

ally every type of new business venture is heavily dependent on

personal resources of the owner. This generally means a pinch on
,cash flow negligible capital for business investment, and absolutely

no nonessential personal expenditures.
Not surprisingly, the turnover rate is very high.
The impact of payroll taxes on such firms is particularly oner-

ous. It raises the fixed costs of doing business. exactly when the

3 business is most vulnerable and most in need of capital.
With taxes levied on employees, the entrepreneur's tax is not

related to income, financial health of the business, or anything of

that nature.
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Obviously, existing r payroll taxes'are regressive for both employ-
ers and employees bi1. in a very real sense, payroll taxes are more
regressive for new entrepreneurs than for any other group.

The payroll tax '.evied on employees at least bears some relation-
ship to their ear.ings. That is not true with the new entrepre-
neurs. In fact, qu te the opposite appears to be occurring.

While regretably no data exists to support or refute our observa-
tions, it appears that because a new venture tends to be undercapi-
talized, the labor-capital mix is heavily tilted toward labor and will
continue to be until such time as the business is sufficiently profit-
able to begin substituting capital.

Thus, the taxes paid on labor bear most heavily on the new
entrepreneur.

Second, because the new venture is so frequently undercapita-
lized, the wages paid to employees tend to be lower than in compa-
rable firms of greater longevity. That means a larger percentage of
payroll will be subject to taxation.

Remember, both FICA and unemployment have wage bases.
Once those bases are exceeded, no tax is levied.

Thus, as a general rule, the greater the range of wages paid and
the higher the wages paid, the lower the tax as a percent of
payroll.

Third, unemployment--
Senator CHAFE. Now Mr. Motley, we have got to move on here, I

regret to say, because I have to go shortly and we want to hear
from Mr. Pearsall.

I get your point here on the unemployment compensation, the
experience rating and down here on the bottom of page 5.

Let's get to your solutions.
Mr. MOmE '. Solutions are extremely difficult to come up with in

the area of payroll taxes, Mr. Chairman. NFIB over the last 18
months has invested a great deal of time, money, and effort to try
and work with Dr. Michael Boskin at Stanford University and a
team of economists he has been working with to come up with a
reform of the social security program.

We believe that the only way to approach this is to try and do
away with the present bifurcated system which tends to address
both the social need and the retirement need and very shortly we
will be presenting to this committee and to the Congress the re-
sults of Dr. Boskin's research.

Senator CHAFEE. You are talking about the disability section?
Mr. MOTLEY. About social security.
Senator CHIA . Yes, but the disability side of it?
Mr. MonIY. We are talking about the entire program. Disabil-

ity, HI, and OASI.
As far Vs unemployment compensation is concerned, Senator

Boren has been having hearings in his subcommittee which is
taking a look at the problem and we strongly recommend, based
upon the research of several professors out at George Mason Uni-
versity that we take a look at the impact of experience ratings on
small firms and possibly try to reform the program from that
aspect.

Let me move on, if I can, just to make a few comments about
inventory accounting. If you take a look at the small business
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community, you can see very readily that the majority of it is

concentrated in the retail sector. Since this is true, the impact of

inventory is great in that area.
In inflationary times, present accounting rules which are allowed

by IRS have a tremendo-is impact on those small firms.
We would like to make the point that just as the present depreci-

ation code is tremendolisiy inequitable to small firms because of its

complexity, so also is the present rules governing accounting proce-

dures.
We would like to suggest that the committee consider moving to

cash accounting for small retailers, say under $2 million or $1
million a year in gross sales, giving them similar treatment to that
given the small farmers under $1 million in gross sales today.

We believe that this would be a tremendous simplification that
would help small retailers and small wholesalers across this coun-

try.
I think that about concludes the points that I would like to

make, Mr. Chairman. Thank you very much and I will try to

answer any questions that you might have.
Senator CHAFEE. Well, thank you. I think you have brought to us

something original here that we have not given thought to before

and indeed, have not had raised with us, this cash method of

accounting for the smaller firms.
As you pointed out, quite rightly, that most of the small busi-

nesses that we see are capital intensive. They are not the merchan-

disers. They are the manufacturers. And thus the whole thrust, as

you have heard this morning, has been on capital cost recovery
which many of your members do not have a problem with because
they are not that capital intensive.

Mr. MoTLEY. 10 percent of NFIB's membership is manufacturers,
which means roughly about 60,000 of them, and it is a tremendous
problem and we did help to draft the present 10-5-3 proposal. We
support it very strongly.

But we believe if we are looking for things to help the entire
small business community, you must be aware that it is a tremen-
dously diverse group out there and no one proposal will help every-
body.

Senator CHAFEz. All right. Why do we not go ahead, thank you
very much, Mr. Motley. Let's go ahead with Mr. Pearsall.

STATEMENT OF DUANE PEARSALL, PRESIDENT, SMALL
BUSINESS DEVELOPMENT CORP., GOLDEN, COLO.

Mr. PEARSALL. I have no constituency to represent. I am a small
businessman from Denver, Colo. I will only make a couple of com-
ments that really are of deep concern to me and submit the bal-
ance of the report for the record.

I want to call the committee's attefition to the 1977 Casey
Report. That was a Venture and Equity Capital Task Force of SBA.
A statistic came out of that study which did not get into print, and
which to me summarizes what our problem is today in the small
business community.

That problem is that total invested capital in small business, now
speaking of those under $50 million in gross revenues, equalled 3.1
times the total capital invested in businesses over $1 billion in

63-769 C - 80 - 46
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revenues in 1956. In 20 years, that total capital relationshi

eroded. In 1975 it was only 7Tpe-Ycent of that invested in smafi

business.
To me, that is a dramatic statistic that I have not seen in print

anywhere and I have not had it verified, but it came out of the
research group serving that Casey Report committee.

I apologize for not being here earlier. I had a testimony at the
House Small Business Committee this morning, and unfortunately,
they are not as diligent as you. They didn't start until 10 o'clock.
Let me quote from Milt Stewart's report to a Denver conference in
1979. Perhaps this has already been entered, but I will abbreviate
it.

This is quoting 1974 figures, considering total taxes to include
Federal, State, local, social security, unemployment, insurance and
income. "It is reported that manufacturing firms of $50,000 to
$100,000 in gross receipts, comparing total taxes as-a percentage of
net worth, was 30 percent."

Figures then are regressive. As the business gets larger, the tax
burden relative to net worth gets smaller, until when you reach
over $1 billion, the tax burden is as low as 11.5 percent. To me that
is an appalling statistic.

One thing that Milt Stewart has said is that "it-is time to
recognize. we can't continue doing 'small' things for small busi-
ness," and hope to preserve the basic foundation of our economy,
which I think is small business.

My other main concern is interest rates. I have had a small
business, an innovative business, which grew and was succesful,
and we sold to a major corporation. Having sold, I became the
president of a division and participated in big business corporate
planning.

I can tell you that they have been planning for a recession, as
any reasonably run big business has been planning for the past
couple of years. They are not going to feel it in their financial
statement if it lasts less than a year.

However, I have yet to see a small business of under 50 employ-
ees that isn't already stretched out in today's economy when busi-
ness is good, that are going to survive. I am estimating that,
barring an emergency measure or a miracle, we are going to see
over a half-million small businesses quit business within the next 6
months. - -

Senator CH". Good Lord, that is a depressing prediction.
Within 6 months?

Mr. PzmAsALi. Within 6 months. That is only 5 percent of those
10 to 13 million small businesses.

To verify that, I spoke to a group last week that were business
representatives, each of whom-had-about 10 small business clients.
Totally there must have been 300 small businesses represented,
later confirmed the number nearer 1,000. I made that statement to
them and asked them, in their opinion, from the percentage of

pple that they represented, would that statement hold water.
They said it was underestimated.

Tht is a co lecture. Nobody's crystal ball is really good in this
area. But I am deeply concerned that the interest rate problem and
the Federal Reserve restriction on bank loans today is going to
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impact the small business community most severely and it will be
compounded by a recession, and the customers of those small busi-

nesses are vulnerable to recession. We have a social crisis facing

US.
Those are my two main concerns. In the interest of time, the two

bills that impress me most are the rollover provision, which started
with the Casey report in 1977, and which has not survived the

congressional process as yet, but it is the one bill, to me, that will

tend to infuse capital back into the small business community that

has eroded over the past 25 years; and the second one is the small

business--
Senator CHAFEE. You know, I don't quite understand why you

and Mr. Little and some of the other witnesses have attached so

much to that rollover provision. The rollover provision permits a

person who has invested in a small business to get out of the small

business and reinvest in another sfall business.
Now, explain the great significance of that as far as preserving

the small business, you or Mr. Little, and one of our other wit-

nesses spent a lot of time on that. But I guess we have got the
expertise here. Go ahead.

Mr. PEARSALL. I will give you a quick example. I have been on

the other side of the picture trying to get investments in our

business to survive. Now I am on the opposite side of the picture

and I am investing in small business as a cause.
My wife disagrees with me.
Senator CHAFEE. Wives frequently do.
Mr. PEARSALL. Yes, they do. She cannot understand why I would

- invest in a small business, because when you do, your investment

is so illiquid, you are in that business for a long time, and you are
a part owner whether you wanted to be or not, as opposed to the

liquidity of a maor blue chip company where you have a predict-
able return, predictable relative to small business.

So the illiquidity of small business has forced capital away from

small-business and into Government securities and blue chip in-

vestments. What we need to do is to stop this erosion of capital out
of the small business sector and in some manner, in -a broad

fashion, suck it back into the small business sector.
Senator CHAFEE. I appreciate that, but how do you get liquidity

out of the fact that you can rollover. Is somebody going to come
along and buy your investment, buy you out? Let's say you are a

minority stockholder and shareholder in a small business.
Now, we acknowledge there is no liquidity to it. How does this

act hel that?
Mr. ERSALL. It is the deferral of the tax bite that is the bi

-carrot to get investors into it. In my case, I cannot survive and

- meet inflation rates by investing with interest income. If I had
some carrot that would give me a long-term deferral where I could
pull it uut with an equity gain at some future time with just
capital gains burdens on it, that is a great incentive.

To quote a financial adviser in Denver the other day, a very
sophisticated one, he said, "if the rollover proposition got into
Position, I would advise half of my clients to invest in smaller

businesses that qualified under this act. I think it is a tremendous
incentive.
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Senator CHAMP. Obviously each of you do think it is tremendous,
because it has had such high priority on the various list that have
come in here. You have got to assume that if you are there, you
are in, that this rollover provision will encourage lots of other
people to come in and thus help you get out.

Is that it? I mean there is somebody to buy your stock, your
minority share, or you are locked in position.

Mr. PEAnALL. I think your scenario misses the point that the
small business is short of capital to begin with. They have got more
ideas than they have capital to exercise.

What I am considering is that this would be a means of enlarg-
ing the productivity of the small business sector by numbers and
size of those businesses, instead of going at it with anti-merger
legislation at the top end.

Senator CHAin. Mr. Little, do you have anything to add?
Mr. LrrrLz. I think again you come back to the fact that-well, I

haven't been in Mr. Pearsall's position, but let me put myself in his
position for a moment. And this, of course, goes for us as investors,
as well.

We have a situation where you make an investment in a busi-
ness, and what are our ways out, either way? We can either sell
that business for cash or we can sell that business by taking stock
back from a large company. If we sell for cash; we get an immedi-
ate 30 percent bite out of that dollar that we receive. Now, that is
immediately 30 percent that we cannot turn around and invest
somewhere else.

Obviously, you are much more likely to sell out to a large corpo-
ration in a stock for stock deal. That is a tax deferral also. So what
we are really saying here is give us something that is equally as
good a tax deferral if we want to sell the business for cash.

With a smaller business, one of the things that you do by having
the large corporation be in the position of trading you stock for
stock is that if that is your only way to get a tax deferral, you then
eliminate another smaller business who comes along and says,
well, obviously you don't want to take my stock, because my stock
is just as illiquid as your stock. So we have to have a cash transac-
tion.

Well, if you take the cash transaction, then you are immediately
going to have to pay some taxes on it. So what you want to have
ere is the ability to get some cash and then turn around and

reinvest that cash in another small business.
Or every once, in a while, we in our business meet these people

who are not just involved in one small business but are involved in
four or five small businesses. They, take that cash out and invest it
in one, two, three, four places. It just stretches the dollars that you
invest 30 percent further, and it also puts you in a position where
there is a great deal more choice as to where you might sell your
business.

And you also take a great deal of the balance or the tipping the
scales away from selling out to the larger business. Have I mised
anything there?

PzAmAu. That is it exactly. I think there is a gross ineuity
today. I sold out on a stock exchange basis, and it was a good thng
to do. It was very timely. But I didn't have an alternative. A Nd
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think what we are talking about in the rollover -provision is that
you have an opportunity here to have an alternative to the inequi-
ty that currently exists in selling out to big business.

Senator CHAiFE. I think that is true, although when you end up
with the rollover, you are still in an illiquid position. You are still
locked in, except if you get out, until you pay your tax.

S Mr. LrrrnL. Sure, but you are also making the presumption that

y ou are going to reinvest all of the funds that you get from your
bui-out into a new business. Let's say that you end up getting $1
mi lion, just to take a nice, round figure. Well, you may not. One of

the problems that I have with the rollover is I am not sure that the
period to reinvest your funds is long enough, given the kinds of
securities that you have to reinvest in.

So it may be that Mr. Pearsall gets $1 million. He can only find
$500,000 to reinvest. He has still got to pay taxes on that $500,000.
He has got some cash, he has got some liquidity there, but on that

--other $500,000 he reinvests, you are saving approximatey $150,000
that can go into, again, a small business.

I foresee, with some of the people that we have dealt with here,
that this isn't going to be just one small business to another. It is
not going to be two businesses; it is going to be 3 and 4 and 5 and
10 and quite a number. Now, not everybody is like that.

Senator CHAFE. I understand that, and those are good points. I
suppose you would like the longest period possible, 24 months as
opposed to the 18.

Mr. PEARSALL. That is a point that concerns me. Eighteen
months is really not enough to reinvest properly. It takes a long
time.

Senator CHAE. What do you say, Mr. Little?
Mr. LrrrLE. I would opt for 5 years, myself.
Senator CHAFEE. Five years?
Mr. LrrrLz. Yes. What I would like to do, Senator, is the next

time you are in the home district, let me come and sit down with
you and I will go over this with you in detail.

Senator CHAFEE. Let me see. I guess it was Mr. Derieux that
addressed this in some detail. Fine.

[The prepared statements of the preceding panel follow. Oral
testimony continues on p. 778.1
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RECOIENDED TAX CHANGES

Top Priority: Capital Gain Rollover for Small Business

Other Recommended Initiatives:

1. Adopt the Small Business participating debenture.

2. Reinstate qualified stock options.

3. Liberalize Subchapter S so as to make it more
useful for venture capital investment. -

4. Graduate the corporate income tax to $500,000.

5. Reduce the maximum personal income tax rate to 50%.

6. Adopt a simplified and more rapid depreciation
system.

7. Revise estate tax laws to ease burdens in family-
owned businesses.

8. Provide a tax credit for initial investments in
small businesses.
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U. S. SENATE

April 1, 1980

Good morning Mr. Chairman and Committee Members.

I am Arthur D. Little, President of Narragansett 
Capital

Corporation, the nation's largest publicly held small

business investment company. This year I am also serving

as President of the National Association of Small 
Business

Investment Companies. With me today is Harry S. Flemming,

President of Inverness Capital Corporation located In

Alexandria, Virginia. Harry is also very active In

our National Association and serves on our nire-member

Executive Committee which carries the basic responsibility

of setting and maintaining Association policy.
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Mr. Flemming and I are deeply involved in entrepreneurial

activities and venture capital investments, and we are pleased to

-Uestify today on matters about which we have very strong. feelings.

I will present some basic background information on SBICs and small

business investment. I will also outline the various tax proposals

which our Association supports. Mr. Flemming will then describe in

greater detail the proposed tax change which we feel would be most

helpful for smaller business and the Nation.

The central message we wish to bring you is that the country

must support capital formation for small business in every way possible.

It is small business which is the innovator, the competitor, the Job-

creator. Independent growth firms are the new blood in our economy

which reinvigorates the entire free enterprise system.

SBICs are privately formed, privately capitalized and privately

managed venture capital investment firms. In return for agreeing to

invest only in small businesses and to abide by the regulations of the

Small Business Administration, SBICs are permitted to borrow. funds from

the Federal Financing Bank up to a maximum leverage rate of 4-to-i with

a ceiling of $35-million to any SBIC. All private capital is at risk,

and, since it is subordinated to the government leverage, the private

investor loses 100% before the government loses a nickel. There is no

pro rata sharing as in certain types of government sponsored programs.

Over the history of the SBIC program, the direct loss to the government

has been miniscule when compared to the dollars of funding provided and

the revenue gains to the Treasury because the growth of the small

businesses we have financed has been great.

Our Association has always known that the real benefit of SBIC
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investments comes from the growth and vigor we help produce in the

:ompanies in which we invest. Until this past year, however, a

comprehensivee study of that growth had never been conducted.

Various studies over the years have shown how small 
companies

,an grow faster and generate greater economic activity than 
mature

zorporations. One such study conducted by the Massachusetts 
Institute

.f Technology Development Foundation compared the performance of six

mature companies, five innovative companies and five 
young, high

technology companies. From 1969 to 1974, the average annual contri-

bution of thosecompanies in terms of jobs and revenues 
was as follows:

Type of Company Sales Growth Job Growth

Mature 11.4% 0.6%

Innovative 13.2% 4.3%

Young high-technology 42.5% 40.7%

Another project, very broad in scope and sponsored by 
MIT,

concluded that small firms (20 employees or less) created 66% of

all net new jobs in the U.S. between 1969 and 1976.

A survey conducted by the SBA sampled SBIC-financed small

businesses and found that those companies achieved annual 
growth

rates of 25% for employment, 27% for revenues, 27% for profits and

35% for assets.

A more recent study which was conducted by the American Electronics

Association showed that among AEA members, which included young,

intermediate and mature corporations, the employment growth 
rate for

companies between five and ten years old was 55 times the rate in
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mature companies. It also found that for every $100 of equity capital

invested in young companies founded between 1971 and 1975, those

companies generated, spent or paid In 1976 alone:

- $70 in exports,

- $33 on research and development,

-_$15 in federal corporate income taxes

- $15 in personal income tax revenues, and

- $ 5 in state and local taxes.

All these studies are impressive, but none comprehensively analyzes

what is happening within the SBIC portfolios. Recognizing the need

for a comprehensive analysis, our Association last year authorized

such a study. The accounting firm of Deloitte, Haskins and Sells

generously volunteered to compile and key punch data and to provide

computer programing services. We then engaged an economic consulting

firn to oversee the study and interpret the results. Although the

final results of our study will not be prepared in a form for official

release until mid-April, I can tell you some of the findings

at this time. For purposes of illustration I am including in my

testimony the growth table on the following page showing SBIC-flnanced

companies far outstripping small business in most performance

categories.

The Economics of Small Business Financing

All businesses rely on both internally and externally generated

capital for growth and development. Small companies, however, are

finding it more difficult both to retain the capital they generate



A COMPARISON OF THE GROWTH OF SBIC PORTFOLIO COMPANIES
WITH THE GROWTH OF ALL SMALL COMPANIES*

Year of
Initial

Financial:

Employment

Sales

Profits

Assets

Federal
Corporate Taxes

PRE-1972..SBIC

PORTFOLIO ALL SMALL
COMPANIES COMPANIES"

384%

896

1,165

694

29%

76

144

48

197Z-1975-SBIC
PORTFOLIO ALL SMALL

COMPANIES COMPANIES**

1155% 19%

386 27

553 25

188 2,4

1976-1977SBIC
PORTFOLIO ALL SMALL
COMPANIES COMPANIES**

4C% 8%

652

*For SBIC's, growth rates are measured from the year prior to SBIC financing to the most recent fiscal year.

For siall companies in general, the comparison is from 1970, 1973 
and 1976, to 1978.

**For financial measures, manufacturing corporations with less than 
$5 million in assets. For employment, all

corporations with less than 100 employees. Percentages for employment and taxes for all small companies

for 1978 were estimated based on historical data.

Source: Federal Trade Commission, Quarterly Report of Manufacturing Corporations, 
U.S. Bureau of the Census,

CountyBusiness Patterns and Arthur D. Little, Inc.. estimates.
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and to attract outside capital. Because of the impact of federal

taxes, increased government regulations and inflation, small companies

Are forced to increasingly look to outside sources for financing.

The American Electronics Association Task Force on Capital Formation

study cited earlier indicated that among 276 electronics firms

-founded since 1955, the amount of expansion capital provided by

retained earnings was less than 30%. That means that these companies

had to finance almost 3/4 of their growth from outside sources. It

is important to look at what young companies do when faced with

finding-nearly 3/4 of their capital from outside sources.

Some companies cannot find financing, and continue to operate

in an undercapitalized state. Others merge with large corporations.

From 1972-1977 the Federal Trade Commission reported that over 75%

of all mergers were between very small companies (with-assets of

less than $1 million) and large companies, (42% of which had assets

in excess of $100 million).
1 -Once absorbed into the body of a

larger company, these small firms are apt to lose their independence

and flexibility, and also may innovate less rapidly than their

independent counterparts. Another even less desirable result of the

shortage of equity capital is the threat of foreign acquisition of

small U.S..high-technology firms. A June 14, 1979 report of the

Senate Small Business Connittee listed a number of high-tech companies

ISource: Federal Trade Commission, Statistical Report on

Mergers and Acquisitions (1973-1978).
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n fields such as data processing, advanced electronics, 
and vehicle

nd telecomunications electronics in which a controlling or near-

;ontrolling interest had been acquired by foreign investors. This

It indeed a very serious problem.

If a young company is lucky, it will survive as an independent entity

and avail itself of outside venture capital -- i.e. long term

growth dollars provided by SBICs or non-SBIC venture capital companies

during the highest risk stages of a young company's growth cycle.

Currently, however, ve-nture capital is going into small business at

an annual rate of only about $1 billion. Certainly more is needed

to finance young companies today which will be major corporate

cometitors of tomorrow. More is needed to keep our economy, with

_ its current gross national product in excess of $2.5 trillion,

healthy and growing for many years to come.

SBIC-venture capitalists generally take a minority ownership

position in the companies they assist and hope to achieve capital

gains. The 1978 reduction of the individual capital gains tax from

_49% to 28% has had a most beneficial Influence on the amount 
of money

.flowing into venture markets. Demand has increased along with supply.

Entrepreneurs, perceiving the greater potential for reward,

are requesting capital in larger numbers than ever before. Many of

them are seizing upon the opportunity to leave other employment to

establish their own companies. To meet this heightened demand,

-there has been a steady increase in the amount of funds committed

to private investors since 1978, when strong Congressional support

.-of the tax-reduction became apparent. In the past two years, for
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example, venture capital companies have received commitments of new

capital for investment into private partnerships in excess of S385

million, compared to $20 million in 1977. In addition, 82 new SBICs

have been formed wtth private capital of $104 million, which can be

leveraged at least three times.

These signs are encouraging, but it must be remembered that in

spite of the increase in available venture capital, it takes much -

greater investnent to develop a new business today than it did ten

years ago. Not only have labor and equipment prices risen dramat-

ically, but our high rate of inflation erodes real gains from even

the most successful investments. The venture capital drought of the

past decade has created enormous pent-up demands for risk funding,

and our Association strongly feels that it will take more changes in

tax policy to bring forth enough venture capital to fill that demand.
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Tax Initiatives

Our Association supports all of the five major capital 
formation

initiatives proposed by the recently held White House Conference on

Small Business.
2 Two of the White House proposals in the capital

fomation area are at the top of our Association's list in the tax

area. Specifically they are: 1) more effective capital cost

recovery and 2) the capital gains "rollover". Our Association strongly

--supports the Nelson-Bentsen-Packwood capital cost recovery proposal,

S. 1435. Our top tax priority, however, is the rollover. After

!_touching on a few other tax initiatives our Association feels 
would

be very helpful, I will turn the "mike" over to Harry Flemming who

will talk in more detail about the type of rollover we feel would be

most helpful to small companies.

2The five major capital formation proposals of the White House

Conference on Small Business are as follows:

A. Replace the present corporate and individual income

tax schedules with more graduated rate scales, specifying

the graduated corporate tax scale up to $500,000, and

reducing the maximum personal income tax rate to fifty
percent from seventy percent.

B. Adopt a simplified accelerated capital cost recovery
system to replace the present complex Asset Depreciation
Range (ADR) regulations, with provisions such as (a)
inmediately expensing capital costs less than a specified
amount, (b) immediately expensing government mandated
capital costs, and (c) the creation of a maximum annual

benefit that may be derived from the system.

C. Revise estate tax laws to ease the tax burden on family-

owned businesses and encourage the continuity of family

ownership.

D. Provide for a tax credit for initial investment in a

small business, and permit deferral of taxes for rollovers
of investments affecting small businesses.

E. Provide tax incentives in the form of a new security

called a Small Business Participating Debenture (SBPD)
to provide a source of capital for small businesses.
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In addition to the White House Conference proposals, our

Association believes that qualified stock options should be reinstated.

I would suggest that, in order to give managers a real incentive to

join smaller firms, options of the pre-1969 variety must be made

available. Small businesses are seldom able to match the salaries and

fringes paid by large corporations, so its hard for them to grow by

attracting the highly competent managers they require. The qualified

stock option is a means of permitting new and growing concerns to

employ qualified people and to allow those employees to share in the

growth of the businesses for which they work. I believe the action of

Congress in removing the tax advantages of stock options is

another example of legislation which had an-unintended adverse impact

on small business. It's surely time to reverse that wrongful decision.

Our second supplemental tax recommendation concerns Subchapter S

corporations. For almost twenty years, SBICs have asked Presidents

and Congresses to make a minor change in Subchapter S. While the

Treasury Department has promised on numerous occasions to send a

proposal to Capitol Hill, it has never done so. Specifically, we think

that SBICs should be able to own stock in Subchapter S corporations.

Under present law, SBICs are-precluded from doing so. Also, a second

change we recommend in the Subchapter S statute is the removal of the

passive income test for SBICs so that such companies could qualify

for and elect to be taxed as Subchapter S corporations. It is

certainly the intent of Congress to foster the formation of capital

in small companies through the SBIC program. Allowing SBICs to be

Subchapter S corporations would further that Congressional intent.

Finally, we recommend that partnerships also be permitted to own stock

in Subchapter S corporations. Most non-SBIC venture capital firms are
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organized as limited partnerships and smaller fims should 
be able to

attract funds from those companies without losing their Subchapter 
S

option.

Rollover

The rollover concept has certainly come to mean different 
things

to different people. Host, but not all, seem to think in terms of

capital gains when the term "rollover" is mentioned. In the small

business area, several concepts are known.

One rollover would allow a capital gain realized in a 
small

business to be rolled over into anything. While that would be very

desirable for owners and investors in small businesses, 
we feel

that such a concept would not serve the capital formation 
needs of

small business by allowing gains to be rolled out of 
small companies

and into less risky larger investments e.g. government 
securities or

"Fortune 500" equities.

Another type of rollover would allow a gain realized on 
any

investment to be rolled over if reinvested ,,thin a small business:

Such a provision would certainly attract a great amount 
of capital.

Another concept would establish investment accounts in 
which

Individuals could invest in anything, and all income accruing to

that account, be it capital gain or dividends or interest, 
would

be rolled over, i.e. the tax would be deferred until such income

were withdrawn from the special account. While such a proposal is

a worthy one, we do not feel that it alone would provide the flow

of new venture and equity dollars into small companies that 
is

currently needed.

63-7 9 0 - 80 - 47
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Since most venture capital today is invested by institutions,

a rollover account directed towards individuals will be of little

help. Certainly some individuals will invest in small and private

companies but the practice would not, in our estimation, be wide-

spread. Indeed, the securities laws currently limit participations

of individual investors in small private companies so that even if

syndications of individuals were put together, they would be very

limited. We therefore strongly recommend that any rollover provision

which is introduced into law by the Congress be expanded to include

institutional investors, particularly SBICs which must, by law, reinvest

all proceeds in new and growing small businesses.

While venture capital benefited greatly from the capital gains

tax reduction of 1978, much more is needed. Additionally, most of

that venture capital has flowed into limited partnerships which are

created for a specific purpose and usually have a limited life of

approximately ten years. That partnership popularity flows from the

fact that the 1978 capital gains tax change signaled a major reduction

for individual capital gains thereby making the partnership vehicle

relatively more attractive. The corporate venture capital vehicle

is still much in need of tax incentives.

A fourth type of rollover covers the situation where the proceeds

of sales of securities issued by businesses when they were small are

reinvested in other small businesses. We feel that such a rollover is

equitable, fairly balanced against other public policy goals, easy to

administer and potentially very helpful for the small business community.

Our association strongly supports the rollover introduced by

Senator Gaylord Nelson (S. 653). That is essentially the proposal

endorsed by the White House Conference on Small Business and it
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would provide a deferral of tax if a gain realized in a small business

were reinvested in another qualified business within a specified

period of time. Essentially the rollover we envision would operate

similar to the primary residence rollover in contrast to the IRA-type

rollover, i.e. focusing primarily on the characterists of the invest-

ment property rather than on that of the investment instrument.

I wish to emphasize, however, that the two proposals are not

mutually exclusive. If Congress should choose to do so, the small

business rollover and the investment account rollover could easily

be combined into one piece of legislation.

A Nelson-type of capital gains rollover would meet two very

desirable objectives. First, an entrepreneur would be able to sell

his business and go into another without a major tax impact. Cur-

rently, he can avoid the tax only if he sells out to another

corporation. in a stock transaction. Thus, for purposes of tax planning,

entrepreneurs regularly do that. The result, of course, is an even

greater bias towards concentration in the economy -- something for which

the tax code is directly responsible.

S. 653 is a good piece of legislation in our opinion since it

would channel more dollars into small companies, this bill if passed

would have a significant impact on venture capital investment in

small companies.

From the preliminary indications we have received, this bill would
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not be expensive. It would also in the long run increase competition

by relieving some of the pressure which is currently on small businesses

to merge into large companies relying upon Section 368 of the Tax

Code which allows such mergers to be conducted tax free.

Additionally, S. 653 would allow for a capital gain to be rolled

over from a small business into another small business or a small

business investment company. That would take care of the problem

of the older entrepreneur who might not want to start another small

business. He could then invest in a small business investment

company where his funds could be professionally employed in the

venture capital industry. We feel, however, that the rollover should

be granted for limited partnership interests so as to allow invest-

ments in limited partnership SBICs and small businesses.

While firmly supporting S. 653 in concept, we would wish in

closing to make just a couple minor suggestions which will make the

bill much more effective in accomplishing its purposes. First,

S. 653 provides that in order for a gain to be deferred it must be

rolled over within an 18 month period. We feel that such reinvest-

ment period is inadequate because many times it's difficult to find

a new investment in a short time. Our Association strongly recommends

that the reinvestment period be at least 24 months. Experience in our

industry proves that it may take as much as five years to reinvest the

proceeds from the sale of a hiqhly-successful "winner". Spcondlv, the

small business participating debenture is a concept which is gaining

wide support. It was one of the recommendations of the White House

Conference on Small business and as mentioned before our Association

supports the concept. We would recommend that Congress in adopting

the small business participating debenture, also allow that capital
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gain to be rolled over into common or preferred stock or also small

business participating debentures. This would allow outside investors

much more flexibility in structuring their investments and would in

many instances be much preferable from the standpoint of the small

business owner.

Our final comment on S. 653 is really a technical drafting

comment. S. 653 allows a capital gain to be rolled over into a small

business or an SBIC but it applies the passive income test as defined

in Sec. 1372(e)(5)(C) of the Internal Revenue Code. Since that

section mandates that no more than 20% of income can be from royalties,

rents, dividends, interests, annuities, and the sale or exchange of

stock or securities, no SBICs would be able to qualify. In fact, the

bill would create a real "catch 22". If an SBIC received more than

20% of its income from the above categories, it would not qualify

for rollover under S; 653. If the SBIC, on the other hand, rearranged

its activities so that it qualified under the passive income test,

it would no longer qualify as an SBIC. A proper redraft should

include SBICs as qualified replacement property, but not subject them

to the passive income test-under Section 1372 of the Code.

Summary

In summary, our Association strongly supports the five capital

formation proposals of the White House Conference on Small Business.

We more -specifically support the Nelson-Bentsen-Packwood Capital Cost

Recovery Bill and the Nelson Rollover Bill. In addition, we support

qualified stock option legislation and liberalization of Subchapter S.

Our top priority is the rollover bill and we feel that Congress, in

order to provide equity for enterpreneurs diversifying out of their

businesses and to provide incentives for corporate venture capitalists

to finance more small businesses, would be both wise and prudent to

enact the Nelson small business rollover-provision.



738

NFIB f=

STATDENT OF

JAMES D. "KIKE" McKEVITT
DIRECTOR OF FEDERAL LEGISLATION

ACCOMPANIED BY

JOHN J. MOTLEY, III
DEPUTY DIRECTOR OF FEDERAL LEGISLATION

NATIONAL FEDERATION OF INDEPENDENT BUSINESS

Before: Finance Subco=Ittee on Taxation and Debt Management

Subject: Proposals for the Encouragement of Small Businesses through Tax
Reforms and Capital Formation

Date: April 1, 1980

Mr. Chairman, on behalf of NFIS's 600,000 small and independent business

members, I appreciate this opportunity to express ourviews on the capital retention

needs of small business.

Capital retention is a particularly important part of small business' capital

formation process. While investor financing is available and desired by some small

firms, it is and will always by atypical. Capital retention (earnings or profits)

and bank loans are the two normal methods of financing a small business. Since

bank loans are generally contingent directly or indirectly on the earnings of a small

firm (no small versions of Chrysler need apply), the ability of a small business to

retain capital Is particularly vital to its operation.

Smell business is all too often overlooked and misunderstood as a macro-economic

factor. Aside from the jobs it creates and the innovations it produces, there is

evidence of higher capital productivity than has large firms.l/ That is to say, foi

every additional dollar invested in a small business, the increase in wealth generated

is proportionally larger. Such indirect investment as a small business thereby

FewfalLegisIaVeO ,ce 490 L Er'-1' Paza fas S W. Sute 3206 Washvnwo 0 C 20024
Teepoe 12021. H,- Y:ce Sa1 .c aeo C a1o.
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produces societal gains. NFIB does not'mean to argue that the corporate giants

don't have their problems, but the mall firms have a vital economic role beyond

that of sabMly supplying competition.

Al1 too frequently it has been asumod that the contribution of smll business

to economic growth is fundamentally passive. The large msacro-models tend to

support that view as veil they should. Lacking the fundamental ability to sinmlaUe the

operations of the entrepreneur as a unique economic entdity subjected to differLng _

ecoomic stimuli and reacting in differing manners to similar stimuli, the result

of such models are predictable. (For example, how possibly can employment be under-

stood without o entries being considered?) Dependence on them by policy makers, there-

fore, toads to distort the policy alternatives ssessed and the results achieved. .One

delegate to the White Rouse Conference sumsarited small business' view of Treasury's

criticisms of several tax reducing measures in saying "What do they think we do with

the extra money? Bury it in the yard?"

From the small business perspective, there is a second major point of tax

policy. Tax provisions which are esoteric and complex but provide an "ideal" dis-

tribution over the business population are not equitable. A tax incentive is valuable

only if it can be uAed. If, a a practical better, a tax incentive cannot be used

by a substantial portion of the population, than an unfair anti-competitive bias has

been instituted by 1eo or regulation. This is the principal reason 11715 feels mall

business will do reasonably well under the lO-S-3dePreciations proposal.

The following contains 117's "shopping list'
. 
of capital retention priorities.

They are not the Sam as the White House Conference's simply because N1I7 represents

all sall bus i ess where the Conference delegates vere disproportionately large, corporate.

ad capital intensive. It is, therefore, important that you review Table 1 carefully

understand the effect various capital retention proposals will have on which

small firms.
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Payroll Taxes

Of tha various forms of direct taxes paid by small business, payroll taxes

(social security and unemployment compensation) are the costliest to a majority of

firms (se Table I).

Small businesses paid a conservatively estimated $28 billion in total payroll

taxes in 1979. This figure amounted to roughly 412 of the totalpaid in by ptlvate

sector employers.%/ An estimated $22.5 billion alone was paid by the small business

sector in social security taxes.3/ Given that total PICA taxes paid in by private

employers was roughly $53 billion in 1979, small business accounted-for an absolute

minimum of 372 of the total private sector employee payroll tax contributions.

Despite the existing level (and adverse consequences) of payroll taxes, higher

ad higher levels are anticipated. The Social Security Financing Act of 197)

raised tax rates from 5.852 to 7.152 and the wage base from $16,600 to $42,600 over

a ten year period. Even that vill not be adequate to cover legislated benefits.

We already have a "temporary" cash flow problem in the OASI fund which som feel

may not be covered by "borrowing" from other funds.4/ WV face a conservatively

estimated $632 billion (1977 dollars) long term shortfall in OASI alone and

tax rates possibly doubling those today4/ And that is only Social Security.

States like Pennsylvania are discussing increased unexployment compensation taxes

to repay the Federal government for loans received during the lest recession. Another

recession surely will add to pressures in several states to maintain, if not add,

payroll taxes to cover unemployment compensation costs. Finally, the Congress

is discussing a national health Insurance program. While the proposals are many

and varied, at least some consideration has been given to financing national heath
insurance through direct payroll taxes. As a result, the plaroll tax oro mll

business faces not ogk is one of copi with xisting levels, but If 1vertna

extraordinary Increases.
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payroll Tax effect oM Buslins Starts

It i clear mail business has been the sector primarily reponsible for

$he incredible increase in the number of. net now jobs over the past decade. Devid

Mbch at MIT h&# estimated that between 1969 and 1976. 2/3 of the nation's not

vow private sector employment came in firm employing 20 or fever persons. mighty

percent came in firm employinX 100 or 1.e6.2.' While theme data have been generally

1eoognized and often publicized, Birch's second major findinS is overlooked. Be

emtes that employment loss due to business failure is virtually constant throughout

the ontry. Migration is of virtually no consequence. The net gains in pJoymnmt

teault from the number of new business starts and the expansion they undergo in their

first four years of operation (Tables 3 and 4).4/ Thus, It is the new expanding

business (almost always quite small) which has had such an important and positive

effect on employment.

The majority of the nation's technological innovations also came from smll

business._/ These are often new, rapidly growing firma. Without them, our dismal

productivity record over the past decade would be even worse. but the evidence is

that the number of new innovative firms has been decreasinglargely due to a lack

of capital.

It Is en understatement to note the vulnerability of 
new small businesses.

Typically, the new entrepreneur is inexperienced, woefully 
underfinanced, and can

expect an initial period of unprofitability. ?or example, nine of ten have not

-oed and operated a business previously.01 While a majority of new entrepreneurs

hae had some type of management or marketing experience working for others prior to

entry, ren8g the entire operation from finance to personnel is considerably

different. further, 601 of the people starting their own business (in contrast

-to purchasing an on-going business, inheriting or purchasing a busLness from a

relative, or buying in) have as their malor source of financing -- personal resources

(ee Table 5)._J/ Virtually every type of new business venture is heavily dependent
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on the personal resources of the Oener(s). This generally means a pinch on cash

flow. negligible capital for business investment, and absolutely no non-essentiAl

personal expenditures. Not surprisingly, the turnover rate io high.

The Impact of pa, rell taxes on such firms Is particularly onerous. It

raises the fixed costs of doing business exactly when the business Is most vulnerable

and most in need of capital. With taxes levied on employees, the entrepreneur's

tax is not related to income, financial health of the business or anything of that

nature.

Obviously, existing payroll taxes are regressive for both employers and

employees. But in a very real sense, payroll taxes are more regressive for new

entrepreneurs than for any other group. The payroll tax levy on employees at

least bears some relationship to earnings. That is not true vith the new entre-

preneurs. In fact, quite the opposite appears to be occurring. While regrettably

no data exists to support or refute our observations, it appears that because new

venture tends to be undercapitalized the labor-capital six Is heavily tilted toward

labor and will continue to be until such time as the business is sufficiently

profitable to begin substituting capital. Thus, the taxes paid on labor bear

most heavily on the new entrepreneur.

Second, because the new venture is so frequently undercapitalized, the wages-

paid to employees tend to be lover than in comparable firms of greater longevity.

That means a larger percentage of payroll will be subject to taxation, Remember,

both FICA and UC have "wage bases". Once those bases are exceeded, no tax is levied.

Thus, as a general rule, the greater the range in wages paid and the higher the wages

paid, the lower the tax as a percent of payroll.

Third, unemployment compensation tax rates can actually be higher for new

firms than most established firms. Each State determines its unemployment compen-

sation tax rate based on the experience of the firm in having former employees

collect from the fund. These "experience ratings" have a ceiling and a floor.

-5-
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Dependle8 upon the Individual state, f irms must acamulate mmployent experience

* from one to three years before receiving a tax rate based on their actual umalo ment

-experience. New firms in 39 states must pay an effective tax rate of 3.4 percent

vstIl they are assigned an experience rating. Moreover, this tax rate doe not

vary across industries, and therefore doss not take Into account the employment

stability a new firs Is likely to achieve in a particular industry, based on the

Ladutry's historical mployment stability record. Consequently, two se ro

are likely to develop, Flirt, new firm may benefit relative to their experienced

rated competitors if they are in an industry which Is usually signed msaimun

rates under experience rating. Second, new firm vil be at a disadvantage relative

..to-their eamrince-rated competition If the industry has a very stable employment

history.()

Finally, payroll taxes Impede the development of na businesses by diverting

mnded resources to allow the fir to survive and grow. The two principle areas

Jvolved are cash flow and reinvestment both of which affect a firm's ability to

borrow and become a healthy business. Since both are Important to a business and

frequently misunderstood, each t explained with an exampIe below:

It has been comon practice for a small business to receive

a 22 discount on goods paid for within 10 days. If the goods are

paid for in more than 30 days, a 22 penalty is added. If the firm

has a healthy cash flow, it can take advantage of the discount

and vice-versa. Thus, on the purchase of $200,000 worth of goods

In a year's time, the diff-tence between a good and bad cash flow

Is 42 or $8,000. That margin is sufficient to determine whether

a new firm lives or dies.

With energy coasts rising and energy costs per dollar of

sales Inversely related, an energy conservation inve.stment(s) may

reduce overhead. Reducing overhead Improves both the short-term

and long-term profitability of the business. The more profitable

it becomes, the more it can reinvest to become more profitable.

and the greater its prospects for survival.
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The Imact of Payroll:Taxe on Established Small Businesses

The Impact of payroll taxes on established emal businesses is generally

similar to that found on now small businesses, only less severe. Many of the

financial handicaps experienced by starting enterpreneurs are either no longer

present or are considerably reducsd,including the ability to borrow. Yet, It would

be erroneous to assume that payroll taxes do not have a significant adverse imact

on established small businesses.

The first point to recognize is that as a group, small business spends

a greater portion of its gross sales on payroll than larger firms (see Table 6).

That, combined with the fact that small businesses have a greater portion of their

payroll covered by 'wage bases" means small businesses are paying a disproportionate

amount in terms of percent of gross sales. Due to difficulties in handling the

data for proprietorships, the comparison can't be made on the basis of percentage

of profits.

Second, analysis of the actual unemployment experience ratings of business,

by size of payroll, (as measured by the amount of benefits charged per dollar

of contributions to the system), indicates that the smallest firm have in fact

lover benefits to contribution ratios than larger firm. According to research

conducted by Professors Janef T. Bennett and Manuel Johnson of the George Mason

University, small experience-rated firm in the states of California, Wisconsin,

New Mexico, Oregon and North Carolina all had lover unemployment insurance tax

rates (see Tables 7-11).L2_/ There is no reason to believe that these states are

atypical.

Third, while it is popular to view small entrepreneurs as 'well-heeled"

and hence capable of absorbing payroll taxes with only a modest reduction in

one's standard of living and no business impact, that clearly is not the case.
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311 survey data corroborated by Cenasu figures q Indicate a very wide range in

the dollar mounts taken out of a business. For the year 1976, we estimated 72

were taking $50,000 or more from their businesses (salary, profits and return

on Investment) while 192 earned less than $10,000A..1 Considering the hours

worked, the latter group we erring les than $2.85 per hour (a figure approx-

imating the then minimum wage). Not surprisingly, the larger the small busine,

the greater the return.

Two other pieces of data Indicate the lack of capital for cah flow end

investment purposes mall businesses now face. Over the last two years record

nuers of amall firm are borrowing. Approximately one of every two are nov

regular borrowers (defined a generally borrowing once every quarter) which- is

up from one in three only a few years ago.4_, One would, therefore, expect

massive capital investment. Yet, between April and October, 1979, we say 402

of small businesses making no capital investment, Si with capital investment of

less. then $1,000 and another 202 with a capital investment of $1,(00-$5,000;_/

These factors all have enormous implications on productivity and inflation.

points which N371 was not asked to address at this Junction.

In conclusion, I would simply repeat that payroll taxes currently have

an adverse and disproportionate impact on small, and particularly on now small,

businesses. That is bad enough. but when we look at the potential of additional

payroll taxes being imposed, it becomes absolutely terrifying.
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Some Suaestions

Obviously, refusing to enact a national health insurance program or at least a

program funded by payroll taxes, would be helpful. Second, Senator Saran has been

conducting hearings on means to tighten the unemployment compensation program. The

Senator is to be commended and we hope his subcomittee viii revtew the question of

experience ratings at some future time.

The largest payroll tax, FICA, is considerably more difficult. We will. however,

recommend separation of the annuity and transfer functions of OASI program. N371

shortly expects to have a precise proposal for consideration.

Depreciation Reform

Proposed legislation known as "10-5-3" provides an opportunity to greatly

simplify depreciation tax rules and provide a great boost to capital formation.

Inflation's effect on the cost of new capital equipment, as well as the undervaluation

of depreciation taxdeductions combines to severely limit new purchases of capital

equipment and production capacities.

Historically small business has not been able to amortize the purchase price

of capital assets as rapidly as larger businesses. While there may not have bean a

conscious attempt to cause this situation, the effect has been the same. The prime

culprits have been the complexities of the Internal Revenue Code, the rules and reg-

ulations of the Internal Revenue Service and their attendant paperwork requirements.

The only relief afforded business inthe capital recovery area recently is a

very complex alternative called Asset Depreciation Range (ADR). However. mall business

Is generally precluded from using the ADR method as a practical matter, since the second

paragraph of the regulations refer to 25 definitions necessary to understand terms used

in ADRI (Reg. 1.167 (2)(2)). Since 952 of depreciable assets of ADR electors are

-9-
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those with companies with ssets in excess Qf $100 million, this Mounts to a benefit

almost solelyavaileble to giants (see Table 12). The amount of this benef it aloa was

estimated st $9 billion in 1974. The Capital Cost Recovery Act repeals ADI and more.

For small business, the two most important aspects of the bill relate to the distributive

benefits and to the simplicity.

The present system of depreciation is extremely complex. I refer you to IRS

Publication No. 334, "Tax Guide for Smell business-1979 Edition." Starting with*page no.44k

the mount of description used here could be reduced 
significeanly by eliminating major

portions of the verbiage due to the simplificationof 
the CapitalCost Recovery Act. The sec-

tion entitled "Useful Life" couldbe eliminated; the section entitled "Salvage Value' could 
be

eliminated; the subject entitled "Additions First Year Depreciatiot" can be sliminatedi

the "Nathods of Computing Depreciation" can be eliminated, since there will only be

one method. In lieu of this, there could be a reasonably short section saying:

"Mthod of Computing Depreciatiod', which might read as follows:

There are three types of assets generally used in computing 
depreciation:

1. Automobiles and Light Delivery Trucks -- the first $100,000

is deductible over three yesrs asoutlined in the attached schedule.

2. All other tangible personal property is depreciated over 5 years
using the attached schedule.

The investment tax credit is 61 for the first $100,000of automobiles

and light delivery trucks and the balance of tangible personal property

receives a 102 Investment tax credit.

3. Real property that's non-residential which has a useful life nov of

10 years, is depreciated over the attached schedule.

This eliminates the explanation for straight line method, decliping balance method,

salvage value and su-of-the-years digits. Under the section that is called 'Real

LWtate Depreciation", they give a brief description of the methods for calculating

depreciation on, real property which primarily are for non-residential real property.

The lC year life method and the old rules apply for other types of real property.

The brief explanation of class life asset depreciation range Mlstem which is used

by over 90O of tht major corporations can be eliminated

.10-
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It should be pointed out that the explanation under "Class Life Asset Depre-

ciation Range System" is so vague sad general as to preclude the utilization by the

normal small business. It is obvious why the description Is not broader in the

brochure,since the first regulations under ADR requires a knowledge of some 25 different

terms which may explain why the advantages of ADR have been enjoyed by major corpora-

tions and not by the average mail business.

There are a number of other simplifications that are helpful to small business

that aren't emphasized in this previous comparision. Once fully implemented, the system

will-allow the average mall businessman to go to the "Tax Guide for Small Business"

and figure this own depreciation assuming that IRS is clever enough to add a vorksheet

for these purposes!

All choices have basically been reduced down to a very few. The system

automatically qualifies the mall business for the benefit of accelerated depreciation.

if the mall business decides that there is too much depreciation in this year, they

may carry it over to a future year which serves as a mehtod of income averaging for the com-

panies with less than $100,000 of taxable income.

The major complexity of the Bill is in the transition rules. To facilitate

this complexity for small business, we recomend that in the Class 2 Categoryp $100.000

of additions be allowed or allowable for the new fias at once. This removes any

problem of transition from over 90% of the corporations.

If 10-5-3 is adopted, small business will gain substantially more due to the accel-

erated rates used in 10-5-3 than will larger firms, whose abilities to use ADR bring their

depreciation expenses closer to what 10-5-3 would allow. Additionally, a frequent

area of IRS review will be eliminated, simplifying the reporting compliance programs.

Inventory Reform -Cash-Method of Accounting and Simplified LIFO

The method which a fire will use to identify its inventory directly affects tax
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liability. Of the available methods only the "Last in First Out" (LIFO)- method provides

assistance during a period of rising prices. The method, however, requires a complex

set of calculations and determinations to be used.

The LIFO method in practice allows a tax deferral for the effect of inflation on

a firm's inventories. Inventory valuation directly affects a firms tax liability.

During our recent history of inflated prices the overvaluation of inventories has caused

a tremendous drain on retained capital by overtaxation. However, usi of the LIFO

method requires a* experienced tax professional and many hours of work to determine

the U1FO method to bt used and heo it Is to be implemented.

For retailers and wholesalers to be able to comply with IRS (LIFO) regulations,

it is necessary for them to understand various new concepts -- base year, pooling,

dollar value pools, dollar value method, specific goods method. These concepts and many

more mist be understood for the business to identify its inventory using the LIFO

method. retailers and wholesalers need to separate their products by major lines,

types or class of goods. For each line, (e.g. meat, dairy, vegetables) a separate

pool and identification procedure must be used, having the effect that General Motors

may use fever groups than a corner grocery.

I have Only touched briefly on the many complexities involved in adopting the LIFO

method. The best evidence of L.1O's complexities, however, Is 
its use. According to the

-_tLstjs of Incene of Con Oratious, 1974. the total number of corporations using the

LIFO mtbod of inventory valuation was 18,574 out of alMost 2,000,000 Active torporations.

lees than 12. Emever, inflation continues to rise unchecked and small retailers, whole-

salers and manufacturers continue to overpay taxes and deplete available worklng capital

that could be used for growth. This provides for an anti-competitive market a mall

farm find themselvea being taxed more heavily on a percentage basis than large farms.

that is needed is a new approach to inventory accounting for mall business. One

approach that has been suggested is a simplified method of using 1.170. This could be

-12-

63-769 0 - 80 - 48



750

dome by having Yreasury and the Bureau of Labor Statistics develop annual Inflatio

indices in various categories of retail and wholesale trades. These indles could be

applied to the year's ending Inventory to determine the deferral mout, effectively

putting ending inventory on a LIFO basis.

Deform along this line vould be helpful to se Intermediate size businesses, but

will not have any practical effect on huge numbers of smll businesses. Many completies

would still remean, even if the number of pools are reduced and pubilhed indices ere

available. The concepts of a LIFO system, LIPO definitions and the LITO pool deferral

would be too complex to be comprehended easily for small business. Further, the eecept

of LIFO pools representing a tax deferral would cause added difficulties because sll

businesses probably would not properly plan for the deferral. It is doubtful they gould

maintain the necessary funds to pay the tax liability in case of % pool liquidation.

The aser, we believe, is to allow a method of accounting cu.r,,ntly available to

small farmers, the Cash Method of Accounting.16/ This method would in effect allow a small

business to expense inventories when paid. Dy allowing a small business to match

current costs and revenues in this way, small business will be able to compete with big

business on a more equitable basis. They will be able to retain more capital, which will

provide the impetus for expansion ad "growth j7/

Let me quote from the comittea report prepared for the Cosmittes on Ways end

Nmans by the staff of the Joint Comittee on Internal Revenue Taxation, from section 447

of the Internal Revenue Code. OThe Primary Justification for the cash method exception

for farmers was the relative simplicity of the cash method of accounting, which, for

example, eliminates the need to Identify specific costs Incurred." The cash method

treats Income received as taxable Income and expense paid as deductions. This allow$

the Immdiate deduction of purchases of Inventory, reducing net Income end tax liability

in the current period. This deferral will allow more Internally generated capital to

be created, which helps solve a major smell business problem.

-13-
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The deferral of tax liability will be for no longer than the next accounting period,

or usually the following year. The argument that many small businesses will attempt

to shelter income, to limit tax liability or distort income, is absurd. Most small

businesses are simply not capable of financing sufficiently large purchases of Inventory.

Our proposal would be to allow a business which has inventory to use a cash option

method of accounting until it has achieved a certain level of sales, say $2,000,000t

whlch point it would have to adopt a LFO or 7170 method. This would allow a small

business the greatest possible opportunity to use internally generated capital with which

to grow particularly in the early critical years. Further, it would promote equity

by permitting small business to be taxed on the ese basis as big business.

Tax Rate Reduction

Corporate tax rate reductions as well as individual tax rate reductions were

endorsed by the White House Conference delegates. They recognized that the unin-

corporated business as well as thecorporation requires relief in the form of lower

taxes. The present method structure of corporate tax rates inhibits the growth of small

business. The mere fact that corporate rates for all corporations over $100.000 in

taxable income are the sane is highly inequitable. Further graduation of the corporate

income tax is essential in todais inflated economy, so that smaller corporations

can accumulate capital and expand. Further graduation will also help to equalize

the competitive advantages currently enjoyed by big business.

Investment Tax Credit

Most small businesses that require investments of machinery and 
equipment when

they are new will, out of necessity buy used equipment. In fact, if the necessary

depreciation reform does take place, there will be available a substantial 
amount of

used equipment for manufacturers. However, the investment tax credit rules limit a firm

to obtaining a credit on only the first $100,000 in used equipment. 
this discriminates

-14-
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directly against the new and expending mall business with large capital equipment needs.

We feel that there is no need for a limltation on the investment credit for

used property and that this should be changed as a sean# tovards increasing productivity.

Iollover.

1713 is concerned that the continuity of a snail business not be unduly dIp-

turbed by an owner's retirement or by large firms seeking to further concentrate their

Markets. 17B members have approved two types of rollover concepts. One would allow

a deferral of the first $25,000 of profits reinvested ins small business and the second

would allow deferral of any capital gains as long as the reinvestment tookplace within

18 months.

Legislation which would include these two concepts would alter the trend

towards further concentration of small businesses. It would maintain the relationship

between a community and business owners of a community who currently work together.

At the ase time it would allow that the sane benefits be available to a &sell business

exchange as one selling out to a large business.

raluoion

One addtional point needs to be made. The delegates to the conference represented,

for the most part, the successful larger mail business. The delegates recognized.and

It was widely discussed, that smaller sall business would not benefit to the same extent

oan many of their recommendations. The three areas which will directly help the new

and growing business are:

1. Tax rate cuts for unincorporated as well as corporations,

2: Allowing a cash method of accounting for firms under $2 billion in
gross receipts,

3. Payroll tax reductions.

Theme three proposals will directly assist the mallaest part of the business

population, no matter what its organization form is.

-15-
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TABLE 1

DIRCT IMACT of VRIOUS TAX CRAPGES o2 MULL DUIJIS

(3.5 million mall, non-farm eIployers)

jorm of Tax Change

Payroll Tax
seduction

simplified
Depreciation

Cash Accounting -
$2 Million Gross
Sales Cap

Corporate Rate
Reduction

Estimated
Number of Small

Businesses Affected

3.5 million

1.75 million vith new
depreciable equipment
or vehicles every
six months

I million

I million

Frequency of Affect
on Individual Firm

annual

annual

annual

annual

Type of small
Suain"s Nost Affected

Wholesalers sad
manufacture

smallest retailers,
wholealers and
manufacturers

corporations with
taxable income -
tend to be larger
mall business

100,000 annual mazi-
sua - probably fever

20,000 annual maximum
probably fever

onte-time

irregular and
infrequent

larger mall manufac-
turtrs and some new
entries

2

no Investment
Credit Cap on
Used Equipment

Roll-orer
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TABLE 2

COSTLIEST BUSINESS TAX FOR SMALL BUSINESS - 1977

fom of Business
Proprietorship
Partnership
Corporation

AnAul Gross Reelpts
(in thousands)

lees than $50
$50 - $99
$100-199
$200 - 349
$350 -499
$500 - $749
$760 -$999
$1.000 - $2,999
$3.000 and above

Sector
Retail
Wholesale
Manufacturing
Construction
Non-ProfesionalServices

Finance
Transportation
Professional Services
Agriculture
Unca- sifled

TOTAL

TYPE OF TAX
Business Inventory,

lyroll ' Incom 3 3 Property Other Undecided

43% 37% 16% 2% 7%
46 32 16 2 4

61 27 7 1 4

31% 42% 21% 2% 3%
44 34 17 2 3

0 31 14 2 4

58 28 9 1 4

61 26 9 1 3

62 28 6 1 3

60 26 8 2 5
60 32 5 - 3

46 41 6 2 6

50%
49
-32
66

31%
36
57
27

14%8
8

53 32 11 2 3
62 28 4 1 5
65 22 26 2 6

44 40 12 1 3
32 34 33 1 1

35 41 11 A - 8

62%---- 2% 12% 1% 4%

'includes any payroll tax, e.g. Social Security and Unemployment Compensation

includess State and local Income taxes where applicable
$personal Income tax for proprietors and partners; corporate Income tax for corporations

SOURCE: unpubflshd tabumtions. National Federmtlon of
Independent 178nes. $g7
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Average Components of faployment change
for Metropolitan and Rural Areas

by Region, 1970-72

Metropolitan

CH A G 2HS DEATHS EWAD. CNTRCT. !IPAZG. OUMinG.

northeast -6.6% 4.5% -12.1% 10.9% - 9.9% 0.2% -0.3%

North central -4.3% 4.5% -10.2% 10.6% - 9.3% 0.2% -0.2%

South -0.0% 7.8% -11.6% 13.6% - 9.9% 0.3% -0.2%

Vet -3.5% 6.7% -13.9% 14.2% -10.7% .0.3% -0.2%

R ira1

CANE BIRTHS DEATHS EXPAND. CO"TRCT. flDG. O~?f4XG.

Northeast -2.3% 5.4% -13.2% 13.6% -8.2% 0.3% -0.2%

North Central 1.4% 6.6% -12.7% 15.9% -8.5% 0.3% -0.2%

South 1.2% 7.4% -13.9% IS.6 -8.0% 0.4% -0.2%

vet 7.7% 10.4% -14.8% 21.6% -9.6% 0.3% -0.2%

sources Alllmmm and Iircho CM.nents of Zlopent Chanqe for Metropolitarn and
Rural Areas in the United States by Industry GrouP, September, 1975.



Table 4

Status of Firms vs uployment Gains by Relgon,
1969-72, 1972-74, 1974-76

girthas
Percent ployment Gains in firms that are:

branch/ branch/
TIm Inde- Read Subsi- HQ in VQ out of
Period pendent Quorters §.& M State State

"Mrtheast 1969-72
1972-74
1974-76

North Central

South

West

1969-72
1972-74
1974-76

1969-72
1972-74
1974-76

43.5
40.8
29.2

42.8
36.1
25.1

39.8
39.1
29.7

6.9
4.7
2.5

6.8
4.1
i.8

6.0
4.3
1.9

1969-72 42.2 5.8
1972-74 46.4 4.2
1974-76 29.9 2.1

Expansions

Time
Period

Northeast 1969-72
1972-74
1974-76

WortI. Central 1969-72
1972-74
1974-76

Percent 1opymnt Gains in firms that ares
ranch/ Branch/

Inde- Read Subsi- EQ in SQ out of
pendent Quarters diary State State

62.9
55.9
57.9

58.2
55.4
S4.3

16.7
20.6
21.4

15.4
20.8
21.2

1969-72 59.2 -13.3
1972-74 56.0 16.0
1974-76 54.2 17.4

1969-72 60.3 15.8
1972-74 58.1 21.1
1974-76 56.7 22.3

14.6 29.2
17.7 32.3
28.1 38.5

15.9 30.7
20.0 36.8
30.5 41.3

12.9 36.4
13.5 39.9
20.9 45.8

20.2 27.6
21.0 25.8
29.6 37.1

4.4
5.7
4.2

6.1
6.0
6.3

11.7
11.9

9.7

15.3
13.1
13.2

18.4
19.3
18.0

13.3
11.0
11.0



Table 5

no TAUT son Or cmzW=i. FINAN WAT Or~a svuisxs uMIY

- E ...

Parchs.
Inherit

(or lurahes. trom Iamiy)
TA~ipf R'. ank& I"w Vent GOVt Other

TOM 790-S Mae 3mks Vintj EM@YW utner; Iu -rem -U1 AUW LO V -.

so 9 23 3 0 1

1L7 13 25 4 0 1

5 7

1 0

1 0 0 0

0 0 0 0

71 .45 91 9" 97

24 33 31 1 0 2 3

21 16 IS 2 1 1 2

7 4 9 0 0 0 0

0 0 0 2 1 1 0

47 47 43 95 97 95 95

4 zuvssueI (wut FrISMi or Relatives)
5 vesture Ctl

!mmerommt S06r14
hwledee 9Z s reepmee

Source: NFIB unpublished survey on "Nov Small Businesses
Begin". November 1979

of

lot

am4

3rd

4th

notgo

I
Rat-



Table 6

Percentage Point Difference in Payroll as a Percent of 
Gross Receipts Between

Firms Annually Grossing $250,000 or More and Selected Other Size Firms - 1972

Gross
Receipts

(in thousands)

$200 - 499

$1,000 - 4,999

$50,000 - 99,999

Construction

Industry Sector

Manufacturing

Source: Developed from Enterprise Statistics, U.S.

Bureau of the Census, Dept. of Commerce.

Wholesale - Retail
SelectedServices



Table 7

Contributions and Benefit Charges for Fiscal Tear 1975
for Experience-Rated Firms in the State of California by Taxable Wage Interval

Contributions Benefits. Charged Ratio of

1974 Taxable Wage Number of July 1, 1974 to July 1, 1974 to Benefits to
Interval - Employers June 30, 1975 June 30, 1975 Contributions

I ' I
4,999 86,445 $ 7,138,804 I $ 9,002,321 1.261

5,000 - 9,999 63,216 11,155,881 , 15,746,936- 1.412

10,000 - 24,999 92,381 33,262,252 49,681,510 , 1.494

25,000 - 49,999 48,790 37,230,114 60,830,088 1.634

50,000 - 99,999 29,412 45,066,423 81,413,654 1.870

100,000 - 249,999 20,091 67,996,778 130,412,059 1.918

250,000 - 499,999 6,789 50,608,879 103,781,997 1 2.051

500,000 - 999,999 2,983 44,921,820 91,231,286 2.031

1,000,000 - 2,4999999 1,619 52,367,457 106,371,509 2.031

2,500,000 - 4,999,999 507 33,870,676 66,580,840 1.966

5,000,000 - 9,999,999 243 32,344,755 68,424,316 2.115

10,000,000 - 24,999,999 142 41,116,951 71*979,82i 1.751

25,000,000 - 49,999,999 33 21,268,362 37,020,995 J 1.741

50,000,000 and Over 32 46,275,593 59,289,556 1.281

Source: State of California, Employment Development Departmnt,

Fund, Report 515, Sacremento, 1976, p. 104.
1976 California _ wloyer Contributions to the UnempL Oy €i



Table 8

We4hted Average Experience Ratings for Rated

Firms in Wisconsin
by Taxable Payroll

and New Mexico in Rate Year 1978
Interval and by Weighting Scheme

Wisconsin I e Mexico

Taxable Payroll Taxable Taxable I Taxable Total

interal Payroll Payroll., Firms I I i
, |1.40

$I,000
1,000 - 24,999

25,000 - 49,999
50,000 - 99,999

100,000 - 249,999
250,000 - 499,999
500,000 - 999,999

1,000,000 - 2,499,999
2,500,000 - 4,999,999
5,000,000 - 9,999,999
10,000,000 - 24,999,999
25,000,000 and Over

2.40
2.86
3.06
3.28
3.42
3.65
3.75
3.66
3.67
3.63
3.02
2.62

2.21
2.72
2.95
3.20
3.40
3.68
3.74
3.64
3.63
3.81
3.16
3.09

2.252.84
3.05
3.27
3.41

1.351.42
1.47
1.53
1.67

3.bb 6 eL.IJ3.75 1.76
3.66 1.70
3.68 1.68
3.67 1.45
3.09 1.72
2.71 90a

1.291.36
1.44
1.49
1.65
1.70
1.67
1.62
1.64
1.42
1.63
.90a

1.41
1.46
1.53
1.66
1.72
1.77
1.69
1.65
1.47
1.74

.909

Source: Wisconsin and New Mexico state ES-204 Reports for

rate year 1978.

aOnly one firm in this size interval.



Table 9

Weighted Average Experience-Rated Tax Rates for Firms in
Oregon and North Carolina by Taxable Payroll Interval for All

Rates and Excluding Maximu Rates, for Various Years

Taxable _ Ore.ona North Carolina
Payroll 1976 1977 1978 1 1977
(000's) All Rates ,w/o ax All Rates I w/ooIax All Rates1 vlM te ax

<10 3.11 2.91 3.08 2.90 3.05 2.87 1.76 1.59
10 - 25 3.19 3.05 3.17 3.04 3.14 3.01 1.79 1.68
25 - 50 3.28 3.23 3.24 3.15 3.22 3.12 1.70 1.63
50 - 100 3.37 3.29 3.33 3.25 3.30 3.22 1.74 1.67

100 - 250 3.43 3.36 3.40 3.33 3.38 3.31 1.88 1.82
I 250 - 500 3.45 3.39 3.43 3.37 3.43 3.36 1.98 1.92

500 - 1000 3.47 3.42 3.47 3.42 3.47 3.40 2.06 1.95
1,000 2,500 3.47 3.43 3.43 3.38 3.45 3.40 2.06 1.97
2,500 - 5,000 3.28 3.24 3.33 3.33 3.35 3.31 2.14 2.09
5,000 - 10,000 - - - - - - 2.11 2.08

10,000 - 25,000 - 2.00 2.00

S 25,000- - -1.83 1.83
.. ... ____.

Source: State Reports

sor Oregon, the taxable payroll

excess of $2.5 million.
interval 2,500 - 5,000 represents all taxable payrolls in



Table i0

Distribution of Rated Firms by Taxable
Payroll Interval and by Tax Rate

for Wisconsin, 1978

Taxable Payroll Interval-

Tax All Rited [10,000- f 25,000- 50,000'- 100,000- 1,000,0

Rate ) Firms <10,000 24.999 49.999 99,999 999,999 and Over

0.0 27 2 0 0 3 5 17

0.5 12,787 8,695 2,865 880 269 78 0

1.0 3,479 1,311 1,148 627 268 124 1

2.0 14,538 4,884 4,233 2,704 1,563 1,103 51

2.5 9,950 2,032 2,459 2,029 1,618 1,654 158

13.0 8,197 1,488 2,008, 1,656 1,287 1,583 175

3.5 6,417 1,169 1,688 1,163 925 1,303 169

4.0 3,244 494 749 688 529 702 82

4.5 2,977 617 768 583 420 521 68

5.0 625 199 184 118 70 49 5

5.2 650 275 214 88 50 ? 22 1

5.5 1,861 421 500 348 266 284 42

6.0 1,489 421 386 252 187 221 22

6.2 580 295 172 65 35 13 0

6.5 5,858 j 1,688 1,506 983.. 751 856 74

Total 72,679 23,991 18,880 12,184 8,241 8,518 865

Source: ES-204 Report, State of Wisconsin, 1978.



Table 11

Distribution of Rated Firms by Taxable
Payroll Interval and by Tax Rate

for New Mexico, 1978

All ....... __ Taxable Payroll Interval

Tax Rated 1'10,0000- 25,000- 50,000- 100,000- 1,000,000,
Rate r(Z) irus <10,000 24,999 49,999 99,999. 999,999 and Over

0.6 5,865 2,920 1,614 784 350 189 8

0.9 2,247 523 600 502 337 267 18

1.2 2,078 362 507 449 345 382 33

1.5 1,359 176 319 281 246 • 307 30

1.8 803 91 174 161 149 204 24

2.1 459 64 114 84 99 122 12

2.4 333 40 83 69 63 74 4

2.7 250 48 54 58 37 49 4

3.0 225 39 57 60 28 40 1

3.3 171 44 48 43 21 14 1

3.6 158 39 44 30 27 17 1

3.9 68 17 19 16 7 8 1

4.2 1,634 785 385 201 116 140 7

Total 15,686 5,148 4,018 j 2,738 1,825- 1,813 144

Source: ES-204 Report, State of Wev Mexico, 1978.
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TABLS 12

Use of AD. DtpreclattoU by Ass*ts Size of Business

Depreclable Assets I of Assets Z of Total Assets

Asset Size All Rusines ADI Electors under AD t salize tou .

0 - 500,000 87,125,449 552,528 1 2 7.4 2

to 1,000,000 38.796.041 497657 1 3.3

123.921,490 1,050,185 1 I1 T

to 10,000,000 107,151.343 6,147.522 6 9,2

233,073,833 7,197,707 3 19.9

to 100,000,000 108.261.700 29,751,392 27 9.2

341,335,533 .949,099 11 2.

to 1 billion 227,099,521 161,479,321 71 19.4

over I billion 604 079.152 3.322.77 92 51,5

1.17.514206 754,750.697 6421 2

Source: Office of Industrial ecoomics, Treasury Depstaet; July 14, 1977;

based on 1974 ADS data.

63-769 0- 80 - 49
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APPENDIX A Table 1

ODWOGAAPIiIC POFIILI OF THE 1ISPOWVTS

Number
Characteristic Percentage& Responding

MaLntensuce of Accounting Records:
Owner 26.3 353
Fin's Bookkeeper 20.5 276
Accountant other than C.P.A. 15.3 206
C.P.A. 37.3 S01
Other .6 1

Preparation of Business tax returns:
Fedenl Income Tax
Owwer 10.4 139
Firm's Bookkeeper 6.3 87
Accountant.Nos C.P.A. 20.6 V76
C.P.A. 60.5 812
Other 2.1 :3

State Sales Ta
Owner 29.9 3S9
Firm's Bookkeeper 29.4 3S3
Accoimtant4Non C.P.A. 13.6 164
C.P.A. 25.7 509
Other 1.4 17

F.I.C.A.
Owner 24.1 309
Firm's Bookkeeper 33.2 426
Accoutant N. C.P.A. IS.? 201
C.P.A. 25.6 329
Other 1.4 1

Unerployment Tax
Owner 23.3 .194
Firm's Bookkeeper 33.3 421
Actounts.nt-Son C.P.A. 15." 198
C.P.A. 26.3 33.
Other 1.S 19

Other Taxes
Ower .3
Firm's Sookkeeper 24.5 311
Accountant-on C.P.A. IS.9 199
C.P.A. 3S.0 43
Other 1.4 17

Use of outside Accounting Services:
Yeas :.31 36S
Nto 58.71 '45
Not applicable 12.6 160

Coat of Tax Returns:
Under SSO 35.3 466
S601-31000 27.! 366
10Ol-SSO0 11.5 is
S1501-2500 9.2 121
Greater than 550 10.3 136
Not applicable 5.7 75

Costliest tax:
Payroll taxes 44.S $9!
Inccme or Corporate income tax 36.5 490
Property a10lor inventory tax !.4 98
Other 1.1 IJ
Uncertain 10.0 133

Tax most need of reform:
Social Security tax (FICA) 51.3 639
Unemployment Compaensation tax 14.4 192
Sales or excise tax 1.7 72
Property tax 2.9 38
Business Income tax 16.0 213
Other -..6 3
Undecided 12.6 16,*
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sdv~isom (I) of ihis p However, sof an unke nature may not be into one p even t ,c

materials becomepart of otberise A tics)lahhedproducts.

(c)h sd~vs forj ga tmeaks pofor u"*leodr** reU~er.o etc. .item of
vf~tioor I tehands of Wholes& ietiers,jobr and ditibutors shaf

.b Indht pools by major lines,.types, or goods.e in determin-
u sc groupings, custmary busing classIfcations @1 the paztlc trade

in which the taxpayer is engaged is an Impn consdeatin. An example
,of such custoary bu=n claaslflcation Is the depret Intedt~
SoreIn such case, practices are .ndtiv iom trmoh t
and deparmental grouing is peculiary adapted to the cutm an needs 01
the business. However. i appropriate cae, the Principles set forth -
graphs (b)(l) and (2) of this section, relating to pooling by ntral business
maits, may be used, with er mission of the Commissioner, by wor ,

ailers jobber, or distributors. Where a wholesaler or retai s aS
engaged ~ ~ ~ ~ ~ ~ 2 intemnfcuigopoesnof goods. the poolingof the 1170

inventory for the manufacturing or processing o Is s be determined
in accordance with the rules of paragraph (b) of this section

(d) Detuuenies of epprepristeaw of tooks. Whether the -number and
the ompostn of the pools wed by the taxpayer id apropiat.as well as
the propriety of all computations incidental to the use of such .ools. will be
determined in connection with the examination of the taxpayers income tax
returns. Adequate records must be maintained to support the base-y ut
cost as well as the current-year unit cost for all Items priced on the dollar-
value LIFO inventory method, regardless of the method authorized by mrs-
grph (e) of this section which is used in computing the LIFO value a the
dollar-vaue Pool. The pool or pools selected must be used for the year of
adoption and for all subsequent taxable years unless a change is required by
the Commissioner in order to clearly reflect income, or unless permission to
chanjeis granted by the Commissioner as provided in pag h (e) of
1_.446-1. However, see paragraph (h) of this section for authorization to
change the method of pooling in certain specified cases.

(e) Methods of cow"N~dtois of the LIFO vWus of a doI~v-tdwe Pool-l)
Methods authorized. A taxpayer may ordinarily use only the so-called "double-
extension" method for computing the bae-year and current-year cost of a
dollar -value inventory pool. Where the use of the double-extension method
is impractical, because of technological changes, the extensive variety of items,
or extreme fluctuations in the variety of the items, in a dollar-value pool, the
taxpayer may use an index method for computing all or part of the LIF
value of the pool. An index may be com pted b db-extening a repeent
tive portion of the inventory in a pool or by the use of ote nd n
consistent statistical methods. The index used must be appropriate to the
inventory pool to which it is to be applied. The apprpiteness oftlhe method
of computing the index and the accuracy reliability, and suitability of the
use of such index must be demonstrated to the satisfaction of the district
director in connection with the examination of the taxpayer's income tax
returns. The use of any so-called "link-chain" method will he approved for
taxable years beginning after December 31, 1960, only in those cases where
the taxpayer can demonstrate to the satisfaction of the district director that
the use of either an index method or the double-extension method would be
impractical or unsuitable in view of the nature of the pool. A taxpayer using
either an Index or link-chain method shall attach to his income tax return

I 263A Reg. 9 1.4724(e) 0 197, Commerc arlag Nouse, m.
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for the first taxable year beginning sifter December 31, IM0, for which the
Index or link-,.hain method is used, a statement describing the particular
link-chain method or the method used In computing the index .The tatw
shall be in sufficient detail to facilitate the determination as to whetherthe
method used meets the standards set .1arth in this subparagraph. In addition,
a copy of the statement shall be filed with the CommsWoaer t Intenal
Revenue, Attention: TR, Washington 25, D. C. The taxpayer d submit
suh other information as may be requested with respect to such index or
link-chain method. Adequate records must be maintained by the taxpayer
to support the appropriateness, accuracy, and reliability of an index or link-
chain method. A taxpayer may request the Cmmlsioner to appiroe the
appropriateness of an Index or link-chalin method for the first taxable year
beginning after December 31, 1960, for which it is used. Such r must
be submitted within 90 days after the beginning of the first table yearbeginning after December 31, 1960, in which the taxpayer desires to use the
index or link-chain method, or on or before May 1, 1961, whichever Is later.
A taxpayer entitled to use the retail method of prjcipg LIFO Inventorles
authorized by § 1.472-1 (k) may use retail price indexes prepared by the United
States Bureau of Labor Statistics. Any method of computing the LIFO value
of a dollar-value pool must be used for the year of adoption and all subsequent
taxable years, unless the taxpayer obtains the consent of the tommissioner
in accordance with paragraph (e) of 11.446-1 to use a different method.

(2) Doubk-etmewi mrteodI. (I) Under the double-extension method
the quantity of each item in the inventory pool at the close of the taxable
year is extended at both base-year unit cost and current-year unit cost. The
respective extensions at the two costs are then each totaled. The first total
gives the amount of the current inventory in terms of base-year cost and the
second total gives the amount of such inventory in terms df current-year cost.

(ii) The total current-year cost of items making up a pool may
be determined-

(a) By reference to the actual cost of the goods most
recently purchased or produced;

(b) By reference to the actual cost of the goods purchased
or produced during the taxable year in the order of acquisition;

(e) By application of an average unit cost equal to the
ag egate cost of all of the goods purchased or produced throughout the tax-
able year divided by the total number of units so purchased or produced; or

(d) Pursuant to any other proper method which, In the
opinion of the Commissioner, clearly reflects income.

-. (ii) Under the double-extension method a base-year unit cost
must be ascertained for each item entering a pool for the first time subsequent
to the beginning of the base year. In such a case, the base-year unit cost of
the entering item shall be the current-year cost of that item unless the tax-
payer is able to reconstruct or otherwise establish a different cost. If the
entering item is a product or raw material not in existence on the base date,
its cost may be reconstructed, that is, the taxpayer using reasonable means
may determine wbat the cost of the item would have been had it been in
existence in the base year. If the item was in existence on the base date but
not stocked by the taxpayer, he may establish, by using available data or
records, what the cost of the item would have been to the taxpayer had he
stocked the item. If the base-year unit cost of the entering item is either
reconstructed or otherwise established to the satisfaction of the Commissioner,
s04 CCH-Standard Federal Ta Reports Reg. § 1.4724(e) 1 2963A
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such cost may be used as the base- unit cost in applying the doable
extesion method. If the taxyer not reconstruct or est-ablis to the
stifaction of the Commisoner a base-year unit cost but do s ero stuct
or estabih to the satisfaction of the4ommlmoner the cost of the Item 9t

some year subsequent to the bae year, he may use the e&a Cost which
hh does r o olntruct or establish as the baseyear it Cost.

.(Qv) To determine whether there Is an increment Or liquidation
in a pi for a particular taxable yer, the end of the Yer inventory Of the

- exprsed n te t of base-w year cost is compared with the beginning f
the inventory of the pool express ne trms -year cost. Ae the

"d of the year inventory of the pool is in excess of the beginning of the year

inventy of the pool, an i ncrement occurs In the pool for that year. It there

is an increment for the tuxable year the ratio of the total current-yar cM of
the pool to the total base-year cost of the pool must be computed. This ratio

when multiplied by the amount of the increment measured in terms of bas

yea mot gives the LIO value of such increment. The LIFO value of each

such increment is hereinafter referred to in this section a the "layer of
Inc e t" anrd must be separately accounted for and a record thereof main-

tained as a separate layer of the pool, and may not be combined with a layer
of increment Occurring in a different year. On the other hand, when the end
of the year inventory of the pool is less than the beginning of the yea inventory

of the pool, a liquidation occurs In the pool for that year. Such liquidation

Is to he reflected by reducing the most recent layer of Increment by dhe excess

of the beginning of the year inventory over the end of the yearInventory of

tke pool. However, if the amount of the liquidation exceeds the amount of

the most recent layer of increment, the preceding-layers of Increlent in reve te

chronological order are to be successively reduced by the amount of such

excess until all the excess is absorbed. The base-year inventory is to be

nguced by liquidation only to the extent that the agre gate of all liquidation

exceeds the aggregate of all layers of increment.

(v) The following examples illustrate the computation of the

LFO value of inventories under the double-extension method.

Euemp (1). (a) A taxpayer elects, beginning with the

calendar year 1961, to compute his inventories by use of the LIF0 inventory
method under section 472 and further elects to use the dollar-value method in

prcing such inventories as provided in paragraph (a) of this section. He

creates Pool No. I for items A, S, and C. The com position of the inventory
for Pool No. I at the base date, January 1, 1961, is as follows:

Items Units Unit cost Total cost

A.................. 1000 $5 $5,00
B..................2000 4 8,00

C .................... S00 2 1,000

Total base-year cost at Jan. 1, 1961.... $14,000

(b) The closing Inventory of Pool No. I at December 31

1961, contains 3,000 units of A, 1,000 units of B, and 500 units of C. The tax-

payer computes the current-year cost of the items making up the pool by

It 263A Vig. 9 1.4724(e) WM Comm Clerigow% Im
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reference to the actual cost of goods most recently purchased. 7he sa
recent purchases of items A, B, and C are as follows:

Item
A
B
C

at base-year and

Quantity
Purchase date purchased
Dec. 15, 1961 ............ 3,500
Dec. 10, 1961 ............ 2,00
Nov. 1,1961. .......... 00

* Unit cost

5.00
• 2.50

() The invtory of Pool No, Iat December 31, 1961, shown
current-year cost Is as fo'lows:

Item Quantity
A .......... 3.000
B ........... 1 00
C .......... 500

Dec 31,1961,
Inventory at Jan. 1,
1961, base-year cost

Amount

1,000$2,000

Unit cost
$5.00

4.00
- 2.00

Totals ..................

Dec. 31,1961, inventory
at current-year cost

Unit cost
....$6.00

5.00
250

Amount$18,000
,000

(d) If the amount of the December 31, 1961 inventory at
base-year cost were equal to, or less than, the base-year cost of $14.000 at
anusy 1, 1961, such amount would be the closing LIFO inventory at
)ecember 31. 1961. However, snce the base- ear cost of the closing LIFO

entory at December 31..196.1, am nts to P.( .and is in mom,, of the $10
base-year cost of the opening inventory for that year, there is a $6,000 Increment

In Pool No. 1 during they ear. TiS increment must be valued at curre.t-Ve

Cost, I. e., the ratio of 24.250/20,000, or 12125 percent. The LIFO value of

the inventory at December 31, 1961, is $21,275, computed as follows:

Pool No. I
Dec. 31,1961. Ratio of total
inventory at current-year
Jan. 1, 1961, cost to total

base-year cost base-year cost
Percent

Jan. 1, 1961, base cost.... $14,000 100.00
Dec. 31, 1961, increment.. 6,000 121.25

Totals ......... $200

Dec. 31,1961,inventory at
LIFO value

$14,000-

7,27S

$217s

ExamPle (2). (a) Assume the taxpayer in example (1) during
the year 1962 completely disposes of item C and purchases item D. Assume
further that item D is properly includible in Pool No. 1 under the provisions
of this section. The closing inventory on December 31, 1962, consists of
quantities at current-year unit cost, as follows:

004 CCH-Standard Federal Tax Reports Reg. f 1.472-8(e) - 11 2963A
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unit cost
Items Units Dec. 31,1962
A ............... 200 $&50
B ............... l 00 6.00
D ............... 1000 5.00

(1) The taxpayer establishes that the cost of item D, had be
acquired it on January 1, 1961, would have been $2.00 Per unit. Such c
hall be used as the base-ar unit cost for item D, and the LIFO compua-
0os at December 31,1962, are made as follows:

Dec. 31,1962,
inventory at Jan. 1, Dec. 31,1962, inventory
1961, base-year cost at current-year cost

Item Quantity Unit cost Amount Unit cost Amount

A .......... 2,00 $s.00 310,000 6.50 $1300
B .......... 1,500 4.00 6,00q 6.00 9,000

D .......... 1,00 2.00 2,000 5.00 5,000

Totals.................. $18,000 $27,00

(c) Since the closing inventory at base-year cost $18,000, is

less than the 1962 opening inventory at baseyear cost, $20=00, a liquidation
of $2,00 has occurred during 1962. This liquidation is to be reflected by

reducing the most recent layer of inctement. The LIFO value of the inventory

at December 31,1962, is $1850, and is summarized as follows:

Pool No. 1
Dec. 31, 1962, Ratio of total
inventory at current-year Dec. 31, 1962,
Jan. 1, 1961, cost to total inventory at

base-year cost base-year cost LIFO value
P cent

Jan. 1, 1961, base cost.... $14,000 100.00 $14,000

Dec. 31, 1961, increment.. 4,000 12125 4,850

Totals ......... $18,000 $18,850

(f) Change to dolcr-v tue method.from another method of pricing LJFO io-

Wto0I---(I) Const required. Except as provided in 11.472-3, in the case of a

taxpayer electing to use a LIFO inventory method for the first time, or in

the case of a taxpayer changing to the dollar-value method and continuing to

use the same pools as were used under another LIFO method, a taxpayer using

another LIFO "method of pricing inventories may not change to the dollar-

value method of pricing such inventories unless he first secures the consent

of the Commissioner in accordance with pargraph (e) of 1 1.446-1.

(2) Method of converting inv*o7. Where the taxpayer changes

from one method of pricing LIFO inventories to the dollar-value method,

the ending LIFO inventory for the taxable year immediately preceding the

I 2963A Reg. 1tA72(-S) elm. ComDa Choi"HKOO^ b&
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year of change shall be converted to the dollar-value Imo wod. Tib die
to establish the base-yewr cot for subsequent calculatios Thus, if the t-

paawas Previously valuing UIFO *nven ccie the my'd g" -19 mdmP
thseapste values shall be cobined into appropriate poel t Forth,

pose, the base year for the pool shall. be the earies tmifbie yewr 6w -
the MR,~ inventory method had been adopted for any jIm in tht poO. No
change will be made in the overall LIFO vah of the openi vitmy for
that year of change as a reult of the conversion, and that inmtory wil
mrely be restated in the manner used mer the doat-vae mehod AS
layers of increment for such inventory must be retained ==apt that all by
of irement which occurred in the sme taxable year must be combined.
The following examples lustrate the provisions of ti sVbpsriagoapb:

E.mpe (1). () Assume that the taxpayer hs used mother
LO method for finished goods since 1954 and has complied with all the
requirements prerequisite for a change to the dolar-value method. Items A.
B. and C, which have previously been inventoried under the -a- oods
L170 method, may properly be included in a mingle dollar-valueIF7 pool
The LIFO inventory value of items A, B. and C at December 31, 1960. is
$12200, computed as follows:

Base quantity Dec. 31, 1960,
and yearly Inventory at

Year Item A increments Unit cost LIFO value
1954 (base year) ...... 100 $ 1 $ 100
1955 .................. 200 2 400
19 6 .................. I00 4 400
1960 .................. 100 6 600

Total ............. .00 1,500

Item B
1954 (base year) ...... 300 6 1,00
19SS .................. 10 8 800
1960 .................. so 10 500

Total ............. 450 3,100

Item C
1954 (base year) ...... 1,000 4 4,000
1955 .................. 200 6 1,200
1956 .................. 30 8 2,400

Total ............. 1,500 7,0

LIFO value of items A, B, and C at Dec. 31, 1960 $1200

There were no increments in the years 1957,1958, or 1959.

(ii) The computation of the ratio of the total current-year
cost to the total base-year cost for the base year and each layer of incremet
In Pool No. 1 is shown as follows:
W4 CCH- dard Federal Tax Repots 1.472-8(1) 263A
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STATEMENT

ANNDMENTS TO THE INTERNAL REVENUE CODE

before the

SENATE FINANCE COWITTEE

by

DUANE 0. PEARSALL

April 2, 1980

1 an Duane Pearsall, President. Small Business Development Corporation, a small

business consulting and Investment firm located In Denver, Colorado. Thank you

for this opportunity to testify 8n legislation designed to enhance and preserve

the survival of small business.

A personal biography is attached, however it is sufficient to note only that I

have been a small businessman for 25 years, founding four companies, one of which

was a failure.

The most significant success was Statitrol Corporation, founded In 1963 to manu-

facture static control devices, using the principle of air Ionization. in our

attempt to Improve product performance, we discovered how to use ionization In

the detectlon of smoke. We soon found there was a need for early fire detection

and, after two years of painful development, we became the first U.S. manufac-

turer to receive an Underwriters Laboratories' listing for a commercial Ioniza-

tion detector. We later Introduced the first, low-cost home smoke detector In

1971, which encouraged many manufacturers to participate, and, the development

of a $200 million Industry. Most Important, of course, home smoke detectors

are now credited with saving hundreds of lives and preventing thousands of burn

injuries each year. Because ot our company's success, I received the SBA national

award as Small Businessperson of the Year in 1976.

As a result of that exposure, I was privileged to serve at different times on

three significant committees, each of which contributed data supporting the need

for revisions to our internal Revenue Code. This, of course, Is the onLy source

for the Internal generation of capital necessary for the survival of small busi-

nesses. These committees Included first, the SBA Task Force on Venture and Equity

Capital, which submitted its report in early 1977, more commonly referred to as

the "Casey Report". Second was the Advisory Committee on Industrial Innovation,

the final report of which was dated September, 1979.
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The third, and perhaps most important, was a task force chaired by the Chief

Counsel for Advocacy resulting In a report "Small Business and innovation",

, 979.

Before making specific comments on the various proposed amendments, I would

like tossk the Conittee's indulgence to first review a few financial charac-

teristics of the overall small business sector of our economy. This may set

the stage for a more sensitive consideration of the specific bills addressed

in this hearing.

First, referring to the 1977 Casey Report, there was a statistic developed by

our research staff that I have not been able to verify. It was reported that

the total invested capital In the small businesses (under $50 million in gross

revenue) of our country equalled 3.1 times the total capital invested In busi-

nesses over $1 billion In gross revenues in 1956. After twenty years, by 1975,

total capital invested In the small businesses represented only approximately

77% of that invested in the larger businesses. It seems to me that the changes

in industry concentration should be a mighty important characteristic as a

basis for Congressional judgements, not only regarding relative tax burdens,

but also on costs of regulatory compliance and any other forms of government

interference with the free market. With the many expensive government studies

giving us more information about such things as penguins than we ever wanted to

know, there is conspicuously absent a simple data base on the very power source

that keeps our country running -- American business.

The following numbers seem to verify why small business as a sector of our

economy, is getting smaller. These figures are taken from a speech presented

by the Chief Counsel of Advocacy, SBA, at a Denver conference, September, 1979.

"Quoting 197 figures and considering total taxes to include federal, state,

local, social security, unemployment, Insurance and income; it is reported

that manufacturing firms with $50,000 to $100,000 in gross receipts, that total

taxes as a percentage of their net worth was 30%. For manufacturers with $100,000

to $S500,000 in gross receipts - 23.5t; SSO0,000 to $1 million - 21.3t; $1 million

to $5 million - 19.9%; $10 million to $50 million - 16.9%; $50 million to $100

million - 13.6%; and over $1 billion - 11.5%."

On the surface, those numbers are appalling.

-2-



775

Relative to tax credits, he cites the same regressive pattern. With 40 or

50 tax credits granted as incentives by the government, he cited the follow-

ing relationships. "Under $100,000 In gross receipts, the total credit was

5.8t. For $1 million to $5 million - 6.5%; for $250 million to $500 mIllion -

17.8%; over $1 billion - 61.1% of taxes due are covered by credits. Twelve

times as much in tax credits is given to business taxpayers who gross over

$1 billion a year as to those who gross under $100,000."

Further quoting another Incentive, that is, for a lower cost of capital

through tax-free industrial and pollution controls on financing, "Of 1,634

Issues of these tax-free bonds through the year 1977, only 69 issues, or i%

were used by corporations with fewer than 500 employees. These 69 issues

totalled $160 million or only 2.6% of the total of $18 billion for the 1,634

Issues.

From my experience, and I currently serve on the boards of six small companies

in the Denver area, the factor of relative debt to equity ratio between large

and small businesses is significant. Add today's cost of borrowing to that

disproportionate amount of borrowed capital and we can easily project a com-

pounded disaster for hundreds of thousands of smail businesses over the next

few months.

Having sold my former business to a $2 billion corporation, and serving as

divisional president, I had the opportunity to participate In their corporate

planning. It is only reasonable that every well-rianaged major corporation has

been planning for a recession, and they are fTnancially ready. On the other

hand, I have not seen a small business with under 50 employees that is not

stretched out financially in good times, and have little or no reserves. For

lack of diversification, their markets are also more vulnerable to a recession.

Barring a miracle or some type of emergency measure which will make capital

available at 151 interest or less, we should expect to lose 5 of our small

businesses, at least a half million, through simply closing their businesses

or bankruptcy, within the next six months.

In preparation for this testimony, I have reviewed each of the ten subject

bills with one of the more respected local CPA's specializing in smll busl-

ness.
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S.2136 - I am pleased with the reduction in percentage at the lowest level

from 17t to 151. The very small businesses need this relief, and

rore. I do not need to remind the Co'-ittee of the report of the

White House Conference on Small Business which recomimended not only

lowering the percentage at the lowest bracket, but also raising

the entire scale, reaching the 46% rate at $500,000. !a improve-

ment, however, is a step in the right direction.

S.110 - Depreciation reform is a stimulus to capital formation and therefore

a stimulant to productivity. However, when a heavy equipment opera-

tor purchased a D-8 CAT ten years ago, and now needs to replace it

at a current cost of $100,000, this bill does not seem to go far

enough.

S.2152 - Used equipre-t is just as strong a stimulus to productivity as new

equipment. Since small business is the main customer for used

equipment, increasing the level to $200,000 is another step in the

right direction.

S.2171 - I understand that previous require- ents for furnishing a W-2 was

often i;>possible to meet, and this bill appears to be a housekeep-

ing measure.

S.1967 - Establishing a reserve for market-raking activities appears to be a

means of stabilizing the financial burden of certain underwriters in

the over-the-counter market. Witnessing a strong 0.T.C. market in

Denver, this measure should be helpful.
4

S.487 Each of these bills is helpful in attracting private investor capital

S.653 into small business. Even with these incentives, however, it Is

extremely difficult to justify small business investments due to a

serious illiquidity as compared with blue chip investments. Never-

theless, they are helpful and should be supported.

S.2239 The original qualified stock option was a key factor in allowing my

co-pany to attract a capable marketing manager away from a blue chip

company. Removal of the qualified stock option in 1976 was a serious

blow to any growth-oriented sm-all business. Avoiding the tax burden
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at the point of exercise opens up opportunLtles for both the em-

ployee and the small business employer. The bill should be sup-

ported.

S.1481 - The Small Business Participating Debenture. in my view, is an

exciting mechanism that should prove very effective In attracting

private investment capital while at the same time allowing the

entrepreneur to retain voting control over his company. These

characteristics, combined with other features, make this bill

the highest priority of all ten. I would predict acceptance and

urge its enactment.

In srem-mary, it is difficult to be enthusiastic for legislation that In some

cases sees to fall short of what is needed. At the same time, with all of

these bills taken as a package, I am most enthusiastic and support their pas-

sage.

As a last point, it would seem that Congressional support would be much easier

if they could become aware of some of the relationships expressed by Mr. milt

Stewart. and quoted above, as well as having available a better picture of

the characteristics of business structure in our economy in the form of current

computerized data base.

Thank you for your consideration.
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Senator CHAIME. That completes the testimony. I want to thank
every one of you very much for coming. I know you did that at
some sacrifice.

I have a statement here which I would like to include in the
record.

[The prepared statement of Senator Chafee follows:]

STATEMENT BY SENATOR JOHN H. CHAFEE OF RHODE ISLAND

It's no secret that soaring inflation and a weakened economy are sapping the
strength of U.S. industry. It's also no secret that changes in federal tax laws can
give industry the muscle it needs to regain that strength.

Laws to accelerate depreciation rates and reduce taxes on small businesses repre-
sent the kind of muscle building we need

This country has serious economic problems. The President and the Congress are
now collaborating to balance the federal budget for the first time in twelve years.
Inflation is running at double-digit rates. Economic productivity growth has been
declining steadily- during the last 10 yer.rs. Finally, we are running a balance of
trade deficit for the fifth year in a row.

We can no longer afford to play a waiting game with inflation and unemploy-
ment. These long-term problems need long-term solutions, not quick-fix bandaids.
The solutions are changes in the federal tax laws, which will increase productivity,
stimulate capital investment and retxlrn the United States to its industrial superior-
ity of the early postwar years.

Once a giant in the world economy, the United States now looks like an aging
champion whose dominance is threatened by a growing number of shrewd and
vigorous competitors. The decline of the dollar ir, 1978 caused the United States to
drop to eighth place last year in a list of the world's wealthiest countries on a per
capita basis.

Since 1950, our share of the world's export market has dropped by 50 percent
During the same period, America's share of the world's imports rose 27 percent. In
1960, we imported $15 billion of goods; we now import $200 billion. As we import
more and more foreign-made goods without improving our export sales, American
jobs are in effect being shipped overseas.

It is clear to me and a growing number of my Senate colleagues that federal tax
policy must be used more creatively to spur capital investment in U.S. industry.
While it is of utmost importance for us to achieve a balanced budget in the near
future, a carefully crafted tax cut that stimulates economic growth will help achieve
that goal.

Increased capital investment will create more jobs for our rapidly expanding labor
force. As it creates better jobs with more efficient tools, it will make U.S. industry
and American workers more competitive with their foreign counterparts.

On July 31, 1979, 1 joined in introducing the Capital Cost Recovery Act of 1979 in
the Senate. It provides an accelerated, simplified alternative to the present system
of complex depreciation rules. And most importantly, it is equally accessible to both
large and small businesses.

The bill calls for a 10-year depreciation for commercial and industrial buildings, a
five-year depreciation for business machinery and equipment, and a limited three-
year depreciation for automobiles and light trucks used for businesses purposes.

This schedule will enable business to recover the costs of new investments quickly
enough to assure that we are providing our work force with the most modern and
productive tool, available. The capital cost recovery portion of the bill is central to
improving our competitive position in the world market. Among leading industrial
nations, the U.S. has one of the longest capital costs recovery periods. We cannot
continue to save and invest only minimal amounts in our gross national product
year after year and expect to advance our position in the world market.

Accelerated depreciation rates have strong support in Congress and from promi-
nent economists who also favor limited personal income tax cuts. Because demand
exceeds the ability of industry to produce efficiently, we are sufffering double-digit
inflation. It is politically and economically necessary to provide individual tax relief
through incentives to save and invest, such as a personal tax exemption for interest
income. These individual tax cuts will go hand in hand with tax relief for busi-
nes.

On June 6, 1979, I introduced the Graduated Corporate Tax Act of 1979, calling
for an increase of the corporate surtax base from the current level of $100,000 to a
new level of $150,000. Current law assesses a graduated tax rate from 17 percent to
40 percent up to $100,000 of a company's profits, at which point the 46 percent rate
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stars My bill requires a similar graduated rate on profits up to $150,000, when the
46 ercet rate commences.

I ruling tax savings will amount to $8,000 for each company with taxable
inaoe f $150,000 or more. While $8,000 may not mean much to General Motors, it
could be a great benefit to a small firm in Pawtucket, Hoboken or Des Moin
America's small business have contributed not only the country's biggest employ-
meit gains during the last decade, but its boldest innovations as wel. For these
reaons, we should concentrate our tax relief on small businesses.

The $8,000- in savings can be used by the &nall businemsman to hire another
worker, invest in new-equipment, or expand or update facilities. An $8,000 annual
savings can be reinvested to create additional capital to incrse productivity. When
productivity grows slowly or declines, as it has in the last years, inlation
increases. With wages rising while output per hour falls, the cost of producing a
given unit of output increases, ptting pressure on businesses to raise pnces.

My bill is designed to benefit smaller companies with annual taxable incomes
between $50,000 and $150,000. In preserving the current tax rates for the lower end
of the scale, the bill gives the most help to those firms which have the greatest
new.

There are other measures and proposals that will be discussed at today's hearing,
such as incentive stock options, the investment tax credit, and numerous depreci-
ation schedule changes. It should not be overlooked that of the top nine issues
selected by the small business delegates at the White House Conference on Small
Business this past January, five were in the area of tax reform; and reducing the
= rate tax rate, and revision of the accelerated capital cost recovery system,

ed priority number I and number 2 with the delegates.
Why are these measures especially important for smaller businesses?
Because it is the small businesses which provide most of the jobs in this country.

There are millions of smaller firms in the United States-over 36,000 in my State of
Rhode Island alone. We count on them for 56 percent of our national private sector
employment, 45 percent of the gross national product and over half of our impor-
tant industrial inventions and innovation.

It will be the smaller businesses that contribute the greatest effort in the area of
increased exports, since most of exporting is currently done by the 500 largest
corporations.

The enormous potential of our small business community gives us a chance to
tackle some of our most severe social and economic problems without setting up
more top-heavy government programs.

Let's face the fact that U.S. industry is just not as competitive as it used to be. As
we import more and more foreign-made goods without improving our export sales,
American jobs are, in effect, being shippped overseas. Let's admit that long-term
problem& need long-term solutions.

The gains of the small business community in the last few years represent a new
awareness on the part of the government-not just of the unique difficulties faced
by these companies, but of the importance of small businesses to the American
economy.

My message is that with this new awareness we can act, we do have alternatives.
We can no longer affort to play a waiting game with inflation and unemployment.
By enacting accelerated depreciation legislation, by stimulating capital formation,
we will make an important step toward strengthening our economy. And only from
strength can we offer our people a better, more fruitful life.

[From the CongrewionaI Record, June 6, 1979]

By Mr. CHAm:
S. 1288, A bill to amend the Internal Revenue Code of 1954 to provide a more

graduated tax cut rate for corporations; to the Committee on Finance.

GRADUATED CORPORATE TAX ACT OF 1979

Mr. CHAYE. Mr. President, the problems faced by our Nation's smaller firms
deserve special attention and consideration.

Hand in hand with the country's troublesome unemplo'Ment problems and, slug-
gish economic performance has ,been an increasing inability of our smaller enter-
prises to raise money for new capital investments. The uncertain state of our
economy in the past years and other recent trends in the financial markets have
combined virtually to cut off the small business community from outside financing.
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Both the individuals and banks who were once willing to risk investing or lending
money to new or smaller businesses have turned instead to bigger established
coorations which offer less risk.

Consider the devastating decline in the offerings of new equity by small business-
es: From $918 million in 1972 to a mere $16 million 3 years later. During that same
time, large business offerings actually rose by 50 percent to a total of $41 billion.
The reason for the lack of public willingness to invest in small enterprises ties not
in the creativity and innovative capacity of small businessmen, but in public policies
which work against a fair return on investment.

This alarming trend has accelerated to the point where small companies face a
capital shortage estimated at $8 billion a year nationwide. Who can begin a busi-
ness, much less expand one, when it cannot raise the money? In such a climate, is it
any wonder why four out of five new businesses fail and go bankrupt in their first
10 ears? Is it surprising to see so many clder, antiquated factories in New England
ani elsewhere going out of business? When you think about it, it is sad but not
particularly surprising.

I am not just concerned, however, because small businesses are having trouble
making a profit of getting money from the bank. I am concerned because it is the
small businesses which provide most of the jobs in this country. There are -millions
of smaller firms in the United States-over 36,000 in the State of Rhode Island
alone We count on them for $6 percent of our national private sector employment,
45 percent of the gross national product, and over half of our important industrial
inventions and innovations.

The enormous potential of our small business community gives us a change to
tackle some of our most severe social and economic problems without setting up
more top-heavy government programs.

I do not believe anyone would dispute the thesis that an essential ingredient of
our strength as a Nation is our economic strength. Only from a strong economy will
we provide the jobs our workers need, the defense capability to keep us secure, the
social and governmental services we should have.

In so many ways our economic performance is tied to our tax laws and other
government actions: Deterrants or incentives to increased capital formation, Federal
budget deficits, or surpluses, raising or lowering interest rates regulations that
enlighten or confuse-all have an impact on our economy.

Government policy must encourage jobs in the private sector, and must help to
increase the availability of investment capital. This is crucial if the private sector is
going to meet the problems of economic growth and development. Revising national
tax policy is key to making this system work at its best.-

A recent report of the Conressional Joint Economic Committee stressed that the
percentage of GNP going to business investment over the next several years must
be higher than in the past decade if the Nation's employment and productivity goals
are to be fulfilled.

A strong flow of private investment back into smaller companies must be re-
gained if we are to take advantage of their highly labor-intensive potential. This
message is clear.

Toward this goal, I am introducing a bill which I would urge the Finance Commit-
tee to study and adopt.

My bill calls for an increase of the corporate surtax base from the current level of
$100,000 to a new level of $150,000. Current law assesses a graduated tax rate from
17 percent to 40 percent up to $100,000 of a company's profits at which point the 46
percent rate starts. My bill requires a similar graduated rate on profits up to
$150,000, when the 46 percent commences.

The resulting tax savings will amount to $8,000 for each company with taxable
income of $150,000 or more. While $8,000 may not mean much to General Motors,-it
could be a great benefit to a small firm in Pawtucket or 1.I.oken or Des Moines.

Under my formula, a corporation with $100,000 in taxable income will pay taxes
of $23,000. Under current law prescribed by the Revenue A-t of 1978, the same
coloration would pay $26,750.

Under may formula, a corporation with $125,000 in taxable income will pay taxes
of $31,750. Under current law, the same corporation would pay $38,250.

Under my formula, a corporation with $150,000 in taxable income will pay taxes
of $41,750. Under current law, the same corporation would pay $49,750.

These savings on taxes could be utilized for new equipment, or used to expand or
update facilities.
- Also, an $8,000 annual savings can be reinvested to create additional capital.

These options are especially important since the U.S. rate of productivity has been
declining for the past few years. As we are well aware, when productivity grows
slowly or declines, inflation increases. With wages rising while output per hour
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fals the cost of producing a given unit of output goes up, putting pressure on
business to raise price.

Mr. President, 40 years ago the first $25,000 of a corporation's taxable income was
taxed at the lower rates. In 1975, it was increased to $50,000. Meanwhile, in that 40-
year period, inflation had gone up 429 percent

Last year, the Revenue Act of 1978 raised the corporate surtax base to $100,000.
However, between 1975 and 1978, inflation increased 19 percent. Add to this the
most conservative estimates from the administration which indicate that inflation
will increase an additional 25 percent between 1978 and 1980.

While last year's action, which raised the base from $50,000 to $100,000, did much
to help correct an unfair economic situation for the Nation's smaller corporations.
the current rate is still not compatible with the inflated amounts of taxable corpo-
rate income

My bill represents a modest, but important, change to our tax structure. It is
designed to benefit smaller companies with annual taxable incomes of between
$50,O00 and $150,000. By preserving the current tax rates for the lower end of the
scale-that is, the corporations with profits of up to $50,000-the bill does not create
a climate for more tax shelters, but rather gives the most help to those firms which
have the greatest need.

This bill will compliment my depreciation bill, S. 935, the Capital Cost Recovery
Act of 1979, by providing businesses with increased capital investment.

I believe that both of these measures will greatly assist smaller companies to
remain competitive, increase productivity, and contribute to the best of their ability
to a healthy economy.

The consideration of this legislation is of extreme importance to our small busi-
ness community. It is a strong and reasonable proposal, and I urge my colleagues to
support the bill.

Mr. President, I ask unanimous consent that the bill be printed in the Record
together with an attached chart.ere being no objection, the bill and table were ordered to be printed in the

Record, as follows:
S. 1288

Be it enacted by the Senate and House of Representatives of the United States of
America in Congress assembled, That, (a) subsection (b) of section 11 of the Internal
Revenue Code of 1954 (relating to tax imposed is amended-
(l) by striking out "30 percent" in paragraph 13) and inserting in lieu thereof "25

percent";
(2) by striking out "40 percent" in paragraph (4) and inserting in lieu thereof "30

percent";
(3) by striking out "plus" at the end of paragraph (4); and
(4) by striking out paragraph (5 and inserting in lieu thereof the following:
"(5) 35 percent of so much of the taxable income as exceeds $100,000 but does not

exceed $125,000;
"(6) 40 percent of so much of the taxable income as exceeds $125,000 but does not

exceed $150,000; plus
"(7) 46 percent of so much of the taxable income as exceeds $150,000.".
(b) The amendments made by subsection (a) shall apply to taxable years beginning

after December 31, 1979.

Rate structure under the Chafee proposal

1in percent

Tax rate onz

Income subject to tax: x1Z bracket

$0 to $25,000 ................................................ 17
$25,00 1 to . . ,000 ................................................................................................... 20
$50,001 to 75,000 ............................... ................... 25
$75,00 1 to $100 ,000 .................... ........................................................................... 30
$ 100,00 1 to $ 125,000 ................................................................................................ . 35
$125,001 to $150,000 ................................................................................................ . 40
$ 150,00 1 and over .................................................................................................... 46

Senator CHAFEE. Thank you very much. The hearings are ad-
journed.

[Whereupon, at 12:50 p.m., the hearing was concluded.]
[By direction of the chairman the following communications were

made a part of the hearing record:)

6S-769 0 - 80 - So
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Bon. Donald J. Mitchell

2431 Rkayburn Building
Washington, D.C. 20515

Dear Don:

The Senate Finan:e Couittee, Subc-rarttee on Taxation, recently held
hearings on Msrcn 24, 1980 on three tills relating to estate and gift
taxes. Our bat AsS>-vlathon urges you to supVp-rt these and similar
bills. Moreover, I personally feel that tie vast naofier of yozr
constituents wo,..d 1 iewise be in favoc of such leqislatior.. Tie
following is a tret salary of te s..bstance of these legislative
propr Ala.

Firstly, Senate Bill 1825 increases the unified credit for -state
and gift tax purpoes frcn $47,000.00 (1961) to $70,000.00. The
increase would raife from $175,625.00 to $250,000.0, the amount of
property not taxable unwde: the federal estate tax. The legislation
also raises the pnase-in period fcc $38,000.00 to $48,C-0.00 in 1979
and fron $42,510.01 to $58,900.03 in 1980.

Secondly, Senate Bill 19"4 would provide an unlieLted aarital dedic-
tion for estate and gift tie purposes and increase the annual exclu-
sion for gift tax pVurposes fca $3,000.00 to $6,000.00. The sari tal
dedctio participatLon requiresent for special farm use valuation
electtoms w"4d be repealed anvd thLe decedent or members of his family
wold no longer De required to participate in the operation of the
farm or business betoce the decedent's death.

Thirdly, Senate Bill 2220 provides that the valuation of property used
as a farm or other tzade and business passing to the surviving spouse
or any child would reduce by five percent (5%) for eacb year during
which the spouse or child materially participated in the operation of

the farm, trade, or business.
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Son. Donald J. Kitchell

April 24, 1980
Page 2

These bills vould apply to gifts mad* after 1979 and effective fto

estates of decedents dying after 1979, except for Senate bill 1825

vbich provides fa. its effective date In 1979 or the phase-in period

of the unified credit.

we sincerely feel that these proposed estate and gift tax ch nes

vould be substantially beneficial to the public and this vould like to

en ourage you to aid in the passage of soch legisletion.

Sincerely,

tLlghton A. butrns

cc: Frrank J. Seb,.sh, Jr.
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'' NATION AL SMALL BUSINESS ASSOCIATIONIl31NSB Building e 1604 K Street, N.W.

4 jWashington, D.C. 20006 * Telephone (202) 296-7400

STATEMENT OF WILLIAM C. PE.IICK

ON BEHALF OF

NATIONAL SMALL BUSINESS ASSOCIATION

SUBMITTED TO THE

SUBCOMMITTEE ON TAXATION & DEBT MANAGEMENT

SENATE COMMITTEE ON FINANCE

HOLDING HEARINGS ON

TAX PROPOSALS RECOMMENDED BY THE

WHITE HOUSE CONFERENCE ON SMALL BUSINESS

APRIL 1, 1980

"It is the declared policy of the Congress that the
Government should aid, counsel, assist, and protect,
insofar as is possible, the interests of small busi-
ness concerns in order to preserve free competitive
enterprise..."

(P.L. 85-536, as amended,
Section 2(a), Small Busi-
ness Act.)

No Owow inh V" U S, Goftwewd

N I S 113
FOIUdE t137



786

STATEMENT ON
CAPITAL FORMATION AND RETENTION PROBLEMS OF

SMALL BUSINES$ ENTITIES

Mr. Chairman:

My name is William C. Penick. I am a Certified

Public Accountant and Managing Director for Tax Policy of

Arthur Andersen 6 Co. I am submitting this statement on

behalf of the National Small Business Association (NSB), a

multi-industry trade association representing approximately

50,000 small business firms nationwide. We are pleased to

have this opportunity to present our views on various tax

proposals recommended by the White House Conference on

Small Business specifically on important issues involving

capital formation and retention for small business entitles.

INTRODUCTION

The contributions made by small business entities

to the development of our economy and the creation of jobs

are well documented and will not be repeated here. With

today's extremely high rate of inflation, accelerating

Interest rates, and difficulties Ln achieving access to

capital markets, the problems of the small business sector

In obtaining and retaining capital are acute.

- I -
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We are pleased that your Committee is focusing

-on these critical issues by holding these hearings. We are

also pleased that the recently completed White House Confer-

ence on Small Business included five recommendations relating

to capital formation and retention in its top 15 recommenda-

tions to be submitted to the President. These represented

the items of highest priority in the eyes of participants in

the White House Conference.. . .

As we see them, the major areas requiring Congres-

sional attention to assist small business entities in solv-

ing their problems are:

1. How can small business entities gain access

to existing sources of capital?

2. How can small business entities preserve or

retain the capital they now have?

3. What steps can be taken to reduce or

eliminate the erosion in available capital caused

by inflation?

-2-

7-
L
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Others submitting their views at these hearings-

have covered some of the same recommendations that are of

concern to us, and we will attempt to minimize repetition.

We wish to cover in our remarks today proposals for:

1. So-called capital gain rollovers of smell

business investments.

2. The small business participating debenture.

3. In the general area of coping with infla-

tion;

(a) small business Inventory concerns,

(b)

and fixed

(c)

already ii

(d)

schedule.

indexation of Income tax

dollar limitations,

brackets

accelerating the recovery of capital

vested in business assets, and

expansion of corporate tax rate

- 3 -
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CAPITAL GAIN ROLLOVER PROPOSALS

It Is generally believed that U. S. business

suffers from a competitive dLsadvantage with 
other major

Industrial nations because of an inadequate supply of

capital and our failure to direct available capital to

productive purposes. This is reflected by our declining

rate of productivity growth, and the alarming trend in

our balance of payments.

The Small Business Administration has reported

that a decreasing share of new investment capital is being

allocated to the small business sector. Fewer absolute

dollars available to cover costs that are constantly esca-

lating because of inflation have resulted in an acute

shortage of capital available for the creation and growth

of small business entities.

Many are-concerned about the disappearance of

small businesses through acquisitions and mergers and the

continuing trend toward concentration of business. Many

such mergers are achieved by tax-deferred exchanges of

publicly held stock for the stock or assets of closely held

businesses. The retiring owner of a small company who

wishes his business to continue and maintain its same

- 4 -
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character of operation after sale often fails to-achieve

his wishes because of the attraction of accepting stock in

a listed company rather than cash in a sellout transact'-n.

It seems fundamentally wrong that a qualified buyer with.

adequate cash to offer the selling owner actually suffers

a competitive disadvantage to a buyer who offers no cash.

Our present tax laws In effect create an incentive for the

further concentration of business into larger entities.

Several proposals have been offered that would

defer the tax now applicable to sales of stock or assets

of small business entities, whether operated in corporate,

partnership or proprietorship form, as a means to-alleviate

this problem. These proposals are generally known as

"capital gain rollovers," and they take different forms.

The common theme, however, is that the seller of a business

will not recognize gain on certain types of sales of his

business interests, so long as he reinvests the proceeds in

qualified assets. His cost basis in the original interests

would in effect be transferred over to the interests acquired

through reinvestment of the sales proceeds. In each case,

the tax otherwise applicable to the sale is deferred until

disposition of the replacement assets.

- 5 -
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This treatment would then be analogous to the

-merger of a small company into a larger entity, with the

prior owner receiving stock of the acquiring company. No

gain is recognized on the receipt of the stock of the acquir-

ing company until and unless it is sold. This treatment is

-also somewhat similar to that now provided for the sale of a

-personal residence if proceeds are reinvested in another

qualifying residence.

-: Specific Proposals

Capital gain rollover proposals for small business

interests generally cover three types of circumstances and

fulfill for each a unique objective. These are:

1. Sale of stock or assets of small business

entities with reinvestment of proceeds in other small

business entities.

2. Sale of stock or assets of small businesses,

with reinvestment of proceeds permitted in any business

entities, including large ones.

3. Sale of stock of large business entities,

with investment of proceeds in small businesses.
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Some proponents of tax-free or, more appropria-

tely, tax-deferred rollovers advocate that all three types

of transactions should qualify for rollover treatment. They

cite the objectives as follows:

1. Small for small -- Keeps capital in the-

small business sector, and permits investors who

choose to Invest in ventures to recycle their funds

by extracting them from a matured investment and

reinvesting them in a new venture.

2. Small for large -- Provides equal tax treat-

ment whether a retiring owner of a small business

sells for cash to his employees, to another company

Irrespective of size, or to an individual, as opposed

to being forced to dispose of his business to a large

corporation with publicly traded securities in order

to avoid Immediate tax. In a broader sense, the "small

for large" rollover would tend to ameliorate tax moti-

vated business decisions that lead to the disappearance

of successfully operated small businesses from the

overall economic scene.

3. Large for small -- Encourages the transfer

of capital from the publicly held sector to the small

business sector.

- 7 -
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The White House Conference on Small Business

adopted the rollover concept as one of its top five recom-

mendatlons. The National Sma'll Business Association

--ndorses the concept of these proposals and urges their

-adoption by the Congress to meet the objectives discussed

'above.

THE SHALL BUSINESS PARTICIPATING DEBENTURE

While estimates of our capital needs for the next

decade vary, there appears little doubt that a sizable

deficiency will exist. It is commonly stated that small

business entities provide jobs for between 55 and 60% of

our non-public employees.

Although it is often described as labor-intensive in

contrast with the capital-intensive characteristics of

larger companies, small businesses must attract enough

capital to provide employment opportunities. In small

businesses, a little capital goes a long way toward keeping

U. S. citizens off the unemployment rolls. Yet the Small

Business Administration has reported that a steadily

,decreasing percentage of our total capital investment is

-being directed to the small business sector. Accordingly,

the already serious need for small business capital is

- 8 -
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becoming more acute each year. Many small business companies

have proven records of performance. They can sustain them-

selves, they offer products or services which can be sold at

a profit, and they are often the principal sources of Jobs

in rural areas, small towns and even in many large-cities.

Many of these companies are now faced with a

critical need for new sources of funds. If fortunate,

they can obtain capital through conventional sources to

sustain and enhance their growth. Otherwise, they can

merge or sell out to larger companies, they can attempt

some type of equity security offering, or they can rely

on internally generated funds to provide capital needed

for operations. The last and most commonly chosen option

becomes a less viable alternative as-inflation makes it

more difficult to fund needed replacements from the recovery

of historical costs of assets already In place.

Problems With Equity Interests

The business community typically equates capital

with equity participation. For years, many have taken for

granted the infusion of new equity in a small business as

the logical answer to its capital needs. But, with the

exception of some venture oriented businesses such as those

In high technology areas, equity may be inappropriate for

the following reasons:



795

1. Small business entrepreneurs generally

look with disfavor on selling equity interests.

They are independent individuals who dislike regu-

lations at all levels of government. They wish to

maintain the confidentiality of their financial

positions and operating results. They do not wish

to have others tell them how to operate their

businesses, even though occasionally they may need

outside counsel. They often view outside share-

holders as a threat to their freedom of action.

2. An equity interest in a small company is

generally difficult to liquidate at a fair price.

From the viewpoint of the investor, with uncertainty

of dividends, little or no voice in management, and

no established market for securities, the value of

a minority equity interest is often only slightly

higher than worthless. On the other hand, the

outside shareholders of a small, publicly held

company may find the market for his shares so thin

that its volatility hinders prudent monitoring as

well as current evaluation of its worth.

- 10 -
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3. In what does a minority shareholder of a

small business share? Though they may have "gone

public" to the extent that less than 50% of the

voting Interests have been purchased by outsiders,

many small companies are managed in almost the same

manner as when they were privately held. Thus,

policy decisions are predicated on the same criteria

as before, which often are influenced by the tax

and financial postures of the principal shareholders.

A minority equity owner Is often in an unenviable

posit ion.

Present Sources of Capital

Banks have traditionally provided capital needed

for growth and expansion of small businesses. This is

typically in the form of short-term debt secured by

receivables, inventory, or plant and equipment. Term

loans, for periods of five to seven years, have become

Increasingly difficult to negotiate particularly for a

small business with an inconsistent history of profitable

operations. As such loans often utilize all of the avail-

able collateral, there is little opportunity for a small

business to obtain additional financing when needed, since

few investors are interested in unsecured debt.

- 11 6-



797

For reasons discussed above, investment in small

business equity securities Is similarly rare. A notable

exception, in addition to venture oriented high technology

companies noted earlier, would be $BIC loans to promising

growth companies that carry stock warrants, options, or

other conversion privileges.

As neither debt nor equity securities have

succeeded In meeting the capital needs of many small

companies, it seems logical that small business may need

a new Investment vehicle, a new security acceptable and

attractive to both the'investing community and to small

business. If so, could incentives be provided through

the Internal Revenue Code as a means of stimulating

needed capital Investments in small business entities?

Proposal for Small Business Participating Deben-

tures.

Senate bill 1481, Introduced by Senator Lowell

Welcker and co-sponsored by Senators Baucus, Hatch, and

Hayakawa, would permit the creation of a hybrid security

with both debt and equity characteristics. This security

would carry a stated rate of Interest, negotiated by the

borrower and lender, and could also provide the Investor

with a negotiated share of profits during the period the

- 12 -
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Instrument Is outstanding. The instrument would carry a

limited term, during which time the holder of the security

would have no voice in the operation of the company other

than the right to participate to a limited extent in its

profits. This is in contrast to stock warrants and rights

which effectively, through shares thus issued, participate

in earnings after the company has experienced its critical

need for funds and has repaid them.

Proponents of this new security, known as a small

business participating debenture (SBPO), believe that it

would appeal to small businesses seeking capital, because

the mechanism will be self-administered, thus avoiding the

necessity for approvals, examinations, permits, and other

forms of red tape Similarly, these proponents contend

that the cost ofmoney to the borrower -- both the primary

stated Interest and the premium based on earnings --

should be a tax deductible expense to the borrower.

Following are some of the specific tax aspects

of this proposal: ,

1. The investor would be permitted a graduated

capital formation tax credit, somewhat similar to an

Investment tax credit, in the year of Investment, with

- 13 -
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the highest rate of credit being allowed for securities

of the longest duration. A-3% credit would be allowed

for an investment with a.six year maturity, 4% for an

eight year maturity, and 5% for a ten year, or longer,

maturity. Provisions would be required for recapture

of a portion of the credit on early dispositions of

the securities.

2. The stated interest received by holders of

small business participating debentures would be taxed

as ordinary Income, but the profit participation, or

premium portion, Would be taxed to the investor as

capital gain, consistent with the treatment afforded

gain on sales of corporate stock.

3. The investor would be permitted an ordinary

deduction on sales of SBPD securities at a loss, con-

sistent with the treatment presently provided for

so-calltd Section 1244 stock.

4. Payments of both stated interest and the

profit participation element would be deductible by

the Issuing company.

- 14 -
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5. To concentrate the benefits from this proposal

on small business entities, only businesses with a net

equity of less than $25 enillion would qualify for these

securities. Furthermore, no quai~fng company could

have issued and outstanding at one time SBPD's with a

face value In excess of $1 million. Either or both of

these qualifying criteria could be increased if Con-

gress considers it appropriate to expand the utilization

of this concept.

The National Small Business Association is pleased

to support the Small Business Participating Debenture propo-

sal, since it would create an investment vehicle, not presently

available, that would be attractive to both lenders and

borrowers, and should channel more capital funds into small

business entities.

IMPACT OF INFLATION ON SMALL BUSINESS ENTITIES

There is general agreement that our current high

rate of inflation is the most serious economic problem now

facing the country and perhaps the most serious we have

faced in recent history. in 1976, the consumer price Index

rose less than 5%, but this had increased to a 13% level for

1979. Recent increases in the prices of many goods and

- 15 -
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services have pushed the annualized rate up to nearly 18%

for 1980. Indeed, kthe recent offering by the Treasury Depart-

ment of five-year notes with an effective rate of over 14%

Indicates that sophisticated investors anticipate double-

digit inflation for the foreseeable future.

During periods of inflation, the present account-

ing and tax rules for determining business profits do not

accurately reflect the current costs of the products being

sold. Becauseof the failure of accounting and tax proce-

dures for determining business income to adequately recognize

Inflation, both tax and financial profits are overstated and

higher Income taxes on stated earnings are imposed. This

applies not only in the determination of the amount of cor-

porate profit subject to tax, but also for businesses operat-

ing in proprietorship or partnership formwhere the escalation

of income levels into higher brackets creates an inflation

windfall to the Federal treasury. Businesses often must

borrow to replace assets, or must restrict their growth, due

to cash flow reductions caused by higher income taxes and the

spiraling cost of replacement assets. It is a vicious cycle.

What change can be made in our tax rules to at

least reduce the problems of inflation in our tax system?

In the determination of business profits, two elements are

- 16 -
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very important, the determination of Inventory costs and

the recovery, or depreciation, of capital costs.

Need for Simplified LIFO System

The so-called LIFO provisions (last-in, first-out)

have been In our tax laws for over 40 years. They are

widely used by large business entities since, through the

accounting techniques employed, they tend to match current

costs of goods and materials purchased or manufactured

against current revenues. Companies not using LIFO, which

include the vast majority of small business entities, are

in effect required to match lower costs of materials and

products against current revenues, thereby reporting higher

taxable profits.

The LIFO rules are complex and difficult to

implement. Consequently, very few small businesses can

cope with them. It is beyond the scope of this testimony

to discuss in detail the LIFO complications and suggestions

that have been made for reducing them, but several points

are worth noting.

Many of the complications in LIFO could be avoided

by using an annual index, perhaps the Consumer Price Index

or one developed for specific types of businesses, to make

- 17 -
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the inventory calculations, and make the system more

attractive to small business entities. Another proposal,

which would be particularly attractive to very small

entities, would essentially be to permit companies below

a certain size to use the cash method of accounting for

Inventories. Qualifying companies could charge as expense

the costs of materials and products below a fixed dollar

level, perhaps $200,000 of Inventory per year.

By permitting use of a LiFO type inventory

approach on a simplified basis, small businesses would

be permitted to enjoy some of the benefits now available

primarily to larger companies, that would minimize the

Impact of inflation on business profits.

Capital Cost Recovery Proposals

In periods of rising inflation, the recovery or

depreciation of asset costs becomes critical. If a company

wants to remain in business, it must replace equipment that

wears out and, if it wishes to expand, it must acquire new

equipment at constantly increasing costs. The discussion

of this problem has been intense in recent months and is

already the subject of a number of specific legislative

proposals; We will not dejell on specific proposals to any

great extent today, except to note that in our view several

Important criteria should be considered in evaluating

alternative proposals.

-*18 -



804

With our declining rate of productivity growth,

and our loss of competitive ability in relation to other

countries, creating an incentive for new plant investment

that would-modernize productive facitilies and .tend to

increase productivity seems extremely important. Second,

our cost recovery systems should be modified to lessen the

impact of inflation on the recovery of asset costs. Finally,

and an extremely important point to small business entities,

we need a simplified system that will be easier to under-

stand and will reduce administrative problems for both

taxpayers and the Internal Revenue Service.

Among the specific proposals that have been

Introduced are the Capital Cost Recovery Act, the so-called

10-5-3 approach (S. 1435 and H.R. 4646), an expanded and

simplified AOR system (H.R. 5665), and the Small Business

Capital Incentive Act (H.R. 6617). Without endorsing the

specific provisions embodied in any of these approaches, we

have concluded that the capital cost recovery approach

suggested in-S. 1135 and H.R. 6617, which is based on

arbitrary recovery periods rather than useful lives, more

nearly satisfies these criteria than modification of the

present ADR system. As has been documented a number of

times, the present AOR system is used almost exclusively

by large taxpayers and !s of little interest to small

- 19 -
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business entities. Even with simplification and modification

changes, It would still remain more complex than the capital

cost recovery proposals now under consideration. Whichever

method is finally selected, one- of the most critical Issues

facing small business entities today is tax depreciation and

cost recovery and we urge that action be taken in this Con-

gress.

Indexation of Tax Brackets and Amounts

As noted earlier, many sma41 business entities

are operated in proprietorship or partnership form. Accord-

Ingly, their owners are subject to our progressive individual

tax rate structure.

in times of high Inflation, income levels are

artificially increased and push taxpayers into higher

brackets, thereby-increasing effective tax rates with no

corresponding Increase in real income. Various estimates

indicate that, at inflation rates significantly lower than

we are now experiencing, the Federal Treasury Is substantially

enriched purely because of the inflation creep in individual

tax brackets. Assuming modest inflation rates (8% to 9%) for

the next five years, the Congressional Budget Office has

estimated that Individual tax revenues will be Increased

by about $10 billion for nine months of fiscal 1981 but

rising to nearly $120 billion for fiscal 1985.

- 20 -
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The same problem exists with respect to many

fixed dollar allowances now In our tax system. Provisions

that are of jartlcular concern to small businesses, such

as the accumulated earnings credit ($150,000), the Section

1244 limitations, the $3,000 gift tax exclusion, and even

the exemption' levels themselves, have not been adequately

adjusted to reflect the impact of inflation.

Accordingly, while indexation as a concept has

many alleged advantages and disadvantages, the National

Small Business Association urges that this issue be studied

by Congress since the present system-is simply imposing

unlegislated tax increases of increasingly significant

amounts on taxpayers.

Expansion of Corporate Tax Rate Schedule

In 1978, Congress changed the graduated corporate

tax rate structure to provide lower rates (or taxable income

below $50,000, and significantly lower rates for income up

to $100,000. The National Small Business Association

supports the Number 1 recommendation of the White House

Small Business Conference that the graduated business tax

rate structure be expanded up to a level of $500,000. This

seems consistent with the concern expressed above about the

impact of inflation on individual earnings, where-inflation

- 21 -
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Is pushing taxpayers Into higher brackets. This change

would be of considerable benefit to small business entities

which must rely on Internally generated funds, including

retained earnings, not only to provide for growth and

expansion but merely to remain in business.

CONCLUSION

The National Small Business Association commends

this Committee for holding hearings to focus on capital

formation and retention problems of small business entities.

The health and vitality of the small business sector Is

essential to the U. S. economy. It has unique problems that

are not faced by large business entities, and special

attention must be directed to help solve these problems.

- 22 -
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March .28, 1980

Senator Harry Byrd
Chairman, Senate Finance Subcommittee on Taxation
United States Senate
Washington, D. C. 20510

Dear Senator Byrd:

There have been recommendations to your Senate Finance subcommittee on
taxation relating to estate taxes of the small business man and farmers.
Those recommendations suggested methods to help soften the impact of
state taxation at the death of the business or farm owner.

The problem with these recommendations by the National Family Business
Council, Inc. and the National Cattlemen's Association is the evident
one - "forgive the fact that I failed to plan and then forgive the taxes".

That is not the answer. There are already existing methods which allow
the business/farm estate owner to soften the impact of death on taxes.
The real problem is that there is no encouragement on the part of Congress
or the Department of the Treasury to create action to planning for the
ultimate death and tax solutions.

The answer is not to raise the taxable base but to give current tax relief
for those who will (and do) plan for the fact of death. The tax relief
should be in the form of current deductions for the cost of the plan
placed in effect for the conservation of the estate. In this manner more
business owners, farmers, and ordinary citizens will be able to.afford
to plan now for ultimate death taxes and these current plan deductions
will actually create less of a drain on national income than raising the
taxable base.

The National Cattlemen's suggestion will create relief at the first death
but will be disasterous at the second death because of the increased value
of the remaining estate. The final heirs, the children, will never be able
to sustain the business because the increased estate value at the second
death will create the exact same problem as existed originally. Then
what do we do - raise the taxable base again?

There should be no threat to family owned businesses and farms and there
will be none if the proper incentives are instituted. And, the raising of
the base is not the proper method to solve the problem. The proper way is
to create the funds necessary, during life, to pay the taxes due at death
through a tax incentive method similar innature to qualified retirement
plans on a tax-favored basis.

Respectfully yours,

Thomas A. amron, CLU

cc: Senator John Tower Thomas A. Damron, CLU
Senator Lloyd Bentson 420 North Dallas Bank Bl4g.
Representative Jim Hattox 12900 Preston Road

-, Texas 75230.
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American Farm Bureau Federation
WASHINaON OFFICE
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April 11, 1980

Honorable Harry F. Byrd, Chairman
Subcommittee on Taxation and Debt Management
Committee on Finance
United States Senate
2227 Dirksen Senate Office Building
Washington, D.C. 20510

Dear Senator Byrds

The Subcommittee on Taxation and Debt Management recently held
a hearing on the federal estate tax and its impact on the American
family. Two bills in particular, S. 1825, introduced by Senator
Gaylord Nelson and S. 1984, introduced by SenatorI Malcolm Wallop,
deal with the effect of estate taxes on family farms and other
mall businesses. Farm Bureau would like to offer its views on
these bills within the context of our current policy on federal
estate and gift taxes.

Farm Bureau has long been active In the federal estate and gift
tax area because of the effect that these taxes have upon the well
being of the nation's farm and ranch families. Farm Bureau was
active in its support for state tax relief in the Tax Reform Act of
1976 and the Revenue Act of 1978. The continuing interest of our
three million member families is evidenced in the following policy
which was adopted by the voting delegates of the member State F'irm
Bureaus at the American Farm Bureau Federation's annual meeting in
January, 1980.

Federal Estate and Gift Taxes

WNe favor a phase-out of the federal estate tax.
Until this phase-out is accomplished, we will continue
to support legislation to reduce the impact of the
federal estate tax on the orderly transfer of property
and an exemption for property on which an estate tax has
been paid within 15 years prior to the death of the
second decedent.

OWe favor recognition of the equal contribution of

the spouse to a farming enterprise in estate
settlements.

"We favor indexing the federal estate tax to compen-
sate for Inflation.

'We believe both crop share and cash rentals should
qualify in determining the special use valuation of
farmland under Section 2032A of the Internal Revenue
Code.
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"We favor special use valuation of agricultural land
for gift tax purposes similar to the special use
valuation of such property for estate tax purposes under
Section 2032A of the Internal Revenue Code.

mWe encourage a reasonable and flexible interpreta-
tion by the Internal Revenue Service of the 'material
participation requirements" for the special use valu-
ation of farmland under Section 2032A of the Internal
Revenue Code.'

S. 1825 is clearly supported by Farm Bureau policy. The
Subcommittee has received ample testimony on the effects of inflation,
and the resulting need to index the federal estate tax to offset it.
To adjust the unified credit against estate and gift taxes is a matter
of equity to farm families faced with rising production costs,
decreasing commodity prices, and inflated land values that bear little
relation to productive value. Specifically, Farm Bureau supports
modification of the unified credit to increase the equivalent estate
tax exemption from $147,333 to $179,000 in 1979, from $161,563 to
$213,000 in 1980, and from $175,625 to $250,000 in 1981.

S. 1984 addresses several of the concerns expressed in Farm
Bureau policy. Specifically, we support use of an unlimited marital
deduction to allow property to pass between spouses free of estate and
gift taxes the use of crop share figures as well as cash rents in the
formula for valuing fara land for estate tax purposes under 2032A (e)
(7)1 and a reasonable interpretation of 'material participation' for
special use valuation under 2032A. Although S. 1984 calls for the
elimination of material participation requirements, our policy does
not. Complete elimination could encourage abuse by individuals who
are not actively engaged in family farming. Other sections of the
bill provide tax relief that we believe is necessary to encourage the
preservation of family farms.

Farm Bureau members seek complete elimination of the federal
estate tax. Until this goal is achieved, we favor legislation such as
S. 1825 and S. 1984 to ease the tax burden upon farm families. The
goals embodied it, these bills are consistent with Farm Bureau policy
and we ask that our letter of suppport be included in the hearing
record.

Thank you for consideration of our viewpoint.

Sincerely,

Vernie R. Glas'on
7 

iretor
National Affairs Division
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American Farm Bureau Federation
WASHINGTON OFFICE
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April 30, 1980 CA = ,Oo65 A,, ,,P ,

Honorable Harry F. Byrd, Chairman
Subcommittee on Taxation and Debt Management
Senate Committee on Finance
2227 Dirklen Senate Office Building
Washington, D.C. 20510

Dear Senator Byrd:

Your Subcommittee recently held hearings on a number of legisla-

tive proposals that affect tax policy relating to small business. Two

of the bills, S. 1435 and S. 110, addressed the issue of depreciation

reform. Although Farm Bureau is not offering comments on specific

provisions of either bill, we would like to offer our general support

for depreciation reform. Any activity that promotes investment incen-

tives by the nation's businesses, particularly small business, benefits
the entire economy.

Farm Bureau policy has traditionally supported tax policies that

encourage capital formation. We have long supported the investment

tax credit as a permanent feature of our tax system and endorsed the

capital gains rate reductions contained in the Revenue Act of 1978.

Farm Bureau policy, adopted by the voting delegates of the member

State Farm Bureaus at the 1980 annual meeting, states that Otax policy

should be designed to encourage private initiative, help stabilize the

dollar, promote employment and economic growth, and distribute the tax
burden equitably.0

Depreciation reform can benefit farmers as well as other small
business owners. We encourage the Subcommittee to look favorably upon

this concept because it has the potential to promote continued growth

of productivity in agriculture and rejuvenate lagging sectors of the
economy.

Thank you for consideration of our views. We ask that they be

made a part of the hearing record.

Sincerely,

Vernie B. Glasson, Director
National Affairs Division
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WRITTEN STATEMENT OF
AMERICAN BANKERS ASSOCIATION

HEARINGS ON IMPACT OF FEDERAL
ESTATE TAX ON AMERICAN FAMILY

SUBCOMMITTEE.ON TAXATION AND DEBT MANAGEMENT
COMMITTEE ON FINANCE
UNITED STATES SENATE

March 1980

In his statement announcing a hearing on the

impact of the federal estate tax on the American family,

Senator Harry F. Byrd, Jr., Chairman of the Subcommittee,

referred to the potential devastating effect that estate

and gift taxes may have on family owned businesses and

indicated that the hearing would concentrate primarily on

S.1825, S.1984 and S.2220. Theae bills would amend va-

rious estate and gift tax provisions. Some of the amend-

ments are "targeted" relief in the sense that they involve

family owned business assets while others would provide

general estate and gift tax relief.

The American Bankers Association (the ABA) be-

lieves that changes are needed in estate and income tax

provisions relating to family owned businesses. The ABA

also believes that changes are needed in general estate

and gift tax provisions. It suggests, however, that con-

sidering targeted relief with general relief is not
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desirable, particularly in the light of the restrictive

budgetary constraints Congress is now under.

Accordingly, the ABA recommends that considera-

tion of such subjects as an unlimited gift and estate tax

marital deduction (in S.1984), an increase in the annual

gift tax exclusion (in S.1984) and an increase in the

unified gift and estate tax credit (in S.1825) be post-

poned and taken up at a later time as part of a review 
of

general estate and gift tax revision, which would include

consideration of rate reduction. Significantly, the

Senate Finance Committee did not hold hearings on general

estate and gift tax changes as a part of its considera-

tion of the Tax Reform Act of 1976. If desired, the

general estate and gift tax hearings could be divided 
in-

to two parts, those involving significant revenue and

those which have slight revenue effect.

S.1984 includes changes in section 2032A

relating to special estate tax valuation for certain real

property, including farms. We agree with some but not

all of these changes. Section 2032A needs to be modified.

Modifications should not be made piecemeal, but rather

in a single project related solely to this section. We

recommend that the Subcommittee schedule a hearing de-

voted exclusively to section 2032A. At that hearing all

-2-

63-769 0 - 80 - 52



814

aspects of this provision could be considered, including

changes proposed in S.2266, which would increase the in-

come tax basis of property where an additional tax has

been imposed by section 2032A(c), and in S.1859 and

S.2201, which like S.1984 would amend the formula method

of valuing farms under section 2032A to permit crop

share rentals to be used where-there is no comparable

land leased on a cash rental basis. The Treasury Depart-

ment in its testimony before this Subcommittee on

March 4, 1980 objected to S.1859 and S.2201 unless the

denominator of the formula used is changed to equal the

greater of four percent or the annual rate of return on

equity from farm property. The change proposed by the

Treasury is inappropriate. We would like an opportunity

to state the reasons for our views at a public hearing.

We also urge this Subcommittee to hold a hear-

ing on other targeted estate tax relief for family owned

businesses, such as is contained in S.2220, with emphasis

being placed upon changes (i) in sections 6166 and 6166A,

relating to the deferral'of the payment of estate tax at-

tributable to closely held business interests, and (ii)

in the interest rate on the deferred tax. In its testi-

mony before this Subcommittee on March 24, 1980, the

National Cattlemen's Association referred to the

- 3 -
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desirability of making changes in these areas, as did

other witnesses. S.2309 would reduce the interest rate

on deferred estate tax from the current twelve percent

rate and merits serious consideration.

During the past-severl months the ABA has been

working on a project involving the "merger" of sections

6166 and 6166A into a single section which would also be

changed to be more useful-to estates consisting of

closely-held business interests. The latest draft of a

memorandum discussing the suggested changes is attached

to this statement. One of the changes responds to the

problems that have been created by interest on estate tax

to be deducted in computing this tax.

An important question which should be discussed

at the suggested hearing is whether estate tax relief for

a special type of property -- an interest in a closely-

held business -- is desirable. If the decision is to

create such relief, the ABA believes 
it should be done

in a simple and straightforward manner 
rather than by a

new set of technical requirements. This could be ac-

complished by using as the point of departure 
the deferral

provisions of section 6166. Relief could be granted by

forgiving a percentage of the interest 
and/or deferred

tax payments as the payments became due. At the re-

quested hearing, the ABA will explain the forgiveness 
con-

cept in more detail. - 4 -

V
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April 1, 1980

MEMORANDUM OF AMERICAN BANKERS ASSOCIATION -

Re: Sections 6166 and 6166A and Related
Matters - Proposals for Change

A. Introduction

The operation of $S6166 and 6166A, relating to

the deferral of the payment of estate tax attributable to

an interest in a closely held business, is troublesome in

a number of respects. In addition, other statutory peovi-

sions add to the liquidity problems of, or create other

problems for, a decedent's estate which consists of one or

more interests in closely held businesses. The purpose of

this memorandum is to discuss the sources of concern and

make recommendations for change. In considering these

recommendations, we would emphasize that the deferral

provisions do not reduce taxes but only extend the period

of payment. As a result, we believe the proper approach

is to broaden the application of these provisions.

Each of these sections permits an executor to

extend the time for payment'of the estate tax attributable

to closely held business interests, including farms. The

amount of the tax that may be deferred in payment is the

net federal estate tax payable times a fraction having a
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numerator equal to the value of the closely held business

interest and a denominator equal to the decedent's adjust-

ed gross estate, viz., the gross estate reduced by "allow-

able" S2053 and 2054 deductions. Payments are made in

equal annual installments over a ten year period. The

term "interest in a closely held business" is defined dif-

ferently in each section. Qualification requirements are

imposed by each section.

B. Differences Between Sections 6166 an6 6166A

Sections 6166 and 6166A contain significant dif-

ferences which include the following:

1. Section 6166 has a higher percentage quali-
fication requirement - 65 percent of the decedent's
adjusted gross estate - than S6166A - 35 percent of

the decedent's gross estate or 50 percent of his tax-
able estate.

2. Section 6166 provides for a five year mora-
torium on the payment of the estate tax attributable
to the closely held business. Section 6166A contains
no moratorium.

3. A four percent interest rate applicable to
the estate tax attributable to the first $1,000,000
of value is available for deferrals under S6166 but

not for deferrals under 56166A.

4. The definition of "interest in a closely
held business" is more liberal in S6166. Compare

$6166(b)(1)(B)(ii) and (C)(ii) with S6166Ac)(2)(B)
and (3)(B).

5. Under S6166(b)(2)(B), stock or a partnership

interest held by a husband and wife as community
property or as joint tenants, tenants by the entirety

-2-
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or tenants in common is treated as owned by one
shareholder or partner. Section 6166A contains no
provision dealing with this matter.

6. Section 6166(b)(2)(C) contains a construc-
tive ownership rule where a corporation, partnership,
estate or trust holds an interest in a closely held
business. Section 6166A contains no such rule.

7. Section 6166(b)(3) provides that for pur-
poses of the 65 percent requirement an interest in a
closely held business which is in the business of
farming includes an interest in residential buildings
which are used by persons engaged in the farming op-
eration. No similar provision is in 6166A.

8. The aggregation rules for interests in more
than one closely held business are more liberal under
S6166 than under 56166A. Compare 56166(c) with
S6166A(d).

9. Under S6166(g)(1)(A), a disposition of one-
third or more in value of the eligible interest will
accelerate the payment of the deferred tax whereas
the figure in $6166A(h)(1)(A) is one-half or more.

I0. Under 56166(g)(1)(D) transfers of property
from a trust created by the decedent are not con-
sidered as a disposition for purposes of accelerating
the payment of the deferred tax. No such statement
is made in $6166A(h)(1)(D) and the contrary result
could occur.

11. The "undistributed net income" rule of
S6166(g)(2)(A) refers to any taxable year of the es-
tate ending on or after the due date of the first in-
stallment but the same rule in 56166A(h)(2)(A) refers
to any taxable year after its fourth taxable year.

C. *Unifying" Sections 6166 and 6166A

The existence of two deferral provisions with

differing requirements creates confusion and in some cases

requires an executor to make a choice when all facts

-3-
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necessary to make an informed decision are not available.

Considerable simplification would be achieved by "merging"

the two sections. This approach was contained in H.R.

4694, introduced by Representative Fisher in 1979 and cap-

tioned the "Carryover Basis Simplification Act of 1979."

The consolidation would be achieved by using S6166 with

the changes referred to in part D below.

D. Suggested Changes in Unified Approach

1. Post-Death Interest as an Administration
Expense under Section 2053

The Service now recognizes that post-death in-

terest (including estate tax interest) allowable as an ad-

ministration expense under applicable state law is a prop-

er estate tax deduction under S 2053. Rev. Rul. 79-252,

IRB 1979-34 at 11. When the interest is claimed as an es-

tate tax deduction, the estate tax is reduced.

Uncertainty exists as to the amount of the tax because it

depends upon the amount of interest, whick with Jeferral

under 56166 or 6166A may not be finally determined until

many years after the decedent's death.

In order to prevent an estate tax deduction for

interest in excess of the amount actually paid, the

Service has allowed the deduction only as interest is paid

and required the executor to file a protective estate tax

-4-
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refund claim for future interest that may be paid. As in-

terest is paid, the refund claim is allowed for the paid

amount, with interest also being paid on the refund. The

existence of multiple refund claims attributable to the

same estate is complax and time-consuming. Further, this

procedure is contrary 'to the purpose of the deferral

provisions - since future interest is not allowed in com-

puting the estate tax the annual installments are over-

stated and are not in equal amounts as required by the

statute.

The effect of the Service paying interest on the

estate tax refunds attributable to the interest payments

made by the estate is to give the estate an undiscounted

deduction for future interest payments. Stated another

way, although interest is not paid until several years

after the decedent's death' the full amount is still al-

lowed as an estate tax deduction, as are all expenses of

administration. This result seems questionable.

The problem is more difficult and significant

than indicated above. The threshold percentage qualifica-

tion requirement under S6166 is related to post-death in-

terest that is paid because this section applies the per-

centage against an amount that is reduced by deductions

-5-
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that are "allowable-(not allowed) under S2053. The same

result may occur under S6166A if the percentage qualifica-

tion requirement relating to the taxable estate (rather

than the gross estate) is used since, in arriving at the

taxable estate, "allowed" S2053 deductions are subtracted.

All post-death interest is "allowable" under S2053 al-

though it may not be used (allowed) as an estate tax de-

duction. Thus, at the time an election must be made under

56166 or 6166A, the executor may not know whether the es-

tate is eligible for deferral because the answer will de-

pend upon how much interest will be paid in the future.

Also, in some cases a decedent may have a sur-

viving spouse and-make full use of the maximum marital de-

duction by a formula provision. When this occurs, the

amount of the deduction (and the amount included in the

surviving spouse's estate) will depend upon the amount of

post-death interest claimed as an administration expense

under S2053. How is the amount includible in the sur-

viving spouse's gross estate determined when that spouse

dies during the estate tax deferral period used by the

decedent's estate and interest after the spouse's death

may be involved?

One approach to solving the post-death interest

problem would be to deny post-death interest as an

-6-



822

administration expense under 52053. This solution is un-

satisfactory because it is unfair. In many cases, the in-

terest paid cannot be used fully as an income tax deduc-

tion since it exceeds the gross income of the estate re-

duced by other deductions other than the distribution de-

duction. The likelihood of such a result is increased by

a high interest rate. From February l 1980 through

January 31, 1982 this rate will be 12%. Also, use of the

interest as an income tax deduction may create distortion

in the interests of different beneficiaries because the

benefit of the income tax deduction reduces the taxable

income of beneficiaries who do not bear the burden of the

interest payment.

We believe a simple solution exists to the post-

death interest problem. The denial of an estate tax de-

duction for the interest should be combined with a grant

of forgiveness of the interest at a stated rate and with a

lower threshold percentage qualification requirement to

reflect the "loss" of the interest deduction. The for-

giveness rate would be the highest estate tax rate appli-

cable to the estate, which would be the benefit to the es-

tate if the interest were claimed as an estate tax deduc-

tion. Since the forgiveness does not occur until the

-7-
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interest becomes payable, the estate does not get the

benefit of a current estate tax deduction for a future

-payment as occurs under current law. The estate would, of

course, still be able to pay the "full" amount of all or

any part of the interest and use that amount as an income

-tax deduction.

An example may be helpful in indicating how the

forgiveness approach would operate. Assume that an annual

interest payment on the unpaid balance of the deferred tax

was $15,000 and that the estate's marginal estate tax rate

was 39%, applicable to taxable estates of between $750,000

and $1,000,000. The executor could secure a forgiveness

of 39% of that part of the $15,000 which was not claimed

as an income tax deduction. If the executor claimed

$5,000 (of the $15,000) as an income tax deduction, the

payment of interest would be $11,100 ($5,000 + 6,100).

As noted, the forgiveness would be based upon

the rate schedule in S2001(c), which is applicable in

determining the tax before the allowance of credits.

Except for the state death tax credit, the credits are

rarely applicable. With respect to the state death tax

credit, we believe the correct result is that the for-

giveness should be based upon the "gross" federal tax.

-8-
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The method of computing the forgiveness is the same as

that contained in HR 4694 to determine the basis increase

for death taxes attributable to appreciation.

When a marital bequest has been funded pursuant

to a maximum marital deduction formula provision, use of

the marginal, estate tax rate to compute the forgiveness

may be said to overstate this amount because, after making

allowance for the marital deduction, the taxable estate is

reduced by ony one-half of the amount of the annual inter-

est payment whereas the forgiveness percentage applies to

the entire amount of this payment. However, such an anal-

ysis fails to take into account that the amount passing to

the surviving spouse is "overstated" and will produce an

additional" estate tax at the spouse's death. These two

factors offset each other and collectively are a fair re-

sult and certainly one that is preferable to current law.

The suggested approach does not interfere with

applicable state law regarding whether estate tax interest

is chargeable to income or principal and whether, if the

interest is taken as an income tax deduction, an equitable

adjustment must be made from income to principal.

2. Threshold Fercentage Qualification
Requirement

In combining SS6166 and 6166A, H.R. 4694 used

the threshold percentage qualification requirements of

-9-
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both sections, thus creating a threefold test of (1) 65

percent of the adjusted gross estate, (2) 35 percent of

the gross estate or (3) 50 percent of the taxable estate.

The special 4 percent interest rate on the estate tax at-

tributable to the first $1 million of value was available

only if the estate met test (1).

Tests (1) and (3) are troublesome because, as

noted in subpart 1 above, qualification may depend upon

the amount of post-death interest "allowed" or "allow-

able". This problem is eliminated by excluding post-death

interest from consideration. However, without more, such

a change would or might increase the threshold requirement

if (1) or (3) were used. To avoid this result, the per-

centages in (1) and (3) should be reduced. A reduction

from 65 percent to 50 percent in (1) and from 50 percent

to 40 percent in (3) seems appropriate. Use of a 50 per-

cent requirement would achieve conformity with section

303. See discussion below of S303. If these changes are

made, consideration should Le given to eliminating test

(2). The likelihood of an estate satisfying this test but

not 40% of the taxable estate is remote.

3. Lialitation on Amount of Deferred Payment

Section 6166(a)(2) limits the amount of estate

tax that may be deferred which, as noted above, is

-10-
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determined by multiplying the estate tax (after credits)

by a fraction having a numerator equal to the value of the

closely held business interest and a denominator equal 
to

the adjusted gross estate as defined in 66166(b)(6).

Thus, this limitation is uncertain whenever the amount 
of

post-death interest is uncertain. The post-death interest

allowable as an estate tax deduction reduces the denomina-

tor of the fraction and therefore increases the percentage

of the tax deferred in payment.

As in the case of the threshold requirement,-the

solution is to remove the interest from consideration by

modifying the definition of "adjusted gross estate" 
in

S6166(b)(6) to exclude post-death interest.

4. Holding Company Qualification

The present position of the Service is that

stock of a holding company cannot "qualify" under 
S6166 or

6166A unless this company operates a trade or 
business.

Thus, the holding company's ownership of another 
company

which does operate a trade or business is ignored, and

form may prevail over substance. Such a result is un-

sound. A holding company may be required to maintain 
the

differing equity interests of branches when shifting 
such

interests from an older generation to a younger

generation.

-11-
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Section 6166(b)(1) should be modified to provide

in effect that the indirect ownership rule of

$6166(b)(2)(C) applies for the purpose of determining

whether the holding company operates a trade or business.

If the holding company owns 20t or more of the voting

stock of another company operating a trade or business,

this trade or business should be attributed to the holding

company for the purpose of determining whether the holding

company is operating a trade or business.

5. Acceleration of Payment of Deferred Tax

a. Undistributed Net Income Rule

Sections 6166(g)(2) and 6166A(h)(2) contain

rules applicable to a decedent's estaten 
which requires

that, for taxable years ending after a stated time, the

executor must pay an amount equal to its undistributed net

income in liquidation of the unpaid part of the deferred

tax before the due date for the income tax return of the

estate covering such year. If the executor fails to make

the payment, the entire unpaid portion of the defer-ed tax

may be accelerated by the Service under 56166(g)(3) or

6166A(h)(3). "Undistributed net income" is defined as the

estate's distributable net income for the taxable year, as

defined in section 643, reduced by the sum of (i) the

-12-
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distribution deductions under section 661(a)(1) and (2),

(ii) the amount of the estate tax (plus interest) paid by

the executor during such year.

These provisions create untenable distinctions

depending upon what disposition is made of property in-

cluded in a decedent's gross estate. The undistributed

net income rule applies to income on property included in

the probate estate but not to income on property included

in a revocable trust created by the decedent or to income

on property forming a part of a trust created by another

person or an irrevocable trust created by the decedent.

Thus, the rule is meaningless as to non-probate property.

Also, the rule is of limited significance for

probate property when interest on the deferred tax is

claimed as an income tax deduction because such interest

will reduce the estate's distributable net income. Why

should the application of the rule vary depending upon

whether this interest is claimed as an income tax deduc-

tion or an estate tax deduction?

Some states follow the federal lead and permit

the state death tax attributable to a closely-held

business to be deferred and paid in installments. in such

situations, a distinction should not be made between the

-13-
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-federal and state tax for purposes of the undistributed

1net income rule and, in addition, use of the income to pay

,the state income tax should not be "penalized."

To summarize, in its present form the undis-

tributed net income rule is unsound. It should be modi-

-fled to meet the points mentioned above, or preferably, be

-eliminated.

b. Section 6166(g)(1)(D) and Distributions
from Trusts

Section 6166(g)(1)(D) should be amended to sub-

-stitute the words "a trust included in the decedent's

gross estate for "a trust created by the decedent. A

marital deduction trust may be included in a decedent's

gross estate but will not be created by the decedent. No

policy reason exists why in such a case a distribution of

trust property should accelerate the payment of the estate

tax on the closely held business interest.

c. Conformity with Section 303

Section 6166(g)(1)(B) states that where a f303

redemption occurs during the deferral period the redemp-

tion proceeds are not treated as a disposition of an in-

terest in, or a withdrawal from, the closely held

business, which may cause a loss of the deferral

privilege, so long as payments of federal estate tax at

-14-
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least equal to these proceeds are made on or before next

installment becomes payable. This is an all or nothing

rule, with compliance causing the entire amount of the

redemption proceeds to be treated as a disposition and a

withdrawal. The result should changed so-that only the

amount in excess of the *permitted" 5303 payments is

treated as a disposition.

Sections 303 and 6166 are also "out of phase"

because redemptions under $303 for state death taxes (in-

cluding interest) and funeral and administration expenses

are not protected from acceleration under S6166. Section

6166(g)(1)(B) should be revised to protect all 5303 redem-

ptions where amounts equal to the proceeds are used before

the next installment becomes due for state death taxes

(including interest), funeral or administration expenses

and income taxes resulting from the redemption.

d. Distribution of indebtedness

A distribution of indebtedness by a corporation

or a partnership in return for a "qualifying stock or

partnership interest is, under 556166 and 6166A, treated

as a distribution or withdrawal in determining whether

payment of the deferred tax is accelerated. Section

6166(g) should be modified to eliminate this result as
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suggested in Recommendation No. 1979-6 of the Tax Section

of the American Bar Association. See 32 Tax Lawyer 1464

(1979). This recommendation was approved by the House of

Delegates of the Association earlier this year. With

closely held business interests, distinctions between in-

debtedness and equity are inappropriate.

e. Coordinating Withdrawals and Dispositions

Acceleration of the deferred tax may be caused

by a withdrawal from the business or as a result of a dis-

position of the estate's interest in the business. The

withdrawal test is baFed upon the value of the business.

See 556166(g) (1)(A)(ii) and 6166A(h)(1)(A)(ii). The dis-

position test applies to the estate's interest in the

business. See 5S6166(g)(1)(A)(i) and 6166A(h)(1)(A)(i).

In each case the percentage is the same, one-third (56166)

or one-half (§6166A). The differing treatment of with-

drawals and dispositions should be eliminated as suggested

in Recommendation No. 1979-6 of the Tax Section of the

American Bar Association and approved by the Rouse of

Delegates of the Association earlier this year. See 32

Tax Lawyer 1464 (1979). The report on the Recommendation

states:

*It is proposed to eliminate the disparate
treatment which now exists between the withdrawal and

-16-
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disposition tests by eliminating the withdrawal test
as an independent test and by making withdrawals sub-
ject to the same limitations as are applicable to
dispositions. The disposition test would be further
amended to prevent acceleration to the extent that
the consideration received in the disposition con-
sists of obligations of the closely held business,
since such obligations are not likely to bemarketa-
ble except at substantial discount. It is proposed
that such a transaction not be considered a disposi-
tion that would trigger acceleration. However, the
obligations would then in effect take the place of
the original interest in the business, so that a sub-
sequent disposition of the specified percentage of
the obligations would trigger acceleration."

f. Certain Tax-Free Reorganizations

Acceleration of the deferred tax occurs under

56166(g)(1) if more than one-third of the value of the

closely held business interest is "distributed, sold, ex-

changed or otherwise disposed of". Section 6166(g)(1)(C)

provides that an exchange of stock in some but not all

tax-free reorganizations described in 5368 is not subject

to the acceleration rule. See Treas. Reg. 520.6166-

3(e)(2). All reorganizations described in §368 should be

exempted from this rule, provided the stock received in

the reorganization satisfies the definition of "nOn--

readily-tradeable stock" in 56166(b)(7)(B) or indebtedness

is received in a company whose stock is so defined. Such

a rule would be consistent with the result under 5303 when

a tax-free reorganization occurs. See S303(c).

-17-
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6. Qualification as a Proprietor

Section 6166(b)(1)(A) defines an interest in a

closely held business" to include *an interest as a prop-

rietorship.0 During the past year, Service personnel have

asserted that the activities of a manager or agent will

-not be imputed to a decedent in determining whether the

requirement of S6166(b)(l)(A) has been satisfied. In the

self-employment tax area (qualification for social se-

curity coverage and liability for tax), courts have held

that material participation may occur through agents and

employees. Harper v. Flemming, 288 F.2d 61 (4th Cir.-

1961)1 Henderson v. Flemming, 283 F.2d 282 (5th Cir.

1960); Foster v. Celebrezze, 313 F.2d 604 (8th Cir.

1963). See also Rev. Rul. 64-32, 1964-1 Cum. Bull. 319.

Prior to the enactmentt of 56166 (now S6166A) in 1958 the

Service acknowledged that material participation in farm-

ing could be accomplished through agents. Treas. Reg.

Sl.1402(a)-l(b)(2); Rev. Rul. 56-22, 1956-1 Cum. Bull.

588. Thus, a reasonable assumption is that Congress in-

tended to peLmit agency relationships to be used in deter-

mining whether a trade or business was involved for pur-

poses of $6166. The fact that in 1974 Congress changed

the self-employment tax to exempt farm owners whose
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material participation in farming was attributable to ac-

tivities of agents (PL 93-368) should not be interpreted

as evidence of a Congressional intent to *read" this

change into S6166. Further, such a position would create

an undesirable distinction between a sole proprietorship

and a partnership or corporation owning a farm. If a

partnership or corporate holding is involved, the agency

activities would be recognized because 556166 and 6166A

refer to the partnership or corporation carrying on a

trade or business.

The legislative history of any changes in 56166

should state the intention of Congress that the activities

of agents and managers shall be taken into account in

determining whether the test of 56166(b)(l)(A) is met.

7. Husband and Wife Holdings

Section 6166(b)(2)(B) directs that stock or

partnership interests which are community property of a

husband and wife or are held by husband and wife as joint

tenants, tenants by entirety or tenants in common shall be

treated as owned by one shareholder or partner. This rule

is not applicable to interests owned individually by a

husband and wife or their estates. Thus, the form of own-

ership for a husband and wife-may cause a difference in
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Result under 56166. This seems inappropriate, particular-

:1 when the interest of one spouse was received from the

,other spouse through a transfer which is includible in the

Other spouse's gross estate under 52035. A single rule

.which treats individual holdings of a husband and wife or

their estates as owned by one shareholder or one partner

,is desirable and consistent with the result for subchapter

-8 corporations under 51371(c).

8. OInterest in Closely Held Business" Changes

We believe three changes should be made in the

definition of an *interest in a closely held business"

which would improve the operation of 56166.

a. "Small" Shareholders

Our members have often represented estates of

shareholders in a-company where no market exists for the

shares but neither the voting stock nor shareholder re-

quirement can be satisfied. For example, the decedent may

own 3% of the outstanding stock of a company having 50

shareholders. When the value of the stock satisfies the

threshold percentage requirement of 56166, deferral should

-be available. This may be done by expanding the defini-

tion of an "interest in a closely held business" to in-

-clude any stock of a corporation which has no market on a
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stock exchange or in an over-the-counter market at the

decedent's death. This test is used in S6166(b)(7).

b. Partnership Interests

In order for a partnership interest to qualify

as an interest in a closely held business the decedent

must have at least 20% of the total capital interest if

the partnership has more than 15 partners. Partnership

profits may be shared in a manner different from the part-

ners' capital interests. Section 6166(b)(l)(B)(i) should

be broadened to permit a 20% interest in partnership

profits to qualify as an interest in a closely held

business. Many provisions of the Code do not distinguish

between an interest in capital or profits. See

S318(a)(2) and (3), 544(a)(1) and (2), 554(a)(1) and (2),

707(6)(1) and (2) and 1563(e)(2).

c. Corporate or Partnership Indebtedness

Corporate or partnership indebtedness owed to a

decedent whose stock or partnership interest meets the re-

quirements of an interest in a closely held business is

not considered a part of the business in applying 56166.

While a distinction between debt and equity interest may

be appropriate for income tax purposes, we believe such a

distinction is unwarranted for purposes of 56166 when the
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decedent has a substantial interest in the company.

-,Further, in the case of a corporation, a distinction be-

, tween indebtedness and preferred stock seems inappropri-

ate. Indebtedness should be included as part of an in--

terest in a closely held business when the 'qualifying"

stock or partnership interest (exclusive of the indebted-

n ess) satisfies the threshold 50t requirement.

9. Two or More Interests

A special rule is contained in 56166(c) and

56166A(d) which permits interests in two or more closely

held businesses to be treated as a single interest. In

order to satisfy this rule, each interest must have a

value equal to a stated percentage of the total value of

each such business. This percentage is 20 in the case of

S6166 and 50 in the case of 56166A. The test is different

from the threshold percentage requirement in

56166(b)(1)(B)(i) or (b)(1)(C)(i) and the corresponding

provisions in 56166A. This "dual" test for each interest

may cause in an interest which alone qualifies for defer-

ral to lose this qualification when combined with another

interest. Such a result is undesirable. Further, the 20%

test introduces a valuation issue which may not be re-

solved in the federal estate tax proceeding. Unless the
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decedent owns 100% of the corporation or partnership, a

determination of the value of the entire business will not

be made. The special "combination" rule should be changed

to use the same tests contained in S6166(b)(1)(B) and

(b)(1)(C), namely, that each interest which satisfies the

percentage or numerical test will qualify provided the

value of all such interests exceed the threshold qualifi-

cation requirement.

10. "Contemplation of Death" Additions

Treas. Reg. 520.6166-2(c)(1) states

"it is not necessary that all the assets of the part-
nership or the corporation be utilized in the car-
rying on of the trade or business"

Concern has been expressed that this regulation may permit

the addition of liquid assets to a partnership or corpora-

tion for the purpose of securing a tax deferral with re-

spect to such assets. This concern could be eliminated by

having the legislative history of the 56166 changes ap-

prove of a restriction on Treas. Reg. 520.6166-2(c)(1)

which would be substantially the same as the limitation in

$341(e)(7) stating that a contribution will be ignored "if

it appears that there was not a bona fide business purpose

for the transaction in respect of which such amount was

received."
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11. Chapter 13 Tax

Section 2421(b) states that 556166 and 6166A

shall not apply to the Chapter 13 tax imposed on certain

5generation-skipping transfers. We believe this policy de-

:cision is untenable. The Chapter 13 tax is a substitute

:"for an estate tax. In almost all other respects, includ-

ing the application of 5303# the Chapter 13 tax is scon-

formed" to the estate tax. See 552602(c) and (d) and

_2614. No reason is given in the Chapter 13 legislative

history for excluding the application of 556166 and 6166A.

On the other hand, 5303(d) contains a special

rule for Chapter 13 transfers which is broad and difficult

to justify as a policy matter. If a Chapter 13 transfer

occurs at or after the death of the deemed transferor 5303

will apply provided the value of the stock included 
in the

transfer equals or exceeds 50% of the value of the trans-

fer. Thus, if the trustee has a discretionary power to

distribute principal after the deemed transferor's death

and the transfer does not occur at death, the trustee by

!..a1lection of particular property -to be distributed (the

-stock) may assure the application of 5303(d) because the

remaining trust property is not taken into account in ap-

rplying the 50% qualification test.
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The answer lies in applying 56166 to some

Chapter 13 transfers and to restrict the application of

S303(d) to the same transfers. The "protected" transfers

should be taxable terminations occurring at or after the

death of the deemed transferor, which is in general the

test under 52602(d) for the application of the alternate

valuation method to Chapter 13 transfers.

12. Attribution Rules

The Revenue Act of 1978 contained the so-called-

"Gallo Wine amendment" which applies the family attribu-

tion rules of S267(c)(4) in determining eligibility under

56166 in terms of the shareholder or partner number test

or the percentage of capital interest or voting stock re-

quirement. These rules attribute ownership between

brothers and sisters but not between spouses of brothers

and sisters and descendants of deceased brothers and sis-

ters. As a result, the order of deaths of brothers and

sisters may be crucial and the last to die will not have

the benefit of attribution which was available to the

first to die. Such a result seems unwarranted.

Attribution should be permitted from spouses of brothers

and sisters and descendants of deceased brothers and sis-

ters.

-25-



841

In addition, attribution should not be lost as a

result of the death of a family member. Stated another

way, estates of members of a decedent's family should be

covered by 56166(b)(2)(D).

13. Section 2032A Property

This section permits certain real property, in-

cluding farms, to be valued for estate tax purposes in

accordance with a special valuation method that produces a

value less than its fair market value. The lower value

must be used in determining whether the estate qualifies

for deferral under S6166 or 6166A. As a result, an estate

may be forced to choose between using S2032A and 56166 or

6166A. We believe forcing such a choice is undesirable

and inconsistent with the purposes of these provisions.

Section 6166 should be amended to use the fair market

value of 52032A property in determining whether the

threshold percentage requirement is satisfied.

14. Judicial Forum for Resolving Qualification
Disputes

Neither 56166 nor 56166A deals with the issue of

how a dispute between an estate and the Service concerning

whether the estate satisfies the qualification require-

ments of the section. Revenue Procedure 79-55, IRB 1979-

48 at 20, states that if such a dispute arises the estate

-26-
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may request technical advice from the National Officer but

if the advice is negative, the estate appears to be with-

out a forum to dispute the determination. A judicial

forum should be available to an estate in such a case. We

believe this may be accomplished by treating the addi-

tional amount of tax claimed by the Service as an asserted

estate tax deficiency.

15. Unfunded Bequests

At .death, a decedent may be entitled to receive

property from an estate or trust which may include an in-

terest in a closely-held business. For example, a husband

could die owning such an interest and leave his surviving

spouse by will a pecuniary bequest in an amount equal to

the maximum marital deduction and the wife could die

shortly after her husband and prior to the funding of the

marital deduction bequest. In such a case, the determina-

tion of whether the wife's estate includes an interest in

a closely-held business depends upon whether the executor

of the husband's will distributes the interest in satis-

faction of the marital bequest. The wife's estate should

be entitled to treat such interest as included in the e-

tate for purposes of applying S61" to the extent that the

interest is distributed to the estate. In determining the

-27-
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,amount of the deferred tax, the interest would be valued

as if it were included in the decedent's gross estate.

E . Suggested Changes in Related Provisions

1. Alternative Minimum Tax

If a taxpayer's adjusted itemized deductions, as

defined in S57(b), exceed 60% of his adjusted gross in-

come, the excess is treated as a tax preference and sub-

'Ject to the alternative minimum tax imposed by $55. Thus,

-to the extent that interest on deferred estate tax is

claimed as an income tax deduction, an alternative minimum

,tax "problem" may exist. The application of this tax to

J interest on any death tax ,is inappropriate and inconsist-

4nt with the policy behind S$6166 and 6166A. The alterna-

ive minimum tax should be modified to eliminate interest

on any death tax as an adjusted itemized deduction.

Consideration should also be given to eliminating interest

.on any tax as an adjusted itemized deduction. We have

never heard or seen a satisfactory explanation-as-to why

-such interest should enter into the computation of the al-

ternative minimum tax.

2. Section 303

This provision provides a safe haven from

ZdLvidend treatment for the redemption of stock in an

-28-
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amount equal to the decedent's death taxes and interest---

thereon, funeral expenses and *allowable* administration

expenses under §2053. A literal reading would permit

4 'double dipping" in the sense that the interest on death

taxes could be claimed twice, once as interest under

f303(a)(l) and again as an administration expense under

5303(a)(2). The section should be revised to prevent this

result. The question then arises as to whether the 5303

amount should reflect interest on death taxes and, if so,

how the problem of the redemption occurring prior to the

payment of future interest should be handled.

Under current law, 5303 could apply when the

decedent's estate is not eligible for deferral under $6166

or 6166A with respect to the estate tax attributable to

the asset being redeemed. This could occur because (1)

the threshold-percentage requirement is higher under the

deferral provisions than under S303 or (2) the asset does

not qualify under 56166 or 6166A but does qualify under

5303. As to (1), the threshold percentage requirement

suggested in part D above would eliminate the disparity.

As to (2), a policy decision is required concerning

whether 9303's broader coverage should be continued. We

believe it should be. The redemption may occur before the

-29-
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4303 amount has been finally determined. If the redemp-

,tion occurs and its amount plus all prior redemption

amounts as to which S303 protection is asserted exceeds

the protected amount already paid, the shareholder should

"be required to file the "final" figures with the Service

I and waive the application of the statute of limitations

ior a stated period after these figures are so supplied.

Another simplification could be achieved by

-modifying the aggregation rule of 5303(b)(2)(B) to conform

-with the aggregation rule of 66166(c).

Finally, *conforming" changes to proposed 56166

should be made in 5303(a)(2) and (b)(2)(A)(ii) to exclude

,post-death interest in determining the amounts "allowable"

;as deductions under 52053.

3. Sections 302 and 318

Closely-held stock included in a decedent's

gross estate may fail to qualify under 5303. In such a

.case, 5302(b)(3) permits a redemption to be treated as an

exchange (capital gain) if it is in 'complete redemption

of all the stock of the corporation owned by the share-

'holder." The constructive ownership rules of 5318(a) are

applicable in determining whether a complete redemption

,has occurred. Section 318(a)(3) provides that stock
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directly or indirectly owned by a beneficiary of an estate

or trust is deemed owned by the estate or trust. The Tax

Court has held in two cases that an estate or trust may

file an agreement under 5302(c)(2) waiving family attribu-

tion, with the result that a waiver by the estate or trust

and a beneficiary prevents attribution to the estate or

trust through the beneficiary. LilliAn M. Crawford, 59

T.C. 830 (1973); Rodgers P. Johnson Trust, 71 T.C. 941

(1979). These decisions should be Ocodified" by amending

5302(c)(2) to refer specifically to an estate or trust as

a *distributee".
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S.I lDAVY ENGINEERING CO.
III$11 So 61h STREET a LA CROSSE. WISCONSIN S4601-

se&hg5 iftt69M99 MW5 LAN VUD""02

tUL.5PM"OL- 1"01 70241*" PW 00 S576 March 27, 1990s

senator Gaylord Nelson
221 Russell Senate Office Building
washington, D.C. 20510

ea Senator N elson

in view of your interest In small Business Legislation, may I suggest

that youri Cmittee look into raising th. Ceiling on accumulated earnings

aoe$150,000.00. The ceiling is not adequate.

The original ceiling established by Congress was $60,000.00 in 19S4.
in 19580Congress increased the ceiling to $100,000.00.

The "Tax Reduction Act of 1975' increased the Ceiling to $150,000.00.
This is where it nov stands.

There are two serious deficiencies in the law.

(1) In effect, it only allies to small corporations. Certainly
General Mtors can justify retaining ore than $oO,000.o0.

(2) The retainage allowance has lately failed to keep up

with inflation.

Utilizing the U.S. Department of Labor Hadbook on Labor Statistics,
9th8 0 amount equal (approximately) to the original 19S4 figure would be

$173,000.00. The amount to 1980, based on the increase since 1975, would be

4 In F $192,000.00.

Running a =eall business with adequate capital is extrely difficult,

without adequate capital, it may he Impossible.

I would suggest a 1980 ceiling (if any is required) of $250,000.00 with

annual C.P.I. aduatants.

Let sm know your view.

Sincerely yours,

DAVY ENGINEERING CO.
CONSULTING ENGINEERS

PS"wt
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American Stock Exchange Inc.
06 Tfbny W e
Nw York MY 1006
212 /,38-2401

Chaman

April 18, 1980

Mr. Michael Stern
Staff Director
Senate Committee on Finance
Room 2227
Dirksen Senate Office Building
Washington, D.C. 20510

Re: Hearings Before the Subcommittee
on Taxation and Debt Management
of the Senate Co mittee on Finance

(March 28 -April 1, 1980)

Dear Mr. Stern:

I regret that my schedule did not permit me to

testify before the Subcommittee on Taxation and Debt

Management at its recent hearings on the capital forma-

tion problems confronting small businesses today. How-

ever, I would like to thank the Subcommittee for giving

me this opportunity to comment on the crucial importance

to the American economy of providing a vital stimulus for

equity investment.

Ia particular, I ask the Subcommittee to consider

supporting S. 655, the Small Business Investment Act,

introduced in the first session of this Congress by Senator

Weicker, Moynihan, Chafee, Hatch, Nelson and Pressler. This
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bill would provide tax incentives to individual investors

for investment in new equity issues of small and medium-

sized companies, thus aiding in the resolution of the

critical capital formation problem faced by these companies.

Small business is the backbone of our system of free

enterprise. Yet the strain of these inflationary times

threatens to weaken the spine, even break the back of 
small

business. The relationship between our rate of inflation

and the problems of small business, especially capital

formation, is so fundamental and complex that it is 
hard

to separate cause from effect. The numbers are chilling:

an annualized rate of inflation of 18 percent; a rate 
of

personal savings at an all-time low of 3.3 percent 
of

income during the fourth quarter of 1979; and a real 
decline

in the standard of living of American families, despite 
the

addition of 2 million workers to the labor force 
last year.

Small business has a special relevance in the fight

against inflation. Economists agree that the principal

cause of inflation is our low rate of productivity 
growth

compared to that of our competitors around the world.

Today we have the highest percentage of obsolete production

facilities of any country in the industrial world. 
We invest

the lowest proportion of our gross national product 
in

capital equipment of any industrial country; and we have

the lowest rate of investment in production of any indus-

trialized nation. The list of categories in which U.S.
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product superiority is threatened continues to grow.

All of this accounts for our low rate of productivity,

and it is productivity that can serve as our chief

weapon in fighting inflation.

Our ability to compete in the world, to preserve

freedom at home and abroad, and to provide the living

standards that Americans seek depends upon our capacity

to reverse the productivity squeeze and to press the

fight against inflation on all fronts. Small business,

our nation's engine of innovation, must be the source of

this reversal.

But, the capacity of small business to play this

role is itself terribly impeded by the effects of inflation.

Their chronic shortage of capital -- always a burden to

their growth and development -- becomes particularly acute

during inflationary times. Capital is more than just the

capacity to grow: it is the critical margin that enables

small business to survive when the going is rough. And

capital is what the small business firm desperately needs.

Relief for small business in the form of a real incentive

to restore the attraction of investing in American enter-

prise must become a key component of our broader anti-

inflation strategy. Investment in equity capital must be

A. encouraged.

F1
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Businesses used to rely on equity capital as a

major source of new investment. Today, the situation

has changed dramatically. Debt now dwarfs equity

financing. Equity accounted for less than 3 percent of

all publicly-raised funds in 1977, 1978 and 1979. The

debt to equity ratio of American business, particularly

smaller companies, has become uncomfortably high, making

companies increasingly vulnerable and inflexible. This

is not healthy for our economy.

In the last few years, it has become more difficult

for small and medium-sized businesses to raise adequate

capital through the sale of equity stock. In 1979 busi-

nesses raised $7,700,000,000 from public offerings of

common and preferred stock, in contrast with a total of

$9,778,000,000 raised in 1975. Compounding the problem,

in recent years, there has been an increase in the amount

of revenue a company needs before it can make a public

offering to a minimum of $10 million in revenues.

S. 655 has a two-fold purpose: to provide a sig-

nificant incentive to invest in smaller companies and to

attract individual investors to the equity markets. A

credit would be allowed to individuals against their tax

liability of 10 percent of investments or $750 ($1,500 in

the case of a joint return), whichever is smaller, during
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the year in new issues of common or preferred stock of

small to medium-sized corporations. The credit would be

allowed only in the case of new issues by corporations

with net equity of $25 million or less.

Utilizing a credit as opposed to a deduction, and

limiting credit to a specific dollar amount, would assure

that the benefit would flow primarily to the intended

recipients, middle income taxpayers. A credit of this type

would provide an attractive incentive for investors. It

would aid in lowering the towering debt/equity ratios of

small companies. The proposal is cost-efficienti it is

targeted toward those companies with the greatest need,

and the Joint Tax Committee hias estimated a revenue loss

of only $70 million per year. It would apply only to

infusions of capital directly into a company for productive

purposes. It would not apply to purchases of shares on

stock markets, or purchases of shares in what are called

"secondary" offerings made by existing investors in a

company.

As Chairman of the White House Commission on Small

Business, I was privileged to participate in the meetings,

caucuses and discussions all over this country that cul-

minated this past January by bringing 1,600 small business

delegates to Washington. The delegates included a tax
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credit for equity investment of this type among their

15 top-prioxity measures. This type of proposal has the

overwhelming support of businesspeople who are committed

to resolving the capital formation problem.

The Amex, of course, has a special interest in the

growth of new companies. Our listed companies of the

future will come from this pool just beginning to go public.

And some of our presently listed companies are just at the

beginning of the growth cycle. These companies would

greatly benefit from the effects of the credit.

It is clear to me that this credit-for-investment

cuts across traditional political lines with a basic

appeal not only to smaller corporations and individual

investors, but also to labor unions, minority groups, urban

leaders and others who are interested in innovation, jobs

and economic growth. Their support for this bill is a

matter of record.

The American Stock Exchange is deeply concerned

with the well-being of America' s individual investors,

the nation's emerging growth enterprises and the state

of our economy. We appreciate the opportunity to make our

views known to you.

3"~g SSin- re-y,
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March 28, 1980

Mr. Michael Stern
Staff Director
Committee on Finance
Roo 2227 Dirksen Senate Office Building
Washington, D.C. 20510

Dear Mr. Sterna

m writing you in respect to Senate Bill 1984, which
would eliminate material participation as a requirement for
special-use valuation of farms and businesses.

I am 61 years old and was raised on a farm in Livingston
County, Illinois. I have one sister, and we grew up in an area
which is not likely to be urbanized for many yaars. My father
started farming about 1919 and farmed until 1959 or 1960. My
sister and I grew up on a farm and left the farm to go to school
or to be married. When we were young women, the role of women
was not as clearly defined as breadwinners as it is now, and thus,
I have raised four children. When I was a young lady, it would
not have been considered proper for me to become a farmer, even
though I was considered the boy of a two-girl family. My mother
is still living and is 93. Obviously, it would not have been con-
sidered proper for her to be the breadwinner of the family once
she was married, which occurred in 1912.

My mother was approximately 90 years old before the
special-use valuation provisiors of Section 2032A of the Internal
Revenue Code was enacted. At age 90, it seeed rather imprudent
to say that my mother was a material participating landlord.
There may be ways in which, acting as my mother's agent and attempt-
ing to work with material participation, where I and my sister would
benefit from Section 2032A, but "material participation," as ex-
plained to me, appears to be somewhat nebulous and subjective in
its possible application.

Had I been a boy or had it been proper for a woman to
operate a farm when I was a younger woman or when my mother was a
younger woman, we might be eligible for special-use valuation of
farm land. As things now stand, it is now entirely possible that
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my mother will, pass away owning 100 acres of land which may be

valued at approximately $3,000. 00 per acre under traditional methods

of valuation. Lot us assume she would pass away in 1980. Let us
m Z=erely say that her personal property would of fset any costs of
Saaiinistration and other expenses. Nevertheless, what we weild

livd would be a $300,000.00 estate with a tentative tax of $87,800.00,

reduced by the $3,600.00 credit for state death taxes and rea-ed b.-

the unified credit of $42,500.00, would result in an est4te tax of

$41, 700. 00. Had i been a boy and farmed the land or had farrod or
-managed the land or had it been proper for me, as a woman, -to fem

or manage the land, under the Section 2032A valuation, the land

would possibly be valued at less than $1,000.00 an acre, which would

- result in no federal estate tax upon my mother's death. Thus, it

-appears it may cost me and my inster at least $41,700.00 to have been

born women.

- I still help my mother -and manage the farm for her and

am attempting to -meet the rules on material participation and think

that .1 -a Nevertheless, -it.seens that the rules In respect to

material participation are a sort of a political pablum in an attempt

-to -avoid reality. I an in favor of Senate Bill 1984.

Yours truly,

Betty D. Dyar

1732 Oakmont Dr.
Decatur, Illinois 62521
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Mr.£berma, iubrs ofthe Subcmittee, 1W nwe is Elmer F. Ilechinger,
nOaIrmn of the Federal Taxation Comttee of the National Society bf Public
*60cowtants.

U - the former Director of Revenue for the state of Iowa Md_ am currently
an independent accouwtant in public practice in Altmonte Springs, Florlda.,

-The Ntional Society of Public Accountants is an individual membership
maganorizatlon formed in 1945 and mae up of 17*000 small independent accoun-
-tots in public practice throughout the Ulted States.

-Tbqmeuers of NSPA provide the audlting,4ccountlng, tax and management
=dvJisry services for more that 4 million small businesses throughout America.
According to a rcnt survey of our minbership, a typicai~client for one of
our meers Is a retailwholesal%, service, farming. Oairy, or fishing business.
The typical client his less than 25 employees, has a gross Income of $100,000
and a net Income of $25 to $50,000.

NSPA believes that the two most crucial Issues facing small business
ftod is 1) It's inability to get and retain capital for the normal operation

-of his- business eand for modest growth and 2) the local, state and federal
prwo reporting, and record keeping requirement s.

wlle we understand the general n for depreciation reform, partici-
<peting deaentures, stock options, Investment incentives, subchaptet S reforms
land tax-free rollovers, NSPA's experience indicates these capital intensive

nefuros would have little or no effect on the real problems facing the truly
iall business.which Is labot intensive.

NSPA believe the need for a simplified tax system flaws, rules, regula-
_ions, 4* nistraton ad procdurs),an increase In the existing graduated

inswVe~te Inom tax levels and retained earnings exqmption and a drastic-
reduction In the regulatory coepliance reporting a4 .record keeping burden

.11 give small business the most tmediate an effective relief. However,
NPA would argue that In and of themselves the above mentioned needs would
be less effective without a concomitant reduction In government spending

and government competition (*ith small business) for private capital.

Of the bills before the Subcomittee, NSPA would rate 5.2136, the Small

lminess Tax Reduction Act and 5.2171 a bill relating to the time when -2's1
-mit be -issued to terminated employees as those most conducive to giving small

business the most Imediate help while having the least adverse revenue Impact.

S.. ce11y, 5, 2136 would increase the upper level Of the graduated
wsmte from $100,000 to $150,000. Jncomes of $50,000 to $100,000 would be

subject to the 30% rate and Incomes At, $100,000 to $150,000 would be subject
to the 405 rate. AMileecould argue that the levels could be increased
to any point or the rates lowered to any level, NSPA believes the relief this
bill would provide small business w11 be significant.

-+ 
.

. - -
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S. 2136 would operate to allow small business to keep more income which
would help the. finance their operation and growth from retained earnings
rather than borrowing. This is especially important to small business In
these times of ramant inflation, high interest rates and scarce capital.

NSPA would also urge the Subcommittee to explore the concept of indexing
these tax levels to allow for an automatic adjustment for inflation. This,
would give added incentive to the Governuent to keep Inflation under control
for as inflation waxed the federal budget receipts would wane proportionately.

Another related issue to corporate income tax relief is to provide an
increase In the exemption for unreasonable accumulation of surplus. The current
exemption is $150,000 and NSPA would argue that this exemption should be
increased to $500,000, and also indexed for Inflation.

Since the tax Is Imposed primarily on small, closely held businesses, it
is applied on the basis of a subjective determination, and is totally beyond
the comprehension of the average small business persom Relief in this area
would be of great benefit to small business and would have little adverse
revenue impact provided inflation was kept under control.

COmpliance With government regulation, paperwork, and recordkeeping
requirements have a significant adverse financial Impact on small ' business.
Moreover, the enforcement of these government requirements disproportionately
fall on small business. The paradox is that small business is the least
able to cope with these types of expenses, i.e. many small businesses cannot
afford an accountant or lawyer Just to fill out forms etc..The fallout of
this type of bureaucratic oppression has a chilling effect on the small business
In relation to accepting or participating in bids on government contracts
or expanding their business because their profits are eaten up by administra-
tive expenses related to the government regulation.

As accountants, -many of our fees are related to time spent on complying
with government reporting and recordkeeping requirements on behalf of our
clients. As an example, NSPA did a survey of its membership to determine how
much time and cost Is directly attributable to local, state and federal report-
Ing and recordkeeping requirements. The results of that survey showed the
following:

That MSPA me bers spend thl greatest amount of time and money per month
on tax- related paperwork requirements., The average time spent on these tax
related paperwork requirements was 36. Iurs. ata cost of $37 per hour. The
second I1i9hest categot.y.in tears of time and money Is reports/fors.
Of tn r spondtiig to the suryd the average tim spent on..rports/form
U-.25 hom at a cost of $24 per twr.

The third highest category is special record keeping requirements. Of
those responding to the survey NSPA members spend an average of 16 hours
and $22 per hour on special recording requirements per month.



The least amount of time per month is spent on licensing permits and

Ceiut/eUrVeY. The figures for these categories are 5 hours/S23 and 5 hours/S27

The average monthly time spent by NSPA mrs responding to the survey

-n federal, state and local paperwork is as follows:

. Stt 21 hours $ 461

310 hours $ 264

In this regard, NSPA strongly supports S.2171 as a measure that would

help relieve som of this unnecessary burden on small business.

Currently, an employee terminated during the calendar year must 
be given

a-- W-2 with his last paycheck or the employer is subject to a $50 penalty

for each such failure. However, most If not all must be reissued at the end

of the year because of loss or misplacement. In the labor intensive environ-

mant in which smll business exists, this can be costly.

- NSPA conducted a year long study using 100 of our aPes (two per state)

to determine the magnitude and cost -of this problem using 15 of their clients

-as a sample.

The survey yielded the following conclusions:

1. There are approximately 65 million job changes each year

(a Labor Oepartmet figure); - oa mlyetriae
-, 2. 41% ot the respondents did not issue a V.2t neqlyetriae

Aurint the year even though they would be subject to a $50 penalty for each

-such failure;
3. The 59% who did coply sent out about 38.3 million such 1-2's each

_ 4. Of this 38 million, 66% are lost and mIst be re-issued at the end

of the year. That is, about 25 million unnecessary duplicate W-2's are filled

Out end mailed annually;
S. The cost of reissuing these form is estimated at about $12 each,

=nluin the time Involved, mailing costs and other overhead. This puts

the total cost for the 25 million re-issues at about $300 million a year.

The current 11-2 consists of an original and 5 copies, comes in sets
-of- 3, md ar non-detachable. IR reu nations provide that no erasures or

: brretons may be mad on one If a mi stake is made. Th fafr an enti re

*bt Is nullified if a mistake is made on one of the three ld-2's. Not to mention
-the f0 that an eolvyer with less then three Umloyees and who need only

fIll out one or two V-2's of the set Is'requred.to send'in the other

musvzed V-2 of the set because they are not detachable.

According to our me hers, in many cases, this cost Is absorbed by the

.iGoDtant or passed on to other clients more able to afford it. 
The small

Wusimess cannot.
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It Is important to note here also that these estimates are based on a
591 compliance factor. If that factor were 1001, the $300 million figure would
be in the neighborhood of $625 million dollars. That s a significant expensel

It is readily apparent, that small business, government and everyone
else can gain significant cost savings by enacting S.2171. The Irony is
that S. 2171 would have no adverse revenue impact on the U.S. Treasuryl

Mr. Chairman, NSPA strongly urges you and the subcommittee to seriously
consider S. 2171 and S. 2136 and recommend their passage this session.

To paraphrase Neil Armstrong, one small step for Congress one giant
step for small business.
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STATEMENT BY

SHELDON B. LUBAR

PRESIDENT, LUBAR & CO. INCORPORATED
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As a Commissioner of the White House Commission on Small Business,

my particular responsibility during the past 15 months has been the issues of

capital formation and retention. This along with 27 years of experience in

banking, investments and venture capital are my quaUflcations for making

this statement. I regret that I was not able to appear in person, but if called

upon in the future I will make myself available.

Simply stated, capital is formed through the savings of individual and

businesses. That Is all there is to it--nothing more. If a citizen's personal

expenditures and tax abilities are less than his total income, the difference

is savings and capital is created. If a business makes a profit after taxes,

what is left after dividends to stockholders Is retained earnings and again

capital is created. All business activity and employment is dependent on the

flow and creation of capital.

The problem existing in our country today results from more than 40

years of encouraging consumption and borrowing on the part of our citizens

and penalizing savings and investment by means of tax policy. If you question

th1s then consider that the fruits of typical savings and investments come in

the form of interest and dividends. Assume you are a marridci taxpayer and

together with your wife have a total income of $55,000--you could save.

However, your 50% earned income bracket means that the Interest from your

savings are taxed at rates between 50 and 70%. Since most of the saving and

investment come from persons in this or higher income levels, not families

with say $20,000 of annual income who are barely making it, it Is understand-

++---
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able why the savings rate in the United States has sunk to 3%+ of disposable

fai come, the lowest of any developed country. And our declining competitive

asitimo with countries such as Germany and Japan, whose citizens save at a

1 rate, also-beconm understandable.

Without oversimplifying, the solution to this problem Is embodied In

orse chanes in our tax laws:

Eliminate any differentiation between the tax treatment
of "earned" vs. "unearned" income. Initially this would mean
a top personal tax bracket of W0%.

Reduce corporate taxes, especially those of small
business which sector represents the most dynamic portion of
our economy. Allow these companies to keep more of their
"seed" or retained earnings so that they can build and grow.

Allow for more rapid depreciation of business assets.
Our tax laws provide one of the slowest rates of capital
recovery in the world. In some countries, business assets can
be wrltt-n off in one year. If we are to Improve productivity
and compete in a worldwide economy, faster capital recovery
Is a financial necessity.

Since high Levels of inflation and a rapidly escalating cost of living

Index bear on the feasibility of fiscal measures such as I have proposed, Let

me briefly comment on these issues.

In recent years the cost of living index has been used by many as the

-ea of Inflation and has confused the issue and the policies necessary to

Afl with inflation. Inflation results from an increase in the volume of money

--*ad credit beyond the real growth of the economy. A balanced budget at the

aW-st-possible level of.,exeture will ultimately bring inflation to a halt.

---Cost of U"vini an index of. a market basket of consumer seeds, and hence is

__ IDOM of buying- power. Therefore, inputs such ashigher Interms rates

-2-
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feed into this index along with every OPEC increase in oil prices, wage

Increases of each worker with a cost of living escalator, etc. The cost of

living index will sraillze when the budget is balanced at a reasonable level

of expenditure, the free market price of energy has worked ksway through

the economy and the confidence of our people in this country's ability to

sensibly grow is restored. Jse of this index to escalate wages, government

pensions, social security payments, etc. is distortive and unfairly transfers

money from tax paying citizens to specialty designated recipients.

In summary, sound economic policies take 5 or 10 years to be effective--

change'is not instantaneous. What Is needed today are the tax measures

referred to earlier, the discipline of a budget balanced with a restraint on

spending and the patience tp allow these measures to become effective.

-3-
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April 9, 19B0

The Non. Harry F. Byrd Jr.
Chairman
Subcittee on Taxation and Debt 1w&9gent
Committee on Finance
U.S. Senate
Wias#inton, D.C. 20510

Dea Mr. Chairman:

am- writing you as publisher of an independent, loal-wednwppr
The Patriot Ledger In Quincy, .1 ass. which has been a fmly-owned and Operated
business for more than 100 yers. And, I writ* In connection with your sub-
ciitt's hearings on S 2220 and Oter bills aleod at fulfilling the cOnrn

eresed by delegates to the lhitt House Conference on Small Buo ness that
estate tax laws be revised to ease the tax burden on fimily-owned business
ARd encourage the continuity of family owership.'

The Amrican Newspaper Publishers Association's Tax Law Task Force, on
wit I served as chairman, msade a year-long study of federal estate tax laws
and agreed that'bfis exists in those laws which presents formidable barriers to
the continuation of inftwedent ownershilp of newspapers and Indeed all kinds of
businesses. The Task Force made a number of recommendations in a coprehensive
report later approved by the boards of directors of both ANPA and the National
Nespper Association. ANPA Is a trade association representing more than 1370
mber newspapers and more than 90 percent of U.S. daily and Sunday newspaper
circulation. NA represents some 50 smaller-city daily newspapers and about
5,000 weekly newspprs throughout the United States.

The Patriot Ledger is a memw of both organizations and I am a Director
of ANPA. The two organizations now have formed a Tax Lee Action Group, which I
chair, to foster implemertation of Task Force recommendations.

S 2220 would exept from estate taxes up to one-half the value of a family-
owned business, but nomre than $500,000 in valuation. Mr. CM n , this
ceiling is too low to Include many of the independent family-owned businesses
in this country which offer effective competition to larger no-family businesses.
If the purpose of the legislation is to preserve individual and family Owner-
ship of businesses able to foster growth in productivity, copetition and diver-
sity in the nation's economy, then the $500,000 valuation ceiling should be
removed.

The dWIV n u W gi bM m0mmn u B *u 8ouhmWand oli V O @OWL. We G LOA LeW"

Noragod OffN, 2&a@&My. Ner..wd Mow 0(8O1 TO (617) 7W2400
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In addition, the subcommittee should consider several other constructive
steps to assure that federal estate tax laws have no effect on decisions by
family business owners to sell prior to the death, and that federal estate
tax laws donot force such sales after death.

First, the federal estate tax laws should be changed to allow stock of
closely-held businesses and fares to be valued for estate tax purposes on the
basis of their present and historic financial condition without regard to sale
prices of comparable properties.

Second, the accumulated earnings penalty tax should be eliminated as It
applies to accumulations to pay death taxes by designating such accumulations
as "reasonable business needs.

And finally, the qualifications tests-for both extended time parents of
estate taxes and for stock redemptions to pay death taxes should be lowered
to enable the estates of more decedents to be eligible for these provisions.

There are other constructive actions which might be taken, but these are
the major steps which the members of the Tax Law Action Group believe should
have top priority In the deliberations of your subcommittee. I enclose a roster
of the Action Group.

o If you or members of your subcommittee-rould like to discuss these provi-
Sias or others in further detail, either with e or with staff members of
ANPA or NIA, please feel free to do so.

Publisher

cc: Hon.
Non.
Hon.
Hon.
Hon.
Hon.
Non.

Lloyd Bentsen
Herman E. Talmadge
Mike Gravel
Bob Packwood
John H. Chafee
Malcolm Wallop
Gaylord Nelson
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TAX LAW ACTION GROUP

K. Prescott Low, Chairman
Publisher
The Patriot Ledger
13 Temple Street
Quincy, Massachusetts 02169
617/786-7011

-Elbert H. Baker 11
Chairman & Publisher

NTaco ews Tribune
lox 11000
Tacoma Washingtor 98411
206/59f-8511

R.$. Bosworth Jr.
Pulisher
Brist0l Phoenix
P.O. Box 90
Bristol, Rhode Island 02809o401/253-6000

SV114m E. Branem
Preldent & Publisher
_ ftlSnqton Standard Press

S ox 437---Burlington, Wisconsin 53
414/763-3511

Marjorie A. Helsel
President & Publisher
Altoona Mirror
'TWO-$reen-Avinue
Altoona, Pennsylvania
814/944-7171

John N. Lavine
Publisher-Editor
The Herald Telegram
20-22 Central Street
Chippewa Falls, Wisconsin 54729
715/723-9104

George J. easer
Publisher
See Publications
P.O. Box 150
Willitamsville, New York
716/632-4700

105

16603

Ccl 8, Highland Jr.
Ntilk4ent & General Manager
Clirksburg Exponent & Telegram
324 HeMWs Avenue
Clarksburg, West Virginia 26301
304/622-0591

J)ms F. Hurley III
President & Publisher

1-jouibIry Post
Boz 1160
Salisbury, North Carolina 28144
704/636-4231

jam M. Jones
APulishW
Greeneville Sun
Ifl "eSt- Suai St.
*eeanevtll., Tennessee 37743

14221

Alfred Morris
President
Sengstacke Newspapers, Inc.
c/o Chicago Defender
2400 South Michigan Avenue
Chicago, Illinois 60616
312/225-2400

Frank E. Russell
Vice President & General Manager
Central Newspapers, Inc.
307 N. Pennsylvania Street
Indianapolis, Indiana 46206
317/633-9027

Len R. Small
Publisher & Editor
Moline Daily Dispatch
1720 Fifth Avenue
Noline, Illinois 61265
309/764-4344
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NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC.

173S K STREET NORTHWEST 0 WASHINGTON D.C. 20006

April 25, 1980

The Honorable Harry F. Byrd, Jr.
United States Senate
Washington, D. C. 20515

Re: Hearings of the Subcommittee on Taxation and Debt Management

of the Senate Finance Committee Concerning Small Buinem

Dear Senator Byrd

The purpose of this letter is to supplement the testimony given by Amo-
aton representatives before your Subcommittee on M(arch 28, 1980. In conformity
with the format suggested for witnesses at those hearings, our witnesses, William
R. Hambrecht abd Mason T. New, commented on thi following four billM

e S.653 - The Small Busirwa Capital Preservatlon Act of 1979;

* 8.1967 - The Capital Formation Incentive Act of 1979;

* S.2168 - The Suxchpter 8 Capital Formation Act of 1979; and

* 8.2239 - lmtentive Stock Options

In view of air organLzations very deep interest in improving the environ-
ment for small business financing, we wish to make the following points. Firs
capital formation is a multifaceted process which Involves a continuous interatkin
of marketplace forces.- Because of U it is unlikely that a solution to the oqital-
raing pro ilew-of small bsines will be found In owe or two %&a imoel
Initiatives. Rather, what Is needed Ir a comprehensive, well-balanced and eoord-
nated series of Initiatives that collectively addreem this problem. Second, there are
a member of meritorio bils, in addition to those listed above, currently pending
before your Subom lttee which could form the bes for that -op bed ve
program of initiatives to aid small business. Several of these bills track r ooomn-
datior previoily made by the NASD Joint Industry/Government Committee on
Small Buiaes fnncn In Its Report entitled, Small Business The
Cunrmt Environment and 8mf estions For lmpriviment. This R tVwhd
represented the culmination of many months of research and study by our Joint
Committee, Included recommendations paralleling the following bill=

0 8.110 - The Small Busineas Do re"cIe Reform Act - In the
NASDIO Report, the Aociation endorsed 8.110 with one
exception, that being that the $25,000 maximum depreciation
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deduction proposed in this three-year accelerated depreciation
bill be raised to $100,000. It is the Association's belief that
the $25,000 limitation is too restrictive, particularly in these
infatioram times where replacement costs have skyrocketed.
Although we believe a limit of $100,000 would be more appro-
priate, we are of the view that S.110 even without that
adjustment represents a step in the right direction.

S.1435 - The Capital Cost Recovery Act - Subsequent to the
introduction of S.110, another depreciation bill, S.1435, was
introduced. In sum, the bill would replace existing deprecia-
tion rules with a new system of accelerated depreciation by
providing a 10-year write-off for plants and buildings, a five-
year write-off for machinery and equipment and a three-year
write-off for a limited amount of investment in automobiles
and trucks. The bill would also shorten the useful life eligi-
bility requirement for the full 10% investment credit from
seven to five years and would increase from 3 1/3% to 6% the
investment credit allowed assets which qualify for a three-year
write-off. Other changes relating to depreciation are also
included in the bill.

Although this bill goes well beyond the recommendation
advanced by our Committee (in that its coverage is not aimed
primarily at small business), it has been put fortL by its spon-
sors for essentially the same reasons - to promote capital
formation and to increase productivity.

We are aware too of another bill recently introduced in the

House, H.R. 6617 - The Small Business Incentive Act of 1980,
which would provide for a scheme of accelerated depreciation
using write-off periods somewhat different from those in
S.1435 and imposing ceilings to limit the impact on the

Treasury, i.e., 15 years for buildinRs and four years for
machinery and vehicles with annual limitations of $3 million
and $1 million, respectively. S.1435 is essentially an open-
ended depreciation measure in that the write-offs available
under the bill would be unlimited for most types of property.

In connection with the above, we must point out that we have
conducted no independent study of the impact of either S.1435
or H.R. 6617 (or for that matter, H.R. 4646 - the companion
bill in the House to S.1435) and therefore, we do not have our
own estimates of their potential Impact on the Treasury or the
likely distribution of benefits among American businesses and
industries. We believe, however, that more liberalized depre-
ciation rules as well as more liberalized eligibility require-
ments for investment tax credits are needed to revitalize our
nation's economy. As the 1979 Report of the Joint Economic
Committee and statistics compiled by the Department of

6)s-" 0 - 90 - 55



870

The Honorable Hrry-F. Byrd, Jr.
April 25, I98
Poo Three

Labor pointed out, the United States now ranks seventh in
productivity, capital investment and eecmomic growth among
the major free world indistrialized nations. Only by stimulat-
Ing the modernization of plant and equipment can productivity
galns be realized and our competitive position in international
markets strengthened.

At this juncture, we wish to relay to you our support for the
concept of liberalized accelerated depreciation. However, we
will leave to persons more knowledgeable in this area than us
the formulas and mechanics by which such concepts are to be
implemented.

e S.2136 - The Small Business Tax Reduction Act - In its Report,
the NASD recommended that the income rates for corporations
be further graduated to enable smaller firms to retain a
greater proportion of their earnings. The Association recom-
mended that this should be done by both a reduction in the tax
rates and an expanusion of the income brackets. The NASD
proposal was offered in the form of a general recommendation
without specific rates or schedules included. S.2136 is corsis-
tent with our recommendation in this area and we support its
adoption.

In addition to the above, there are a number of other small business bills

pending before your Subcommittee. They include.

" S.487 - The Small Business Investment Act of 1979;

* S.1481 - Small Business Participating Debentures;

" S.1825 - Ehtate Tax Adjustment Act of 1979;

" S.2152 - The Used Machinery Lpvestment Credit Adjustment
Act of 1979;

" S.2171 - Elimination of Duplicate W-2 Tax Forms; and,

" S.2480 - The Accumulated Earnings Adjustment Act of 1980

In connection with the above, we must advise that the problems which
these legislative initiatives seek to correct were never the subject of study by our
Joint Industry/Government Committee on Small Business Financing. Although our
Committee s Report included a total of 19 recommendations for Improving the
environment for small business financing, there were no reeommendations
contained therein that speeifically parallel the subject matter covered by the
bills. Caoequently, we are unable at this time to offer substantive comments on
any of these initiatives. We have, however, circulated copies of each of these bills,
together with an explanation thereof, to the NASD member representatives on our
Committee for their views and comments. In that connection we hope to provide
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you with their thinking on these proposals On or before April 30, 1980, the date the

record for these small business hearings will be closed.

We hope your Subcommittee finds our supplemental comments on the

aforementioned bills helpful. If you, any members of the Subcommittee or any

member of its staff desire, we would be pleased to meet with you, the Subcom-

mittee or members of the Subcommittee staff to discuss these comments In greater

detail at your or their convenience.

Sincerely,

n S Mafklin
P resident
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• 0 .*" P. 0. Box 218

TE Buena, Washington 98921
WTelephone (509) 865-3189

SMI L OFJanet Allison, legislative 0h~iran
Routs 2, Box 2461
tilla, Washington 98953

A onorabl Ua~ yd Tlophone 59 829-55
heian, Sub-Oomaittee On UaxICOn

Room 2221 Dirkeon Building
VashingWon, D.C. 20510

Dear Senator Byrd$

We heys Just learned that your Sub-Comlttee on Taxation had hearings on
State Tax changes the last week of Xaroh. We would like to have our
remarks considered during mark-up as they relate directly to Section 2
of 819 8, one of the bills considered during your hearings. We would
also very much like to have the hearing record, and to be included on

your mailing list for future hearings and other information as it re-
lates to estate and gift tax.

The Washington Women for the Survival of Agriculture(WW) have long been

cooerned with what we consider an unfair tax c-n death, particularly as

it realtes to husband and wife. As you can see from the enclosed state-

ment, we feel that this partnership should be treated as one unit and
taxed only when both partners have died. Whatever the reason for the

original taxation on transfers between spouses, Inflation has now cres-

ted a situation that makes continuing a family business almost impossible
If one of the principals dies.

The steps that Congress has taken In recent years have definitely helped
in passing on these family enterprises and we are most appreciative of

these actions. Current use valuation, deferral of payment of taxes. in-

creasing the unified tax credit as Inflation continues are helpful. HoW-

ever, they are all very oomplex manuevers and we feel that they should

not be necessary between a man and wife.

Encouraged by the success In our state on being able to start the remo-
val of inheritance tax between spouses, we decided In October of 1979 to

try to do the same thing on the federal level. We have sent our position

and other Information to major national organizations such as the farm

groups, Retired Associations, Small Business Groups, all vitally concerned

In removing this.,orushing burden to family owned and operated fares and
businesoess.

We appreciate your committee's continuing concern with up-dating the

federal estate and gift taxes, and hope that our position Is seriously
considered.

Sincerely,

Dorothy Reid, ax .Chairman

Janet Allison, Legislative Chairman
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W'~OMEN FOR THE 8gb-0029%to n Taxation adA~Debt Management

SURVNVAL OF April 1,1980

ARoom 2221 Dirkeon Buildn4g
Washington, D.O. 20510

The Washington Voen for the Survival of Agriculture (VWSA) have long been

concerned about the unfairness of state and federal inheritance taxes, ee-

peolally between spouses. In 1979 we were able to get legislation P aI*
4

in our state to staft a phase out of the state inheritance tax between
spouse M~ontane and Jndiana. also took ajor legislative stops to correct

this type of taxation. We bellovo that the same type of revisions should

be made to the Federal Tax Code. We believe that all tax on transfer of
property, money, possession* both before and after death 

should be re-

moved for the fol lowing roasonos

(!) Marriage Is.'* unique partnership which is spiritual, leg"aI and Sao-

notie in nature. Man and wife are united as On# in the eyes of God and

the laws of our country. Therefore, their property, possessions and money

should also be treated as one unit within this marriage contract. This

Is especially important I this partnership toghnvolved in farming or

other small faml u t businesses.

(2) Taxes can beakb up this unit by foreing the 
furaivlor to sell pro-

perty, equipment, or both to pay these taxes. This can cripple or even

end the business or far, as fost equipment, buildings and other capitalInvestments are geared to the size of the ecoomic unit. Also produ€°

tivw businesses usually mac fe liquid assets available to pay estate
taxes. -

(3) The farm haofhaspait yerh the capital ut needed for old ae
-pensions for farmers, small businessmen and their wives. Present ' ocial

Security. eoi h a" IL plane are not adequate to fulfill this purpose.

(4) Inflated land values put farm owners ap other thall busino eess in
an unusually vulnerable position on all taxes, estate tax being the final

blow. There has been no con-current jup In the production incoe offarmers and zhere is to way for a farmer to.-adjust his operation so that

inoome will Increase as much as his lani values and taxes have. 
There-

fore, ne feel that estate taxes probably pose a reater burden on the
surviving spouse of a partnership that is dependent on ownership of pro-

perty for carnie, Its U$vilihood.

(5) 1% Is an ultimate cruelty to force a newly widowed person to fact

fozpl~oated legal panuvering and complex paperwork that is now necessary

under present laws. In many cases the costs of probate, fees paid for

&*counting, real **tat* appraoals, 9%o. are often more than the estate

tax owed. not even counting the cost of original estate tax planning,
which can add even zore to the cost of settling an estate, but no taxes.
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(6) zeta%# and rI taxes were never intended as isajr revemie raisers
but as a mens ot bzraklng up very large estates. W to not working
now as tue peo oree able to *vold most of thee tros by plan woitbd
at bf lawyers, ae ountante or financial asoagers. Thseo evloes bring

sortJ taooo tohs.4 advisors, but not such revenue, an the vatue of an
eastel ean be de ,ted by the expese involved. Meanwhile, the tax now
hurte the emal butnsemsaa, farmer and other property owners. Inflation
he now placed many persons who have ;%arded their worth as very moest
late the tax category where the trust route or Inoorporatien ts the only
Way to oatius ab.meonowle unit. These metbods have strong drtwbhokse a
the operation oZ faro o business.

(7) Zotate taxes.1ve a deleterious effect on the eon . this aoney
is mnsey taken ftif the private sector, decreasi n money available for
investments In bo eso, production &a Inoe. Inoeased production,
on the other hanudj,.s avawlable when the scomio Unat Is left nacst;
this oontinued prod.esed p aretion contributes to the economic stron-
r t of our oountzi, creating ore Job* and Inoldeatly generating ore
ane,: taxes as iokcue Is saatalned or Imreased.

(8) finally, we,etleve that the fiscal lmpet on total revenues eel-
lasted by the treasury will not be as great as some think beon'lsel

(a) If the mrital unit is not taxed upon the death of the first
spouse, It S'AQt a total avoidance of this tax. The tax in the
long run stnnae a chance of being as such or *or- on the second
pouaea' estate as the unit would probably be valued ki much eand

possibly aore n-"i e increase Is possible boause of the grudunted
tas rates and poasbly higher estate tax rates.
(b) Revenue fam income tix on a marital unt left Intot after

te first spouse dies will undoubtedly tuoreAe, no the untt will be
t&e cama sitze o larger, generating ore insae tax &$%in due to

duate Ia *aend the lose of one dependent aS a deduotlon.
T0) No., 0op' 0 cno going thiu oocplex and coatly tax mvo14asnoe
schemes suh s.- falty trusts, Inoorporation and foundations would
probably net 0-5o If one spouse was able to keep the marital unit
intact vithouV this initial tax. This =eans the possibility of 30V-e
revenue 4*erat;A4 that Is not now available, as may people would
choose to pay % moderate estate tax than eater into these tao con-
*Ming, oostl,.pad oonplex Schemes.

Ve hope tat t4m committee will seriously consider our position. Ve
have reosived s surprising number of letters from all &*roes our oountry,
In response tW# national magaaine article, that indlota very strong
support for ther meoval of this particular death tax.

Dorothy Reid, tax Chaizaa
P.O. Box 218 '-
Ruena, Vashiniton 98921
Telephone (50) 65-3189
Janet Allieon Ssuve Obsirsa

Routs 2, Box I
Uillah, Us 146 n 98953
teleSphone (59 29-5185
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ma*y 27, 1980

The Honorable Harry F. Byrd, Jr.
chairman, Subcomittse on Taxation and

Debt Management Generally
07 Russell Senate Office Building

Washington, D.C. 20510

Dear Mr. Chairman:

We would like to take this opportunity to express our support for S. 1967 -

which would permit securities market makers to defer taxes on gains 
from their market

making activities on behalf of amll businesses.

SIA represents about 500 leading Investment banking and brokerage firms head-

quartered throughout the United States which collectively account 
for approximately

90X of the securities transactions conducted in this country. The activities of SIA

members include retail brokerage conducted on behalf of 25 million individual share-

holders, institutional brokerage, over-the-counter market making, various 
exchange

floor functions and underwriting and other Investment banking activities conducted on

behalf of corporations and governmental units at all levels, Because of their rol-.

in the capital markets, SIA members are in a position to recognize 
the impact of tax

policy on Investment decisions by corporations and investors.

As institutional investors become more and more critical to 
capital markets,

their behavior and performance with rfspect to small business issues become Increasingly

important. Institutions' share of common stock ownership has risen dramatically from

26 percent of common stock in 1960 to an estimated 50 percentage by 1985. The NASD

Special Report on Small Business Financing reveals that institutional investors are

extremely concerned over the marketability of investments in smaller companies. This

was the principal reason cited by survey respondents (153 out of 223) as to why they

did not invest in companies with a capitalization of less than $50 million.

The impact nf these factors upon the amount of capital raised by small companies

and the number of these firms able tc go to market has 
been devastating. In five years,

1974 through 1978. only 82 such companies - defined as having a net worth of les than

$5 million - were able to raise capital in the public securities markets. That is an

average of 16 per year, compared to 698 in the single year of 1969. During these

same five years, these small businesses raised an average of just over $100 million

per year in public equity capital compared to over Ill billion for similarly sized com-

panics in 1969.

!,t* YORK OFF Ct 20 O'Cal Si'eel O yt k Ne 'OXO- ' 42S 27:'
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Initial offerins rebowaded smewhat in 1979, due largely to a mare favorable

*limate for Inveetment resultin& in capital pein tax reducttons paeed by this

coamittee se Congress in 1978. But initial offerings in 1979 were still ios than
one-tbird of those in 19M, nd far ehort of the needs of mll business in the 1980's.
S. 1967 would attract new broker-dealer participation to market making activities

wl as encourage those adr"y engaged to continue their efforts. The availability
of ta-deferred reserves would afford a broker-doler se protection against loes

incurred in market making. The use of reserves would recop isa the cyclical nature

of the securities business. Deferment of taxes os a limited amount of profits In a

good year would provide a reserve againt loam in a poor year. the unparalleled

tubuleace of the economy has taken a heavy toll on the Independent broker-deler

Mppulation mad Increased the risk involved in euch market making activity without

increasing the reward for such risk-taking. This bill is a moderate sensible remedy

ohich would cushion the extremsa of volatile markets. The use of up to $1 million

dollars for a limited amount of time, after whicb taee would have to be paid is a

smll cost for the benefits to be derived.

S. 1967 will have a special impact for precisely those portions of the broker-

dealer coamity moat critical to the capital raising ability of smll businesses.

While all broker-dealers would be eligible for tax deferral, traditionally it haa

be the smaller, local dealers who hews made markets in securities of small issuers

and-fomud local investors for those issues. May local businesses have depended upon

the local broker-dealer to bring them public md provide them secondary market*. The

shrinkage of the broker-dealer coamuity in the Last ten years has hit regional firm

especially hard - and consequently has Impacted small business most severely. In our

opinion this bill is of critical importance to maintaining and enhancing the ability

ofremall businsa to generate capital, particularly as the number of securities firms

engaged in risk market making continues to decline. During this decade, in fact, the

nuber of market makers has fallen about 371 (to 468); so on the average there are

fever than tan market makers per state. In nine states there r+- none at all, and

many other states have but one market maker. Hence large regions of our nation are

already suffering from an inadequate capital raising structure for nascent companies.

Even more distressing is that this structure continues to deteriorate.

2=1 copanies seeking public financing for the first time *tand the most to

gsin from enactment of this legislation. The key in Linking private company and

public Investor has been the Local independent broker-dealer who brings an issue

through regiotration and wbo stands ready after the initial sale to make a market in

that compsey's securities. Issuer, investor and broker-dealer stand in delicate

balance to one soother, with the success of each largely dependent upon the other two.

Upsetting the balance in recent years has been the decline in the number of both the

broker-dealers and Individual investors. These declines are paralleled by the pre-

cipitous fell-off in the number of nevw issue brought to market from 649 to 58

annually in the tea year period from 1969 to 1978.

ThWe revenue impact of this meeura would be small indeed. The KASD study conclude

that far year 1977, using a proposal somewhat broader in scope than S. 1967, a total

of 467 broker-dealers market makers would have been able to defer about $20 million

in tax liabilities or about $40,000 per firm, on rose revenues from market making

In over-the-counter securities of approximately $330 million.
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Nor would the proposal result in any ndfal to any broker-dealer especially

given the $1 mUllion maximm. Benefits resulting from S. 1967 would be directly
linked to a firm's level of participation In sall business underwriting to improve

the depth and liquidity of markets. Correspondingly, market making activities and

profits are strictly defined by the SI and are, as such, readily identifiable under

present low. Thus administrative questions do not pose problems for this bill.

This ralyase clearly identifies the problem faced today by capital starved

small business. Unless the recent trend of decline in the number of market makers

cam be halted and reversed, most small developing companies will find it all but

impeoible to raise the necessary funds. In our view, S. 1967 can provide the type

of incentive and stimulus which is needed to achieve that reversal. By allowing market

makers to set aside gain from their activities, broader and deeper market liquidity

will be attained. While broker-dealers benefits are obvious, the benefits to small

isevers should prove equallyiAmmdiate actually in proportion to the tax deferral

allowed. The true beneficiary of the alterations mandated by this legislation would

be the entire national economy, which will be pushed again towards balance as a result

of the resurgence of the small business sector.

Sincerely.


