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MAJOR ESTATE AND GIFT TAX ISSUES

FRIDAY, JUNE 5, 1981

U.S. SENATE,
SUBCOMMITrEE ON ESTATE AND GIr TAXATION,

COMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 9 a.m., in room
2221, Dirksen Senate Office Building, Hon. Steven D. Symms
(chairman) presiding.

Present: Senators Dole, Symms, Grassley, Long, Byrd, and Boren.
[The press release announcing this hearing and the bills S. 23, S.

395, and S. 955 and the joint committee print of same follow:]
(Press Release No. 81-131, May 13, 1981)

FINANCE SUBCOMMITTEE ON ESTATE AND Girr TAXATION TO CONTINUE HEARING
ON MAJOR ESTATE TAX IssU3s

Senator Steve Symms, Chairman of the Subcommittee on Estate and Gift Tax-
ation of the Senate Committee on Finance announced today that the Subcommittee
will hold a hearing to discuss major estate tax issues on June 5, 1981. The Subcom-
mittee will continue to review the issues raised in its hearing of May 1, 1981.

The hearing will begin at 9 am. in Room 2221 of the Dirksen Senate Office
Building.

In announcing the hearing, Senator Symms noted that testimony before the
Subcommittee has demonstrated the considerable public concern over the impact of
estate taxes on family farms and businesses. According to Symms, "it is clear that
the estate and gift tax laws no longer primarily tax the very wealthy. Witnesses
before the Subcommittee have confirmed that the present estate tax unduly burdens
small enterprises and may even tend to increase the concentration of wealth as
small farms and businesses are absorbed into larger enterprises."

Senator Symms stated that the June 5 hearing would focus on particular prob-
lems of the estate and gift tax laws, including the special use valuation for farm
property and the interaction of estate tax laws with the gift tax. Witnesses are
urged to direct their testimony to the general purpose of the estate and gift tax or
to the legislative solutions that have been proposed for specific problems.

To focus the issues to be considered at the June 5 hearing, the Subcommittee will
continue its review of pending bills that are. designed to broadly revise the estate
and gift tax laws and minimize the burden on small- and moderate-size estates. In
addition, the Subcommittee will review two other bills that address technical rob-
lems with the special use valuation, section 2032A of the Internal Revenue Code,
and a proposal providing for the annual filing of gift tax returns.

The more general estate and gift tax bills before the Subcommittee are:
S. 404-Introduced by Senator Symms and Senators Jepsen and Boren. Would

repeal the Federal estate and gift tax.
S. 895-Introduced by Senators Wallop, Boren, Byrd, Durenberger, Sym ms,

Baucus, Bentsen, Matsunaga, and others. Would increase the Federal estate and gift
tax exclusion to $600,000, provide an unlimited marital deduction and make other
revisions in the estate and gift tax laws.

S. 858-Introduced by Senator Durenberger and Senator Thurmond. Would in-
crease the Federal estate and gift tax exclusion to $600,000 and revise rules govern-
ing the special use valuation.

S. 574-Introduced by Senator Kassebaum and others. Would allow a marital
deduction up to $750,000 and provide a similar deduction for heirs other than the
spouse.

The additional bills to be considered are:
SL -Introduced by Senator Dole with Senators Percy and Hatfield. Would make

clear that crop share rentals qualify as a standard of valuation under section 2032A.
S. 557-Introduced by Senator Cochran. Would allow estates that filed estate tax

returns before July 13, 1978, to elect the special use valuation.
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& 955-Introduced by Senator Byrd of Virginia and Senator Packwood. Wouldpermit reporting of the gift tax on an annual basis and end the requirement of

quarterly returns.
Requests to Testify Witnesses who desire to testify at the hearing must submit awritten request to Robe-i, E. Lighthizer, Chief Counsel, Committee on Finance1Room 2227 Dirksen Senate Office Building, Washington, D.C. 20510, to be receivedno later than close of business on May 29, 1981. Witnebses will be notified as soon aspracticable thereafter whether it has been possible to schedule them to present oraltestimony. If for some reason a witness is unable to appear at the time scheduled,he may fe a written statement for the record in lieu of the personal appearance. Insuch case a witness should notify the Committee of his inability to appear as soon as

possible.
Consolidated Testimony. Senator Symms urges all witnesses who have a commonlseition or who have the same general interest to consolidate their testimony and.signatesa i'e spokesman to present their common viewpoint orally'to theSubcommittee Te procedure will enable the Subcommittee to receive a widerexpression of views than it might otherwise obtain. Senator Symms urges verystrongly that all witnesses exert a maximum effort to consolidate and coordinate

their statements.
Legislative Reorganization Act. Senator Symms stated that the Leislative Reor-anization Act of 1946, as amended, requires all witnesses appearing before theCommittee o Con..ress "to file in advance written statements of their proposedtestimony, and to limit their oral presentations to brief summaries of their agu-

ment."
Witnesses scheduled to testify should comply with the following rules:(1) All witnesses must submit written statements of their testimony.(2) All witnesses must include with their written statement a summary of the

principal points included in the statement.(3) The written statements must be typed on letter-size paper (not legal size)and at least 100 copies must be submitted by noon on Thursday, June 4, 1981.Witnesses should not read their written statements to the Subcommittee, butought instead to confime their oral presentations to a summary of the points
included in the statement.

(5) Not more than five minutes will be allowed for the oral summary.Written statement Witnesses who are not scheduled to make an oral presenta-tion, and others who desire to present their views to the Subcommittee, am urged toprepare a written statement for sub_ missionn and inclusion in the printed record onthe hearings. These written statements should be typewritten, not more than 25double-spaced pgs in length, and mailed with five (5) copies to Robert E. Lighthizer,Chief Counsel, Committee on Finance, Room 2227 Dirksen Senate Office Build-ing, Washington, D.C. 20510, not later than Frida, June 5, 1981. On the first pageof your written statement please indicate the date and subject of the hearing.
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DCMR ON Or ADDMONAL EUrATZ AND GT TAx BiLLS (S. 28, S. 557, AND S. 955)

INTRODUCTION

The Senate Finance Committee's Subcommittee on Estate and
Gift Taxation has scheduled a hearing on June 5, 1981, regarding
particular problems of the estate and gift tax laws, including
the special use valuation for farm property and the interaction
of the estate tax laws with the gift tax. This hearing is a
continuation of the Subcorittee's review of the estate and gift
tax laws that it began with its hearing on May 1, 1981. A staff
pamphlet (JCS-16-81) was prepared in connection with the May 1,
1981, hearing, which contained a brief description of present
law, background information on estate and gift tax laws, a
discussion of the issues involving modifications to the estate
and gift tax laws, and a-description of four bills, S. 404,
8. 858, S. 395, and S. 574.

The hearing to be held on June 5, 1981, will continue the
Subcommittee's review of these four bills and, in addition, will
review two other bills (S. 23 and S. 557) that address technical
problems with the provision that permits special use valuation
(Code section 2032A) and a bill (S. 955) that provides for the
filing of gift tax returns, and payment of gift taxes, on an
annual basis. This document, prepared in connection with the
June 5 hearing, provides a description of the three additional
bills (S. 23, S. 557, and S. 955) and supplements the pamphlet
prepared for the ay 1 hearing (JCS-16-81). The description of
each bill contains a summary of present law, a description of
the issues raised by the bill, a description of the bill, an
estimate of the revenue effect of the bill, and a description
of any prior Congressional action.
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I. SUMMARY

1. S. 23--Senators Dole, Percy, Kassebaum,
and Hatfield

USE OF NET SHARE RENTAL INFORMATION TO
VALUE FARM AND BUSINESS REAL PROPERTY ON

THE BASIS OF CURRENT USE

For estate tax purposes, real property must ordinarily
be valued at its highest and best use. If certain requirements
are met, however, present law allows family farms and real
property used in a closely held business to be included in a
decedent's gross estate at current use value rather than full
fair market value, provided that the gross estate may not be
reduced more than $500,000 (Code sec. 2032A). In general,
the current use valuation may be determined under a "multiple
factor" approval or by a capitalization of income formula
that is primarily based on cash rentals for comparable farm
land.

The bill would provide that if there is no comparable
land from whicA to determine the average gross cash rental,
then the average net share rental could be substituted for the
average gross cash rental in applying the formula method of
valuation.

2. S. 557--Senator Cochran

TRANSITIONAL RULE FOR ELECTION OF CURRENT USE
VALUATION OF FARM OR OTHER BUSINESS REAL PROPERTY

For estate tax purposes, real property must ordinarily be
valued at its highest and best use. If certain requirements are
met, however, present law allows family farms and real property
used in a closely held business to be included in a decedent's
gross estate at current use value rather than full fair market
value, provided that the gross estate may not be reduced more
than $500,000 (Code sec. 2032A).

The election for special valuation must be made not later
than the due date for the estate tax return (Code sec. 2032A(d)(1)).
It is to be made in the manner as prescribed under Treasury
regulations.

The bill provide.j a special rule for returns required to be
filed before July 13, 1978. Under this special rule, an election
could be made by an estate required to file before such date no later
than the 90th day after the later of the date of eiiactment of the bill.
In addition, the bill extends the statute of limitations to allow
claims for refund to be made until 90 days after the end of this
special election period.
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II. DESCRIPTION OF BILLS

1. S. 23--Senators Dole, Percy, Kassebaum,
and Hatfield

USE OF NET SHARE RENTAL INFORMATION TO
VALUE FARM AND BUSINESS REAL PROPERTY ON

THE BASIS OF CURRENT USE

Present law and background

In general

For estate tax purposes, real property must ordinarily be
included in a decedent's gross estate at its fair market value
based upon its highest and best use. If certain requirements
are met, however, present law allows family farms and real
property used in a closely held business to be included in a
decedent's estate at its current use value, rather than its
full fair market value, provided that the gross estate may not
be reduced by more than $500,000 (Code sec. 2032A).

Qualification requirements

An estate may qualify for current use valuation if: (1) the
decedent was a citizen or resident of the United States at his
death; (2) the value of the farm or closely held business assets
in the decedent's estate, including both real and personal property
(but reduced by debts attributable to the real and personal
property), is at least 50 percent of the adjusted value,/ of
the decedent's gross estate, (3) at least 25 percent of the
adjusted value of the gross 1 tate is qualified farm or closely
held business real property;l- (4) the real property qualifying
for current use valuation passes to a qualified heir;A/ (5) such
real property has been owned by the decedenit or a member of his
family and used or held for use as a farm or closely held business
("a qualified use") for 5 of the last 8 years prior to the
decedent's death; and (6) there has been material participation
in the operation of the farm or closely held business by the

The "adjusted value" of the gross estate or of specific property
i.s its gross value less any mortgages or other indebtedness, payment
of which are secured by an interest in the property included in the
gross estate (or by the specific property).

2/ For purposes of the 50-percent and 25-percent tests, the value
Uf property is determined without regard to its current use value.

3/ The term "qualified heir" means a member of the decedent's
Family, including his spouse, lineal descendants, parents, and
aunts or uncles of the decedent and their descendants.
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decedent or a member of his family in 5 years out of the 8 years
immediately preceding the decedent's death (Code secs. 2032A(a)
and (b)).-/

Valuation methods.

Under present law, the current use value of eligible real
estate can be determined under either of two methods: (1) the
multiple factor method or (2) the Formula method.

Multiple factor method.--The current use value of all
qualified real property may be determined under the multiple
factor method (sec. 2032A(e)(8)). Tha multiple factor method
takes into account factors normally used in the valuation of
real estate (for example, comparable sales) and any other factors
that fairly ialue the property.

Formula method.--If there is comparable land from which
the average annual gross cash rental may be determined, then
farm property may also be valued under the formula method
(Code sec. 2032A(e)(7)(A)). Under the formula method, the
value of qualified farm property is determined by (1) subtracting
the average annual State and local real estate taxes for the
comparable land from the average annual gross cash rental for
comparable land used for farming, and .(2) dividing that amount.
by the average annual effective interest for all new Federal
Land Bank loans.5!/

On July 19, 1978, the Department of the Treasury issued
proposed regulations defining gross cash rental for purposes
of the formula method. Under the proposed regulations, if no
comparable farm property had been leased on a cash basis, then
the formula method could .be applied by converting crop share
rentals into cash rentals. If the crops were sold for cash in a
qualified transaction, the selling price would be considered
the gross cash rental. If no qualified sale occurred, then the
gross cash rental would equal the cash value of the crops on
the date received on an established public agricultural commodities
market.

4/ In the case of qualifying real property where the material
participation requirement is satisfied, the real property which
qualifies for current use valuation includes the farmhouse, or other
residential buildings, and related improvements, located on qualifying
real property if such buildings are occupied on a regular basis by
the owner or lessee of the real property (or by employees of the
owner or lessee) for the purpose of operating or maintaining the
real property or the business conducted on the property. Qualified
real property also includes roads, buildings, and other structures
and improvements functionally related to the qualified use.

5/ Each average annual computation must be made on the basis of
Ehe 5 most recent calendar years before the decedent's death.



7

On September 10, 1979, the Department of the Treasury with-
drew the portion of the regulations relating to gross cash rental
proposed in July and published another proposed regulation defining
gross cash rental. The new proposed regulations provided that
crop share rentals could not be used under the formula method.
Rather, if the formula valuation method were used, the executor
was required to document to the Internal Revenue Service those
tracts of comparable property that were rented solely for cash.

Final regulations were published on July 31, 1980 (Treasury
decision 7710).j/ The final regulations adopted the definition
of gross cash rental contained in the September 10, 1979, proposed
regulations. Consequently, under the final regulations, if no
comparable land in the same locality is rented solely for cash,
the formula method may not be used and qualified farm property
may be valued based on its current use only by the multiple
factor method.

Issue

The issue is whether qualified farm property may be valued
under the formula method by using crop share rentals if no
comparable land is leased solely for cash but comparable land
is leased partially or completely on a crop share basis.

Explanation of the bill

The bill would provide that if there is no comparable land
in the same locality from which to determine the average annual
gross cash rental, then the average net share rental could be
substituted for the average gross cash rental in applying the
formula method. The net share rental would be (1) the value of
the produce grown on the leased land received by the lessor,
reduced by (2) the cash operating expenses of growing the
produce that are paid, under the terms of the lease, by the lessor.

Prior Congressional action

On March 4, 1980, the Subcommittee on Taxation and Debt
Management of the Committee on Finance held a hearing on two bills
(S. 1859, 96th Cong., and S. 2201, 96th Cong.), which were identical
in substance to the present bill. No further action was taken
on S. 1859 or S. 2201.

On August 4, 1980, the Subcommittee held a hearing on another
billI(S. 2967, 96th Cong.),which contained a provision identical
in substance to the present bill. No further action was taken on
S. 2967.

6/ 45 Fed. Reg. 50736 (1980).
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Effective date

The provisions of S. 23 would apply to estates of decedents
dying after the date of enactment of the bill.

Revenue effect

It is estimated that this bill would have no effect on
fiscal year 1981 budget receipts and would reduce budget receipts
by less than $5 million in fiscal year 1982 And by $25 million
annually for fiscal years 1983 and thereafter.
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2. S. 557--Senator Cochran.

TRANSITIONAL RULE FOR ELECTION OF CURRENT USE
VALUATION OF FARM OR OTHER BUSINESS REAL PROPERTY

Present law and background

In general

For estate tax purposes, real property must ordinarily 
be

valued based upon its highest and best use. If certain require-

ments are met, however, present law allows family farms 
and

real property used in a closely held business to be included

in a decedent's estate at its current use value, rather 
than

its full fair market value, provided that the gross estate 
may

not be reduced by more than $500,000 (Code sec. 2032A).

Qualification requirements

An estate may qualify for current use valuation if: 
(1) the

decedent was a citizen or resident of the United States 
at his

death; (2) the value of the farm or closely held business 
assets

in the decedent's estate, including both real and personal 
property

(but reduced by debts attributable to the real and 
personal

property), is at least 50 percent of the adjusted value/ of the

decedent's gross estate; (3) at least 25 percent 
of the adjusted

value of the gross estate is qualified farm or closely held.

business real property;2/ (4) the real property 
qualifying for

current use valuation passes to a qualified heir;!/ 
(5) such real

property has been owned by the decedent or a member 
of his family

and used or held for use as a farm or closely held 
business ("a

qualified use") for 5 of the last 8 years prior to the decedent's

death; and (6) there has been material participation 
in the

operation of the farm or closely held business by 
the decedent

1/ The "adjusted value" of the gross estate (or of specific

property) is its gross value less any mortgages or 
other

indebtedness, payment of which are secured by an 
interest in

property included in the gross estate (or by the 
specific property).

2/ For purposes of the 50-percent and 25-percent 
tests, the value

of property is determined without regard to its 
current use value.

3/ The term "qualified heir" means a member of the 
decedent's

family, including his spouse, lineal descendants, parents, and

aunts or uncles of the decedent and their descendants..



or a member of his fanpl2y in 5 years out of the 8 years
immediate preceding the decedent's death (Code secs. 2032A(a)and (b)).

Valuation methods

Under present law, the current use value ot eligible realestate can be determined under either of two methods: (1) the
multiple factor method or (2) the formula method.

Multiple factor method.--The current use value of allqualified real property may be determined under the multiple
factor method (Code sec. 2032A(e)(8)). The multiple factormethod takes into account factors normally used in the valuation
or real estate (for example, comparable sales) and any other
factors that'fairly value the profierty. "

Formula method.--If there is comparable land from which the
average annual gross cash rental may be determined, then farm
property may also be value under the formula method (COdesec. 2032A(e)(7)(A)). Under the formula method, the value ofqualified farm property is determined by (1) subtracting theaverage annual State and local real estate taxes for the comparable
land from the average annual gross cash rental for comparable landused for farming, and (2) dividing that amount by the average
annual effective interest for all new Federal Land Bank loans.k/

Election of special valuation

The election for current use valuation'must be made not laterthan the due date for the estate tax return (Code sec. 2032A(d)(1)).
It is to be made in the manner prescribed under Treasury regu-
lations.

Background
r

These provisions were enacted by the Tax Reform Act of 1976 andwere effective with respect to estates of decedents dying after
December 31, 1976.

/ Zn the case of qualifying real property where the material
participation requirement is satisfied, the real property whichqualifies for current use valuation includes the farmhouse, or other
residential buildings, and related improvements located on
qualifying real property if such buildings are occupied on aregular basis by the owner or lessee of the real property (or
by employees of the owner or lessee) for the purpose of operating
or maintaining the real property or the business conducted on theproperty. Qualified real property also includes roads, buildings,
and other structures and improvements functionally related to
the qualified use.

5-/ Each average annual computation must be made on the basis of
the 5 most recent calender years before the decedent's death.
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In June 1977, the Internal Ravenue Service issued a revised

estate tax form (Form 706). This form indicated the manner in

which the election was to be exercised.

On July 13, 1978, proposed regulations relating to the

manner of exercising the election were published. Under the

proposed regulations, the current use valuation provision 
was

to be available only if there were some nonfarm use for the

property. The proposed regulations also provided that elections

of current use valuation were generally irrevocable. 
A special

rule was provided, however, permitting estates making the

elections before 30 days after adoption of final regulations

(i.e., August 30, 1980) to revoke their elections, but only

if the revocations were filed before January 31, 1981.

On July 19, 1978, the Department of the Treasury issued

additional proposed regulations interpreting the material

participation qualification requirements (Code secs. 2032A(b) (1) (ii),

(c)(7)(B), and (e)(6)), and defining gross cash rental for

purposes of the formula valuation method (Code sec. 2032A(e)(7)(A)).

These proposed regulations, like those of July 13, 
1978, provided

that the current use valuation provision was to be available

only if the real property had a higher use than farming.

The proposed regulations also provided'that if no 
comparable

farm property in the locality of the decedent's property 
had

been leased on a cash basis, then the formula method 
could be

applied by converting crop share rentals into cash rentals.

ff the crops were sold for cash in a qualified transaction, 
the

selling price would-be considered the gross cash rental. 
If

no qualified sale occurred, then the gross cash rental 
would

equal the cash value of the crops on the date received 
on an

established public agricultural commodities market.

On September 10, 1979, the Department of the Treasury

withdrew the proposed definition of gross cash rental 
and

published another proposed regulation defining gross 
cash

rental. The new proposed regulation provides that crop share

rentals could not be used under the formula method. 
The Internal

Revenue Service also issued on that date a news 
release indicating

that current use value would be available with respect 
to any

real property which satisfied the requirements of 
section 2032A,

even if there were no other highest and best use 
for the property.

Final regulations were published July 31, 1980 (Treasury

decision 7710).A

Issue

The issue is whether special transitional rules 
should be

provided to permit special valuation elections to be made after

th6 time prescribed under present law with respect 
to certain

estates.

6/ 45 Fed. Reg. 50736 (1980).
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Explanation of the bill

The bill would provide a special rule for estate tax returns
required to be filed before July 13, 1978 (the date on which the
first proposed regulations were published). Under this special
rule, an estate required to file its estate tax return before
July 13, 1978 (without regard to any extensions of time to file)
could make or revoke a current use valuation election during
the 90-day period after the date of enactment of the bill. In
addition, the bill would extend the statute of limitations to
allow claims for refund to be made until 90 days after the end
of this special election period.

Effective date

The provisions of the bill' iould be effective with respect
to estates of decedents dying after December 31, 1976, whose
estate tax returns were required to be filed before July 13,
1978 (without regard to extensions of time to file).

Revenue effect

It is estimated that this bill would reduce budget receipts
by $15 million in fiscal year 1981 and by less than $5 million
in fiscal year 1982.
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3. S. 955--Senators Byrd (of Virginia) and Packwood

ANNUAL PAYMENT OF GIFT TAX

Present law

Prior to 1971, gift tax returns were required to be filed,
and any gift tax liability paid, on an annual basis. The due date
for filing this return, and for payment of any gift tax, was the
April 15 following the calendar year in which the gift.was made.

The Excise, Estate and Gift Tax Adjustment Act of 1970 changed
these requirements so that gift tax returns be filed, and any gift
tax paid, on a quarterly basis. The due date for filing the
quarterly return was the 15th day of the second month following
the close of the calendar year (e.g., May 15 for gifts made in the
first calendar quarter).

The Tax Reform Act of 1976 further modified these rules so-
that a quarterly gift tax return is required only if the sum of
(1) the taxable gifts made during the calendar quarter plus
(2) all other taxable gifts made during the calendar year (and
for which a return has not been required to be filed) exceeds
$25,000. If a quarterly return is required, the due date for
filing this return, and for payment of any gift tax, is the 15th
day of the second month following the close of the calendar
quarter for which a return is required. If all taxable transfers
made in a calendar year do not eXceed $25,000, a gift tax return
must-be filed, and any gift tax paid, by the filing date -for
gifts made during the fourth calendar quarter of the calendar
year (i.e., February 15th of the following calendar year).

In 1979, P.L. 96-167 provided that the due date for an annual
return (in cases where gifts are less than $25,000) or a return
for the fourth calendar quarter is April 15th of the following
calendar year. This is the same due date for filing individual
income tax returns for calendar year taxpayers.

Issue

The issue is whether gift tax returns should be filed, and
any gift tax paid, on an annual basis.

Explanation of the bill

The bill provides that gift tax returns are to be filed, and
any gift tax paid, on an annual basis. In general, the due date
for filing the annual gift tax return would be the April 15th
of the following calendar year. However, for a calendar year
in which the donor dies, the gift tax return for that year
is required to be filed no later than the due date for filing
the donor's estate tax return (including extensions).

-- 0-81-2

w
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Effective date

The bill would apply with respect to gifts made after
December 31, 1981.

Revenue effect

It is estimated that this bill would reduce budget receipts
by $20 million in fiscal year 1.981, by $65 million in fiscal year
1982, and by less than $5 million annually each fiscal year
thereafter.

Prior Congressional action

In the 96th Congress, tht Finance Committee reported, and
the Senate Oassed, a provision (iec. 6 of H.R. 5505) substantially
identical to S. 955. This provision was deleted from H.R. 5505
by the House of Representatives.

Senator SYMMS [chairman, presiding]. The subcommittee will
now commence the -second day of hearings we are having to ad-
dress the estate and gift tax.

The Chair would like to announce that due to my personal
schedule, we want to have these hearings over with by noon.

I want to first say, that I want to thank all of the witnesses who
are here and the ones that will shortly appear for their testimony.

I think it is important that your testimony be made a part of our
record to substantiate the necessity, in my view, of abolishing the
death tax.

Yesterday, at the White House, we were told a story by Senator
Durenberger, in the presence of the President, about a young
farmer in Minnesota, who came up and talked to him. He could tell
by looking at this young farmer that he was a hard working young
man. He was 35 years old. He came up to Senator Durenberger
after a meeting they had had and said 'Senator, you see that old
lady out there?" He said, "Yes."' "Well, that is my mother." He
said, "I am the only person left in the family. I am farming the
farm for my parents. My dad has already died. That lady out there
is my mother. She has cancer. The doctors have given her less than
a year to live, and when she dies, then I am going to have to buy
that farm again from you, Senator, the U.S. Government."

This kind of a tragic situation is taking place all across America,
not from wealthy people, but from people certainly from the
middle class, producing sector of our society. People that have a
life insurance policy and a home, or a small home or a small
business, are finding that they are in a situation that they can no
longer afford the death tax, because of the present laws.

So, I would really look forward to hearing from the witnesses.
Our first witness this morning is Senator Carl T. Curtis.
I do not see Senator Curtis in the room. So, I think what we will

do is call up the first panel and then we will go back to Senator
Curtis, a former member of this committee when he arrives.

Is Congressman Al Ullman here?
o response.]
nator SYMMs. Is Mike McKevitt here?

LNo response.]
nator SyMMS. Peter Nelson?
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[No response.]
Senator Symms. Bob Weil?
Mr. WEM. Yes, Mr. Chairman.
Senator SymMs. Bob, why don't you come up and Bill Schuler, H.

Stewart Dunn, Jr., Louis J. Appell, and Bob Stathan.
Gentlemen, what I would like to do is to ask you to try to

condense your statements within a 5-minute period each. Your
entire statements will be placed in the record.

I would pose one question to the panel and to each panel.
I have suggested to the administration that in the present tax

bill that is now being talked about, the so-called compromise that is
now floating around Washington, D.C., that rather than make the
changes that have been recommended by the administration, that
we just very simply figure out what the Treasury revenue loss
would be on a single year of enactment of this new $600 exemption
or the $192,000 credit; however you wish to view it.

Apply that on what it would reduce the rate by that much on the
present estate tax law and over a 4- or 5-year period, completely
phase out the estate and gift tax so it is no longer on the books.

You might be thinking about that. I would appreciate any com-
ments that any of you might have on that, also, this morning.

So, if you would, Bob Weil, why don't you go -ahead and start.
Mr. WmL. Thank you, Mr. Chairman.

STATEMENT OF ROBERT S. WEIL, WEIL BROS. COTTON, INC.,
MONTGOMERY, ALA.

Mr. WFIL. Mr. Chairman, members of the committee, thank you
for the privilege of appearing before you today.

My name is Robert S. Weil, of Montgomery, Ala. I am chairman
of the board of Weil Bros. Cotton, Inc., a firm engaged in the
merchandising of American raw cotton to textile mills in this
country and throughout the world.

We are a family business, established in 1878, 103 years ago. The
fourth generation of our family is actively engaged in this business
today.

We came here today aware of the many hazards and obstacles
and sometimes the struggles in the perpetuation of a family busi-
ness. But none of these compare with the deleterious effect which
the estate and gift tax laws and regulations have on closely held
corporations.

Family and privately held businesses have long been the back-
bone of the Ameican free enterprise system. They led the Nation's
economic growth in the past century and many developed into
today's leading corporations.

However, today the estate and gift tax laws inhibit the closely
held business from growing beyond the point of being a small
business.
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An entrepreneur can spend his entire productive life plowing his
profits back into his business, and when he dies the value of his
business is included in his estate and is taxable.

Since he has insufficient outside resources, and since there is no
public market in which he can sell his stock, his business must
then redeem stock from his estate so that the estate will have the
cash to pay the estate taxes.

Hence, the cash comes not from the individual but from the
business. The tax then is not on the individual, but the tax is on
the business.

This has the opposite effect of capital formation. It is capital
depletion.

Now, let us examine the severity the tax impact can have on
business.

Assuming a man works for 40 years and can lay back $25,000 a
year, or $40,000 a year for 25 years, he accumulates a business
worth $1 million. When he pays the estate tax-that business has
to be drained of one-third of its capital.

If he does twice as well and the business is worth $2 million, the
Government drain will be 40 percent of the company's capital.

A modern-day Henry Ford, who meets with more success, and
develops a business the size of $5 million, his estate bill would
drain over half the capital of his business.

But, long before that time comes, that modern-day Henry Ford
would see, as he approaches the $5 million size business, that out of
every dollar net profit he makes, he will wind up with 15 cents,
because his income tax will take 48 percent, and estate taxes 70
percent of the balance.

These days, $5 million is a large estate, but it is not a large
business. By today's standards, a company which cannot grow
beyond $5 million is in no position to challenge the established
corporations in our country.

Without the incentive to work hard and to make that company
ow, wherefrom will come the modern Henry Ford to challenge a

ftering Chrysler?

Granted that such success is in the minority, but how will the
majority reach for the sky when the sky cannot be seen for the
ceiling?

Seeing that the prospect is near confiscation at death, an entre-
preneur then looks to the means of handing down his business to
his children, and he trains them to carry on thb enterprise.

He cannot sell the business to the children because they do not
have the resources.

He may give the stock in the business to his children, but to
make that gift, he must pay a substantial gift tax.

Were it a public company, he could sell enough of his stock in
the market to raise the money to pay the tax. But since there is no
market for his stock, again, the company must redeem the stock
from its owner.

Such redemption would be taxed as ordinary income. The owner
would find himself redeeming at the rate of $100 to capture $30 to
pay the tax. So that the combined income tax and gift tax he would
pay would exceed the value of the gift.

Here is another example of confiscatory consequences.
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Let us just digress here to mention that the cruelest trap in the
tax law that affects private business is the laws of attribution.
Whatever abuses the laws of attribution is meant to prevent, they
are so eminently unfair to the part owner of a closely held family
corporation, that they should be forthwith repealed.

Since neither sale nor gift to the next generation is practical, an
entrepreneur loks for other choices. He can liquidate the business
or he can go pubic. But either of these choices defeats the purpose
of having his family business and also involves a number of other
hazards and oss.

He can enter into a number of sophisticated insurance or legal
schemes involving trusts or personal holding companies or other
devices that may be established with very expensive lawyers.

However, even these remedies only offer a limited solution. The
nath of least resistance and the most frequent recourse is for the
amily of a private business to sell out to a large national firm. It is

here that the focus of the adverse effect of the tax laws shifts from
the business to the public interest.

The selling out to large public companies tends to concentrate
economic power into fewer hands, tending more to monopoly than
to diverse competitive enterprise.

The big fish eat up the little fish. One can see it in the depart-
ment stores, in the textile mills, and most seriously of all, the
newspapers.

Second, the selling out of businesses to large national firms has a
destructive effect on local charitable institutions, be they health
care or welfare agencies, schools or museums.

Traditionally, it has been the local business which has supported
local independent institutions. When a local business sells out to a
national chain, its support usually becomes as remote as the na-
tional headquarters may be from that locality.

Finally, let us review the estate and gift tax laws in their proper
perspective. Estate taxes annually raise some $6 billion, a small
percentage of the national budget.

Their purpose is not so much to raise revenue, as to attack
concentrations of wealth.

If this is their purpose, estate taxes have their shoes on back-
wards. They tax the deceased in whose hands the wealth is power-
less, but they ignore the power of the surviving beneficiary.

Whatever their purpose, it was never meant that the estate and
gift tax should deplete capital resources of American businesses.

Therefore, it is our recommendation that the passage of owner-
ship in a closely held corporation, by bequest or gift, should be
exempt from any estateana gft tax.

Sale of stock in any closely held company should be taxed the
same as the sale of stock of any publicly held company, except tat
any such stock acquired through gift or bequest would be subject
first to recapture of the tax which would have been paid on such a
transfer, bequest or gift, any gain t take the basis of such bequest
of gift value; provided however, that the aggregate of the recap-
tured taxes, plus the capital gains tax, should not exceed the
current ordinary income tax which would have been applicable at
the time of sale.

w
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Mr. Chairman, members of the committee, we hope you will take
sure and certain action to exempt the passage of ownership in
privately held companies from estate and gift taxation, and thus,
insure the innate growing strength of American, privately held
companies to prosper from one generation to another.

Thank you for your-attentivenesses to this urgent appeal.
Senator SYMMS. Thank you very much.
The Chair would like to announce that we will try to stay within

the 5-minute rule.
Mr. Weil, your statement was so good, and the Chair enjoyed it

so much, we let you run over, because I found myself in complete
agreement with what you were saying. I think it does set a good
tone for, even though it wasn't planned that you would be first, I
think you set a good tone for the hearing here today.

Of course, the Chair does welcome those who have differing
points of view, but with less enthusiasm. [Laughter.]

Anyway, I would' like to say that I think it is important that we
get all of your statements in our hearing record to substantiate our
efforts to repeal the terrible estate and gift tax which I like to refer
to as the "death tax," because that is what it is. It is the single
most obnoxious tax in the American Internal Revenue Service
system.

When you say it is the most obnoxious, I think you have to agree
to the fact that is from within quite a group of obnoxious taxes,
when we start taxing people in excess of 50 percent of their earn-
ings or of investment income, I think that is also certainly bad to
our society and our economy.

But, I appreciate your statement.
Mr. WEIL. Thank you, Senator Symms.
Senator SYMMs. Now, if we could hear from Bill Schuler.
All of your entire statements will be part of our record.
We would like to have you go ahead now, Mr. Schuler.

STATEMENT OF WILLIAM M. SCHULER, BIRMINGHAM, ALA.

Mr. SCHULER. Gentlemen, I am deeply honored to have the op-
portunity to discuss possible changes in the inheritance tax laws.

I am particularly concerned about the effects of presently exist-
ing inheritance tax laws on closely held corporations.

These inheritance tax laws are confiscatory, work an economic
hardship on the employees of a closely held corporation, and create
problems in the economy that aren't generally apparent on the
surface.

Assuming a net estate of approximately $30 million, no marital
exemption, the taxes due are $20 million.

Should you elect for a 303 redemption, over a 10-year period, the
taxes plus the interest exceed the total value of tlca estate by $4
million.

Should you elect for a 15-year redemption, taxes and interest
exceed the total value of the estate by $20 million.

Now think about this. The present rate on a 10-year redemption,
for taxes and interest, exceed the total value of the estate by $4
million.

On a 15-year redemption, the taxes, plus the interest, exceed the
value of the estate by $20 million.
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Section 531 of the Internal Revenue Code prevents accumulation
of surplus in anticipation of death, so the stock must be redeemed
by the corporation

Al support figures are shown in exhibit 1, in my statement.
This absolutely is confiscatory and kills incentive.
You may think that the problem outlined is an isolated example

and doesn't merit too much consideration, but you are wrong.
There are thousands of inheritance tax problems identical to thi.

These people have simply been so busy in the day-to-day oper-
ations of their business that they haven't taken the time to deter-
mine the value of their estate, compute the tax and figure how

,they are going to pay these punitive taxes.
I started my company with $1,500 and borrowed capital. Through

hard work, determination and perseverance, I have succeeded in
building two companies that employ approximately 450- people.

At age 58, 1 hate to think that my life's work will be wied out
b these inheritance tax laws. There is no way my estate can make

inheritance tax payments, plus the prevailing Internal Reve-
nue Service interest rates.

This leads to only one possible solution. Sell the company.
The Fortune 500 companies fully realize that the inheritance tax

laws will give them an opportunity to purchase the mcwt successful
privately held corporations.

On one hand, you are concerned with the concentration of
wealth in the hands of multinational corporations, and on the
other hand, the inheritance tax laws force this concentration.

This is not beneficial to the best interest of the people of this
country.

Any 303 redemption over a 10-year period would merely siphon
off all the cash needed to keep these companies competitive in the
marketplace.

The passage of bill 404 would solve all the problems of the highly
successful privately held corporations.

The other bills before this committee merely increase the estate
tax exemption or credits and skirt the basic problem. These pri-
vately held corporations create a large number of jobs in America.

The theme ofthe new administration is to get the economy going
with new machinery and equipment to modernize our plants. This
will not be accomplished by draining the cash out of corporations
over a 10- or 15-year period.

There are approximately 25,000 closely held corporations with
assets in excess of $5 million. Approximately 10,000 of these are
extremely successful and employ approximately 250 people.

This means that 2.5 million jobs are dependent on this sector.
Assuming a family of 4, this means that 10 million people are

directly or indirectly affected by the drainage of cash from these
profitable companies.

The question comes up, where are we going to get the money to
replace these inheritance tax revenues? This money will come from
two sources, increased employment and increased corporation taxes
as a result of reinvestment of the cash.

We are planning to spend $750,000, at Alibaster Industries next
year for new machinery and equipment. We know that for every
$30,000 expenditure, we will provide one new permanent job.
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1 0,

If for any reason I passed away, none of the expenditures for
machinery and equipment would be powible because the money
would have to go for inheritance taxes or the company would have
to be disposed of..

I consider the inheritance tax laws to be the ultimate success
penalty.

Thank you very much, gentlemen.
Senator SYMMS. Thank you very much, for a very excellent state-

ment. I failed to mention that when the opening, speaker spoke,
that Senator Heflin intended to be here to introduce you, Mr. Weil,
but he didn't realize you were going to be the first one up.So, I am sure he may show up later. But he did intend to be
here, but he thought you would be on around 10 o'clock.

Next, we would like to hear from Stewart Dunn, Jr.

STATEMENT OF H. STEWART DUNN, JR., OF IVINS,
PHILLIPS & BARKER

Mr. DUNN. Senator Symms, I won't read my statement. But I
will just make a few comments about the point that I yiish to
address.

Like the other speakers here, I favor your bill to repeal tho
estate and gif tax laws, but if it should become ni.mible to
accomplish that goal, I would like to focus on one specifc modera-
tion that I feel is particularly important in light of the problems
you are hearing tody.

That is the valuation of the closely-held business. Much of what
you are doing has come about due to concern about the valuation
of the family farm.

In your introductory comment you illustrated that with the story
of Senator Durenberger.

But, too little attention has been given to the valuation of the
unily-held business.
I have been in this area of practice for 25 years. When I entered

practice, if a family had a $1 million business which comprised his
entire taxable estate, at the death of the owner of that business,
there would have been a tax of $826,000. The marginal rate would
have been 37 percent. The average rate would have been 33 per-cent.,Today, if that business had not prospered at all, was totally static

and had gone up by nothing more than the valuation increase due
to inflation, the same person having the same taxal)(q, estate, would
have an estate of $3.3 million due to inflation, wu;AJ pay estate
taxes of $1.5 million, would have a marginal rate of 58 percent and
an effective rate of 45 percent.

What I would like to call to your attention is the problem in the
present legal standard in determining the value of a closely held
business for estate tax purposes.

That standard is the so-called fair market value standard, what a
willing buyer would pay a willing seller, both being aware of all
the relevant facts.

This standard is simply fictional because we are dealing almost
invariably with a minority interest. Even though the decedent may
have been the moving force behind the company, he may not own
complete control of the company and normally owns less than 50percent. .. .

There is simply no practical market for such an interest. The
standard of the willing buyer is fictional, because no one is willing

* *~i ~ -~ -
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to buy into a minority interest in a closely helI family business
unless the price is at a totally depressed i lnm g b

The fictional standard worked reasonably
because really what you are doing is trying to say what would be
the, current value of the two features that thebuyer purchases.

One feature he is purchasing s, the right to some dividend
stre am assuming the cornay i able to pay dividends, and the
'other is the expection of eing able to o of that interest at

some gain, at a later date, a very uncertain, date.
Once these two figures determined, subject to all the va-

garis, they are then reduced to present value.
When we are dealing with a interest rate of 6 percent, the

present value is one factor. That is what the cowU are looking at
.ytoday.

But when you are looking at an interest rate of 18 percent or 16
p ent, the valuation of that closely held busies inerest 'i

~ rsly oversated..
What I strongly recommend to you in the event middle grounds

are required is that there be a redefinition of the valatio t -

close old, business iterests.t
It: would be ideal to have some bright line that would be clear

and simple. We have studied and tried to come up with that.
Because of the diversity of American businessihowever, a bright
line approach appears to be impractical.,

'-What we urge upon you is a definition of familytuies,
on definitions that are presently in the Code, but broad enough so
that there is no cap.

tWhy'should we try to penalize a family business that is success-
ful as opposed to one that is unsuccessful.

You saw in the farm situation where you have a $ ,000 cap,
that such cap quickly became outdated.So, with no cap, and applying the valuation standards preenty
in the Code, I suggest that you reduce the valuation of closely held
business interests by O50 percnt. That will give you, if the middle
ground is necessary, a standard that will result in realistic valua-
tion of closely held business interests, taking into account today's
inflation rate and the discount factor.Thank you, Senator Symm.

Senator Snois. Thank you very much. That is a very excellent

~'Appel.'
A Mr. Yes, sir.

Senator Symm. You are next, Mr. Appell. "

STATEMENT OF LOUIS J. APPEAL, JR., PRESIDENT, SUSQUE-
HANNA BROADCASTING CO., YOLK, PA.

Mr. Apm. Mr. Chairman, I am president. of Susquehanna
Broadcastin-g Co. Our headquarters are ocated in York, Pa

.I appr te your giving me the opo t to resent mythoughts. I would like to reemphasize muc o what Mr. Wen aid

Mr. Schuler have said.''
Forseveral pnerations, .both sides Of my family have been ac-

tively involved in the creation and development of family busines-

Webegan in the early 1800's as a small potter tan ufau
nhave over the eyrs, expandd into several oLer felds whic

are concentrated into four closely held corporations.
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The largest company, Susquehanna Broadcasting Co., comprises
two divisions. As our name indicates, one is involved in the broad-
casting industry. It currently operates 14 radio stations, 1 televi-
sion station, and 3 cale TV systems.

Susquehanna's second division manufactures ceramic table serv-
iag ware and gifts under the name of Pfaltzgraff which was my
mother's family name. Some of you may have seen our products
from time to time in stores in the Washington, D.C.; area. The
Pfaltzgraff business began over 150 years ago.

In total, Susquehanna provides employment, for over 1,800 per-
sons.

We have three other family companies: One which is engaged in
the outdoor advertising business in Pennsylvania; one which owns
and operates a dairy farm- and one engaged in real estate.

When my father died 3o years ago this month, the businesses

just described were very much smaller than they are today. This
fact, combined with appropriate tax planning, enabled us to meet
his estate tax obligations without excessive hardship.

Liquidation of assets was, of course, necemary, but our business
interests survived virtually intact. The situation that faces us
today is incomparably different.

In the intervening 30 years, our business interests have flour-
ished thanks to some good luck and, I. hope, to some'capable
management.

The small companies which 30 yea -s ago employed perhaps-200
people, now provide jobs for nearly 2,000 persons. We have dedi-
cat&d our lives .to seeing our companies grow in a healthy, con-
trolled fashion.

Earnings to a very substantial degree have been retained in the
businesses to support that' growth.

However, under present laws, our very success, will likely be our
undoing.

Because of punitive estate and gift tax rates, our children and
their children will be faced with almost insurmountable problems
in raising liquid funds to pay death taxes.

The sale of substantial portions of our interests, if not all, will be
forced upon them, perhaps during unfavorable times and certainly
under uncomfortable circumstances.

significant progress toward solving our estate tax problems can
only involve the disposal of family business interests, some of
which have been in the family for generations.

My mother is 81 years old. In all of her years, she has managed
to accumulate, a net estate of approximately $iiilon, largely
made up of het residence and personal property.

The very small interest she has in family companies has largely
been disp of'through gifts. Upon her death, taxes and other
settlement costs will consume 33 cents of every dollar. The margin-
al taxrate will be 39 percent.

What is a relatively modest estate in these inflationary times
will shrink from $1 million to approximately $670,000. Certainly a
harsh penalty, but manageable an& not yet confiscatory.

Let us now proceed from a real example to a somewhat hypo-
thetical one. . .



cV_ s Wus 0 oue O worth of millionn and
_,,et quallydvded am-ongmy brother, my sstr and

A" u iIt -is possile to use -tho marital ducinin each case,
the t" cumulative FederaestAt taxes able upon our deaths

,iand that of our spouses wilt be $8 million, With a marginal rate of
o~bw.xinately 57 -percent.

rememberr, thisasus no other gnificant assets and the use
!of: the !maritl deduction in each cs, a possibility that may or

a, not exist,
.=mmber too, that, the-$8 million is for Federal taxes only.$ tatetaxes" ad settlement expe1ss will deplete the estate an

tional $1.5 to $2 million.
'Y It is obvious that our fany cannot.maintain our business inter-
estl Under such clrcumAsnce

,As country, we seem deto penell. at every turn
those, who _aren-, vtle creative, motivated-and above al suc-esf.j, those i Who provide investment captal and provide

GJJtt:1ng!IJJ; dow to yreomnaisIwudrecommend the-
t ta be entirely elminft if that' is not possible, the estate

tae impoe on'.familybsnse and income taxes posed on
nves e esshudbe' sgfcatly Tduced.

SThanyou .very. much for giving me this opportunity.
Senator Sy i s Thank you very much, for a very excellent state

I mighmei ~t On hat Senator Boren has made a very, impressve
caethis committee at our past hearing about why it is

i-that there are several large newspaper chains that own' so many

- thh khat your-although you are not in the newspaper busi-
ness, you are in the broadcasting busin es,you would be a likely
candica te to be soaked up by som-gantorporation which is in
the rdotlvso uies

Mr. ArnLL. That is a very appropriate parallel.
.Senator SV1eus. It is a very appropriate parallel, and I think it is

one that is not necesar -it is very, unfortunate to see these
f amiy newspapers and family boadi stations sold off.

Senator Heflin is here now. He wanted to introduce Mr. Weil,
before he testified, but we Vot the cart ahead of the horse, but we
are very glad to have you with us, Senator Heflin.

Senator Humn., Thank you. I had anticipated Ut Mr. Weil
would not be on until about 9:80. 1 am delighted to see you, Bobb.

Mr. 'Weil is one of Alabama's greatet ctizens. From a famfy
i point, his, nessof Well Brvo, in the cotton business, ee-
bateda their 100th anniversary. I went. down to enjoy all of the
femtvies of that cel on a few months ago.

i So, the Weil family has been in the cotton business for yea
over 100 Year. He is a great citizn. H.e has contributed 'og much to

aeto of the cultua, educational, and civic life that we

He is a former president of the American Cotton Shippers Asso-
ciation and the Atlantic Cotton Assciation.

I am delighted to ame you here. I vouch for you. (Laughter.]
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Senator Symms. Thank you very much.
Senator Heflin, we are glad to have you with us.
We are also glad to have Senator Dole, Senator Long, and Sena-

tor Byrd here.
Did any of you want to make any comments on our hearing

today? You are welcome to.
Senator LONG. Yes, thank you, Mr. Chairman.

STATEMENT OF HON. RUSSELL B. LONG, U.S. SENATOR, STATE
OF LOUISIANA

Senator LONG. Mr. Chairman, it seems to me that we ought to
reduce the estate tax rates. I think that a 70-percent rate gets
pretty ridiculous.

If you assume an estate of over $600,000, as is the case with
people who have honestly accumulated a substantial estate, this
proposal would exempt these estates for $600,000, so that no tax
would apply to the part of the estate up to $600,000.

Then, in short order, this puts you up to a 60-percent bracket.
The thought that occurs to me is that 60 percent is altogether too
high. I, for one, don't object to paying a modest tax. To start at 35
percent is, I think, altogether too much. It seems to me that you
ought to start out at a much lesser point.

But, I also think it doesn't make too much sense to totally
exempt some people. A person has a good fortune, inherits a lot of
money. I know some very nice people who made a ton of money
through just a complete accident of fate. Somebody found gas or onl
beneath their property so they get a huge amount of money.

That does not mean their moral character or fiber is a bit strong-
er than the guy down the road. Oftentimes, it sort of tends to
corrupt them a little bit, make them reduce their talents rather
than increase them. Some of them spend that money unwisely and
on high living.

My thought is that we should have it so that when they pass on
we spread it around a little bit. It is awfully easy for people to
make money when they have it, if they have good business and
banking advice and they follow it. It is a lot easier to make the
second million than the first million.

I am sure you are all familiar with that story about the boy who
was working on his second million dollars and some friends of his
said, "I didn't know you had $1 million." He said, "Oh, I don't, but
I read it is a lot easier to make the second million than it is to
make the first million."

My thought is, why shouldn't people who have had the benefit of
everything society can offer, oftentimes through no particular
merit, spread some of it around society when the good Lord calls
them home, evon if it is only a matter of putting some of it with
some of those workers who worked their backside off in order to
give these people a chance to make all that dough.

If they don't want to do anything to benefit humanity with the
money, pay some of it in taxes.

But, on the other hand, would you not also agree that 60 percent
going to taxes is altogether too high?

Mr. DUNN. Senator Long, if I may respond to your comment. In
the testimony I gave, I think I addressed your points exactly.
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My point was that, under existing law, the valuation techniques
value interests in closely held businesses in an unrealistic way.

We need to do something for the closely held business parallel to
what was attempted in section 2032(a) for the small farm. But it
ought to be for any closely held business, and it ought to have a
method of placing a more realistic value on closely held business
interests.

That way there would be a tax, but you wouldn't force the family
to sell out.

Mr. W=tt Senator Long, may I comment, too, sir?
Senator LoNG. Surely.
Mr. Wzm. I think there is a very important distinction between

taxing an individual on death and taxing a business.
As long as the money in the business is not taken out of the

business, it is working. It is helping our economy. It is giving jobs.
It is constructive. It is the only way we are going to build up
competition in this country to challenge the big companies we
already have on stream.

Now, I think it is one thing to tax the man who strikes oil and
lives high and so on and so on, but it is something quite different
to tax a business, which you are doing indirectly, because when you
tax an estate that is where he, the owner, is going to get his money
if he owns a privately held business. Especially if he spent all his
life building that business up and piling profits back in the busi-
ness, and I think it is important to make that distinction.

As long as the money stays in the business, I hope we won't tax
that money, we won't tax that business. We won't penalize that
business simply because it is a privately held business.

Once it comes out of that business, once the owner sells it, once
it is distributed, yes, tax it. Then that goes to the individual. It is
no longer working in the business.

Senator LONG. Well, I have seen many a study that indicates
where employees own some stock in the business, they take more
interest in it, they are more productive, they assume more respon-
sibility and I have not seen any other study to the contrary.

Now, I have a bill in that would say it is deductible if you want
to leave your stock in the business or any part of it to your
employees.

What is wrong about that?
Mr. SCHULER. They don't understand the business, Senator.
Senator LoNG. They don't understand it?
Mr. SCHULER. That's correct. They don't even know how to read

the financial statements.
Senator LONG. You know, you make me think of this old share-

cropper who worked for a lifetime to make the landowner rich.
So, when it got to where he was no longer productive he went to

this landowner, who also owned the general store where the poor
fellow spent what little he could keep after he raised the crops, and
he said, "Now, Mr. Smith, I worked all my life for you to where I
can't work any more. Now you are rich and I am poor. I can't work
any more. I don't have anything to show for it. I have this horrible
aching back. Don't you feel you owe me something?"
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Mr. Smith thought about it a moment and said to the clerk back
in the back, "Hey, come get this man a bottle of Sloan's liniment to
rub on his aching back."

Now it sounds to me that is what you are advocating. I am
ashamed of you if you stand here and speak for affluent people and
advocate that kind of answer to a social problem.

Do you really believe that that sharecropper out there didn't
know anything about farming?

Mr. SCHULER. Senator, let me say this. If you are going to own
stock in a company, and you are going to understand the function
and operation of that company, you have to be able to read the
financial statements. You have to understand the reemployment of
capital in the business.

These people may know how to lay out steel, and may be hard-
working people, but they would rather have that money in that
envelope every Friday, rather than be concerned with what the
investment of that money is.

Now, there are very few people who follow the policy that you
advocate.

Senator LONG. Well, I know some who have shown a great deal
of concern about people that made them rich and worked loyally
and faithfully for them, when they had a chance.

I would just suggest to you that you see if you can sell that in a
labor hall or union hall anywhere in America. See if you can sell
that to 90 percent of the people who get out and work hard for a
living and don't happen to own any stock. Just see if you can sell it
to them that they don't really know anything about the business
they are working for and slaving in day by day.

Frankly, I don't think you are speaking for many people when
you express that point of view. My guess is you are speaking for
less than 1 percent of America

The workers in a plant are potentially the most knowledgeable
shareholders you could find for a business.

Nobody would know better than them what kind of management
they have, because they are the guys who are working for that
management. Nobody would know better than them whether their
management is efficient and worth keeping on the job.

They know better than the shareholder who is sitting up there
reading that stockholders' report you are talking about. They know
what is going on inside that plant.

I think management misses a point when it fails to see to it that
the employees do become shareholders in the companies.

Most companies are, starting with A.T. & T. and going right on
down the list, of the largest 100 companies in America, encourag-
ing with incentives, where they pay half the cost, or whatever, to
make shareholders out of the employees.

Mr. SCHULER. Senator, these companies you refer to are listed
with the New York Stock Exchange. They have a ready market for
their stock.

In a closely held company, you don't have a ready market for
that stock.

Now, I agree with what Mr. Weil says here, that he mentioned to
you earlier, that the tax is essentially on the business. Because you
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cannot accumulate enough cash in the company in anticipation of
death.

So, if you have a 303 redemption, you have to pull that money
out of the business. For 10 or 15 years, this is a severe penalty on
the company.

Now, prior to 1976, the interest rates were 4 percent. Let's
assume they are going to be 90 percent of whatever the prevailing
rate is in September and that could be anywhere from 18 to 16
percent or what not.

Now this is a confiscatory situation and it penalizes the very
same workers that you are talking about.

Senator SYMMS. Right. I thank you very much for the poinL.
We have not had a chance to hear from Mr. Stathan. You did not

testify yet.
We would like to have your statement. We are going to try to

stay within the 5-minute rule and then go around the table and
give all the Senators an opportunity to make comments, if they
wish.

STATEMENT OF STEVAN WOLF, NATIONAL FAMILY
BUSINESS COUNCIL

Mr. WOLF. Mr. Chairman, Mr. Stathan was not able to be here
this morning. I will be making the presentation on behalf of the
National Family Business Council.

My name is Stevan Wolf. I am the general manager of our
family business, the Leddy Lane Co., in Westville, N.J.

I am also the chairman of Government affairs of the National
Family Business Council.

The National Family Business Council appreciates this opportu-
nity to present its views on the needed revision in the Federal
estate and gift tax laws.

As you have been hearing, and I am sure will continue to hear,
there are many technical issues that should be dealt with for the
revision of our Federal estate and gift tax laws.

The National Family Business Council in its prepar-d text has
recommended the following changes to help eliminate what we
refer to as the family business tax.

One, we agree with the President's statement this morning or
yesterday afternoon on the unlimited marital deduction.

This, we feel, would be a first step in allowing some considera-
tion to be given to the working heirs that would ultimately take
over the ownership of our family businesses on the death of the
second parent.

A reduction in the estate and gift tax rates that Senator Long
has just mentioned from the present maximum of 70 percent to a
maximum of 30 percent, is also something we could agree to.
. An increase in the tax credit that would allow up to $1 million to

pass on to the heirs of the family business.
We feel this and the reduced rate would serve to help correct the

inflationary injustices that have been created by the current law.
We also feel we would like to see a relax in the provisions in the

present law for the extension of time to pay for the tax of a closely
held business.

We are of the opinion that these installment provisions should be
broadened so that where the value of an interest in a family firm is
only 25 percent of the value of the gross estate or 35 percent of the
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taxable estate. Payments can be made under the 15-year install-
ment provi ion.

The special use valuation in the present law has been helpful for
estates composed largely of farm land. But the provision has gener-
ally not ben-not aided those estates of closely held businesses.

We favor a special valuation rule for closely held businesses that
would allow an executor to value a closely held business for estate
tax purposes at 50 percent of the market value.

Finally, the $3,000 annual gift exclusion is too low and frequent-
ly taxpayers are not even aware of the requirement to pay the tax.

The annual exclusion should have been increased years ago. We
favor increasing its annual gift tax exclusion to $10,000, which also
helps with the inflation problem that we have.

The National Family Business Counci's most active members
represent the next generation of family business owners.

-We look ahead and we see many real problems for us for the
current Federal estate tax laws.

Yes, we can plan for this event, but it takes valuable time,
money, and emotional strength.

We would rather be actively seeking ways to handle our business
challenges of the 1980's. These business challenges include finding
solutions to more innovation, productivity, employment that would
thus create growth and profit for our businesses.

The estate and gift tax as it is now, operates to discourage
savings, investment and productivity. In effect, it penalizes the
widows and children of those decedents who took the risks of being
in business for themselves and working throughout their lives to
become profitable.

This disincentive' to success results in fewer jobs, reduces produc-
tivity and adds to economic decline.

Right now it is financially sound to sell or close your business
rather than take the time to effectively plan for the death of the
family business owner. This discourages us from insisting that our
fathers maintain our family businesses for us.

Allow us, the Nation's future business leaders, the same opportu-
nity that our fathers and mothers had when they began our family
businesses.

Remove the estate tax obstacle and give us an incentive to carry
on in our parents' tradition of free enterprise so that we can help
ourselves and our economy.

We are the core of the American system and the future of the
free enterprise in our country.

Mr. Chairman, I appreciate this opportunity to be here today to
express the views of the National Family Business Council on the
need for changes in the estate, Federal estate and gift tax.

May I also add that last year I was a part of a Small Business
Administration Office of Advocacy, special task force on small busi-
ness continuity.

Their No. 1 priority that was determined by this group of indi-
viduals was to alleviate the tax burden on generation transfers and
family business.

Their recommendation the estate and gift tax, if not repealed,
should be abated by raising current tax credits to the equivalent of
$2 million exemption.
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This committee should have that report. Right now it is in the
hands of the Office of Advocacy of the SBA. It has not been
published.

I wodld like to see it submitted into the record of this committee
hearing. It is very important that you have that.

May I also offer in closing, the services and cooperation of our
organization to assist you in any way possible in your efforts in
regard to the estate and gift taxation.

Thank you.
Senator SYMMS. Thank you very much.
The Chair would like to announce for the members of the coni-

mittee that are here that we started out of order this morning. So,
we are still waiting to hear from Senator Curtis and the panel that
Congressman Ullman will be with.

At this time, we will recognize, according to the early bird rule,
Senators who are here, if they have questions. If we could possibly
do it, I would appreciate if we could limit our questions to 2 or 3
minutes rather than 5.

I think Senator Dole, you were the first one here in the room.
Senator DoLE. I have no questions. I know that you have a

number of witnesses.
I do have a statement to be made a part of the record. I think it

should be encouraging to all of the witnesses that we are talking
about something that is probably going to happen.

What we need to do now is to fashion the package on estate
taxes. It was a part of the President's proposal. It is also part of the
chairman of the Ways and Means Committee's proposal. It will be
a part of our overall tax proposal. We just don't have it completely
put together yet.

So any input you have will be helpful. I am sure not everyone
will be totally satisfied, but we are moving in the right direction:

I will ask this statement be made a part of the record, Senator
Symms.

Senator SyMms. Thank you. Your statement will be made a part
of the record, Mr. Chairman.

[Senator Dole's statement follows:]
STATEMENT OF SENATOR DOLE

Mr. Chairman, this is the second hearing this year by, this subcommittee examin-

• major issues of estate and gift taxation. I congratulate you for your continuing

effort to focus attention on the inequities often caused by our present system of

inheritance taxes, particularly the imp act on family.owned farms and small busi-

nesses It is Iratifying to note that development in recent weeks have greatly

increased the likely -Vod that Congress will undertake major estate tax reform this

year, and that the President of the United States wil, support such a reform.

Today, along with other issues the subcommittee is taking a look at S. 23, a bill

that I have introduced along wit Senator Percy, Senator Kassebaum, and Senator

Hatfield. My proposal addresses a major problem of availability of the special use

valuation for farm property in a number of States. Senator Wallop anSenator

Durenberger have also addressed this issue in their comprehensive estate tax

reform bills S. 395 and S. 858. Basically, the point of S. 23 is to guarantee that crop

share rentals may be used in the formula method of determining current use value

of qualified farm property.
Mr. Chairman, for purposes of estate tax, family farms can be valued at current

use value rather than highest and best use value. Unfortunately, final regulations

on section 2032A issued by the Treasury Department last year dalow use of crop

share rentals as a standard of valuation for this purpose. However, preliminary
Treasury regulations proposed in 1978 stated that crop share rentals could be used

by converting them into sh rentals. The Treasury Department had an opportunity

'&A ffaC r%01...2
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to revert to this earlier position on April 27, when Assistant Secretary Chapoton
testified before the Subcommittee on Oversight of the Internal Revenue Service
concerning the section 2032A regulations. Unfortunately, while the Treasury did
modify its position on several aspects of the regulations, it held to its position on
crop share rentals. However, the Department did indicate its willingness to discuss
legislative changes on this issue, and I hope they will give serious consideration to
endorsing S. 23.

The bill simply provides that if gross cash rental of farm property cannot be
determined, the crop share rental may be substituted. The distinction is important.
In many States, including the State o" Kansas, it is rare to find farm land leased on
a cash basis. Crop share leases are much more common in these States, so it is
discriminatory to.exclude such leases for purpt;es of computing the special use
valuation.

Mr. Chairman, in passing the Revenue Act of 1976 Congress clearly intended
special use valuation to be available to farmers. An interpretation that ignores the
typical practice in many Farm States obviously frustrates the intent of Congress. I
would urge the Treasury Department again to reconsider its position on crop share
rentals, or at least to support the legislative change that I and many of my
colleagues favor. There is no justification for unequal application of the law, but I
am afraid that is what we have now.

Senator Symms. Senator Byrd.
Senator BYRD. I will yield my time at this point, Mr. Chairman.
May I ask you this question though, I have a bill which will be

heard, is to be heard today, S. 955. It is a noncontroversial matter
dealing with the filing of gift tax returns.

Could you indicate the timing on that?
Senator Symms. I will have to yield to the chairman of the full

committee on that.
Senator Dole.
Senator BYm. It would be appreciated-if you could indicate

some time when S. 955 might be taken up. It is on the agenda for
today.

Senator Dome. We can take it up today.
Senator BYRD. Later on in the session.
Senator Doie. We will do it right now.
There is no objection to it?
Senator BYw. Well, it was approved by the Finance Committee

last year, and I think approved by the Senate last year. It was
favored by Treasury.

Today, under current- law, an individual must file a gift tax
return, 2Y% months after the gift tax is made.

This would make it on an annual basis rather tharn on a quarter-
ly basis.

Senator DoLe. Far as I am concerned we can pass it out right
now.

Senator BYnD. Very good.
Senator Symms. If there is no objection, the bill is passed.
Senator Byiw. Thank you. [Laughter.]
Senator Symms. Senator Boren.
Senator BOREN. Thank you, Mr. Chairman.
I want to echo what Senator Dole has said in regard to the

package which was announced yesterday at the White House. The
President did very clearly include the reform of the estate and gift
tax as a part of the package he has now endorsed. I .

I am elated by that. I think we have an excellent chance now.
We want to pass the bilL We want to write the best possible bill
that we can because it is going to become law. This may be one of
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the few chances that we will ever have to write a bill that will be
an appropriate one.

I wish we could handle it right now. No, I am just kidding about
that. But, I would like to ask one question.

Senator SYMMS. Don't joke about it with me in the chair. [Laugh-
ter.]

Senator BOREN. With this group we probably could do it.
The cost of the-maybe Mr. Wolf can answer this. Do you know

what the loss or revenue would be in terms of the proposal to value
stock in closely held businesses at 50 percent of market value?

Do you know what the revenue impact would be of that propos-
al?

Mr. WOLF. Senator Boren, I can't answer that not being a techni-
cian. I work in my own family business, but could possibly secure
that information for you.

So, I don't have an answer for you at this time.
Senator BOREN. All right. We will have staff work that figure

out.
Mr. WOLF. Thank you.
Senator BOREN. I appreciate the suggestion. Thank you.
Mr. WOLF. Thank you.
Senator DOLE. Let me just indicate that when we passed out the

bill of Senator Byrd, we had gone into executive session, the full
committee.

Now we are back to the subcommittee.
Senator SYMMS. Thank you, Mr. Chairman. [Laughter.]
Senator BYRD. I like the expeditious way this committee oper-

ates. [Laughter.]
Senator SYMMS. Senator Grassley, did you have any comments or

questions?
Senator GRASLEY. No, I yield my time at this point. Thank you.
Senator SYMMS. Thank you very much, Senator.
Members of the panel, we certainly appreciate your comments

and your commentary. We appreciate your being with us this
morning.

I thank you very much.
Mr. WEIL. Thank you, Senator Symms.
Mr. SCHULER. Thank you, Senator.
Mr. DUNN. Thank you.
Mr. APPELL. Thank you, Senator.
Mr. WOLF. Thank you.
[Statements follow:]
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SUMMARY OF TESTIMONY OF ROBERT S. WEIL, MONTGOMERY,
ALABAMA, BEFORE THE SENATE FINANCE SUBCOMMITTEE ON
ESTATE AND GIFT TAXATION, FRIDAY, JUNE 5, 1981.

Estate taxes have a deleterious effect on the perpetuation

of a closely held family business.

Incidence of estate tax is on the deceased stockholder, but

payment of the tax results in a drain on the capital of the company.

Gift taxes and illiquidity deter passing of a business from

one generation to the next without ruinous tax consequences.

After a business approaches $5,000,000.00 in size, the com-

bined income and estate tax effect on earnings is near-confiscatory -

85 percentl Owners get discouraged from continuing business.

(The laws on attribution are a trap and should be repealed.)

Owners of growing family businesses are left with these

choices:

a.. Liquidation
b. Going public
c. Embarking on highly sophisticated tax avoidance devices
d. Selling out to a larger company - which is the path of

least resistance and most frequent; as in for instance:

Department Stores
Textile Industry
Newspapers (Very dangerous)

Sell-outs shift focus to public interest, because of

a. Trends toward monopoly and away from competitive
free market.

b. Undermining of support of local institutions of
locally owned business.

(Estate Tax Law has "shoes on backwards" because it taxes the

deceased instead of the beneficiary.)

It is therefore recommended that (1) transfers of closely

held businesses by bequest or gift be exempt from tax, (2). unreasonable

accumulations tax will prevent hoarding of profits, and (3) a subsequent

sale of shares in closely held businesses be subject to recapture

of transfer tax plus capital gains, but not to exceed currently

applicable ordinary income tax.
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TESTIMONY OF ROBERT S. WEIL, MONTGOMERY,
ALABAMA, BEFORE THE SENATE FINANCE SUB-
COMMITTEE ON ESTATE AND GIFT TAXATION,
FRIDAY, JUNE 5, 1981.

Mr. Chairman and members of the Committee. Thank you for

the privilege of appearing before you today.

My name is Robert S. Weil of Montgomery, Alabama. I am

Chairman of the Board of Weil Brothers Cotton, Inc., a firm engaged

in the merchandising of American raw cotton to textile mills in this

,country and throughout the world. We are a family business estab-

lished in 1878, 103 years ago, and the fourth generation of our

family is actively engaged in this business today.

We are keenly aware of the many hazards and obstacles, and

sometimes the struggles in the perpetuation of a family business,

but none of these compare with the deleterious effect which the

Estate and Gift Tax Laws and Regulations have on closely held

corporations.

Family and privately held businesses have long been the back-

bone of the American free enterprise system. They led the nation's

economic growth in the past century and many developed into today's

leading corporations.

Today, however, the Estate and Gift Tax Laws inhibit a closely

held business from growing beyond the point of being a small business.

An entrepreneur can spend his entire productive life plowing his

profits back into his business, and when he dies, the value of his

business is included in his estate and is taxable. Since he has
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insufficient outside resources and since there is no public market

in which he can sell his stock, his business then must redeem stock

from his estate so that the estate will have the cash to pay estate

taxes - hence the cash comes not from the individual but from the

business. This has the opposite effect of capital formation; it

is capital depletion.

Let us examine what the severity of the tax impact can be on

such a business. A man who plows back an average of $25,000.00 a

y~ar for forty years or $40,000.00 for twenty-five years, may die

with a business worth a million dollars. To pay his estate tax,

his business will be drained of more than one-third its capital.

If the same man had plowed back double its earnings and died with

a two million dollar business, the government would drain almost

forty percent of the company's capital.

Let's consider a modern day Henry Ford who meets with such

success that he can develop over his lifetime, or perhaps a second

generation Ford who can increase the size of his business so that he

dies with a business worth five million dollars. His estate tax bill

would drain over half of the capital from his business. Long before

he dies, our modern Henry Ford would see that once his business ex-

ceeded five million dollars, the estate tax would take 700 of evei.y

dollar he would accumulate from then on. He would consider that he

would pay forty-eight percent corporate income tax on his earnings

and this, with a seventy percent estate tax would allow his firm to

retain only 150 out of every dollar of his net profit, and from that

point, the government almost confiscates his profits with a take of

eighty-five percent.
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By today's standards, a company which can not grow beyond

five million dollars is in no p.)sition to challenge the established

corporations in our company. Without the incentive to work harder

and make the company grow, where will come the modern day Henry 
Ford

to challenge a faltering Chrysler? Granted, that such successes are

in the minority, but how will the majority reach for the sky 
when the

sky can not be seen for the ceiling?

Seeing this prospect of near confiscation at death, an entre-

preneur then looks to a means of handing down his business 
to his

children whom he trains to carry on the enterprise. He can not sell

the business to his children for they do not have the resources. 
He

may give the stock in his business to his children, but to 
make the

gWft, he must pay a substantial gift tax. Were it a public company,

he could sell enough of his stock on the market to raise 
the -aoney

to pay the tax. Since there is no market for his stock, again the

company must redeem the stock from its owner, and such a 
redemption

would be taxed as ordinary income. The owner would find himself

redeeming at the rate of $100.00 to capture $30.00 to pay 
the tax,

so that the combined income tax and gift tax he would pay 
would ex-

ceed the value of the gift. So, here fs another example of confis-

catory consequences.

(Just here, let us digress to point how the cruelest trap 
in

the tax law affects private business. This trap is the law on

attribution. A family member owning less than fifty percent of the

stock of the corporation is held to the sazia inflexible 
constraints

in disposing of his stock, if his stock, combined with that 
of

others of his family, equals fifty percent of the outstanding
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stock of the corporation - even if the stock of the other members

of the family is not involved. Whatever abuses the lms on attribution

are meant to prevent they are so eminently unfair to the part owner

of a closely held family corporation that they should be forthwith

repealed. If it is the desire of this Committee, we should be happy

to submit a paper on this separate, but painful, aspect of the tax

law.)

Since neither sale nor gift to the next generation is practi-

cAble, this entrepreneur looks for other choices.

He can liquidate the business or he can go public, but either

of these choices defeats the purpose of having his family business

and also involves a number of other hazards and costs.

He can enter into a number of sophisticated insurance or legal

schemes involving trusts or personal holding companies or other devices

which may be established with very expensive tax lawyers. However,

even these remedies offer only a partial solution as typically they

freeze accumulated values in the estates of the older generation,

while leaving further earnings to be accumulated in the younger gene-

ration.

The path of least resistance and the most frequent recourse

is for the family or private business to sell out to a larger national

firm. It is here that the focus of the adverse effect of the tax

laws shifts from the business to the public interest.

The selling out to large public companies tends to concentrate

economic power into fewer hands trending more to monopoly than to a

diverse competitive enterprise system. "The big fish eat up the little

fish. -
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Several decades ago, most department stores in this country

were independently owned; today, there's hardly a department store

in the country not affiliated with a national chain. We see the

same trend in the textile industry. Barely thirty percent of the

cotton mills operating in Georgia and Alabama thirty years ago

still exist under independent ownership. This experience is re-

peated in many other industries.

By far, the most serious of these trends is in the newspapers

which, one after another, have sold out to national chains. Excessive

concentration and insufficient independence of the media-carry far-

reaching implications, far more dangerous than economic considerations.

Secondly, the selling out of businesses to larger national

firms has a destructive effect on local charitable institutions, be

they health care or welfare agency, schools or museums. Traditionally,

it has been local business which has supported local independent in-

stitutions. When a local business sells out to a national chain, its

support usually becomes as remote as the national headquarters may be

from that locality.

The problem of local support becomes more poignant as Congress

cuts back the Federal budget and turns back the responsibility of

support to private philanthropy. It is indispensable to the well

being of our broader national community that local corporate bases

of support be preserved.

Why should the ownership in a privately owned corporation be

treated any differently from a public corporation for estate tax

purposes? Because at death, the executor of an estate can sell stock

in a public company in the market without impairing any of the company's

capital. In fact, during his lifetime, the owner of the majority of
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the stock of a public corporation can sell any portion of his stock

at any time at long-term capital gains ratesto raise money to pay

gift tax or for any other purposes.

The incidence of the tax where a redemption is necessary, on

the other hand, places the burden not on the individual or on the

estate, but on the business entity itself. A loss of capital in

the business results in less business volume and fewer jobs, and it

becomes a capital tax on the business itself.

Should a privately owned business be penalized? In a free

society, the owners of a business have always had the free prerogative

to operate privately or publicly according to what best served the

laws of economics. In the competitive world of today, it is essential

that American enterprise be geared to economics - not taxes.

Finally, let us view the Estate and Gift Tax Laws in their

proper perspective. Estate taxes annually raise some six billion

dollars, a small percentage of the national budget. Their purpose is

not so much to raise revenue as to attack concentrations of wealth.

If this is their purpose, the estate taxes have their shoes

on backward. They tax the deceased in whose hands the wealth is

powerless. They ignore the power of the surviving beneficiary.

Let's take a simple example. John is the sole beneficiary of

his father's estate which is taxable at $500,000.00. He is also the

sole beneficiary of the estate of his spinster aunt, also worth

$500,000.00. Between the two of them, after taxes, John inherits

$688,400.00.
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On the other hand, George and Henry are brothers and bene-

ficiaries of half each of their father's estate which is taxable

at one million dollars. After taxes, each of them inherits $327,100a00.

George's andHenry's estates each are worth less than half of

John's, but yet the tax on the estate of which they were beneficiaries

was $34,200.00 more than the combined estates of which John was bene-

ficiary.

Whatever their purpose, it was never meant that the Estate

and Gift Tax should deplete capital resources of American businesses.

Therefore, it is our recommendation that the passage of owner-

ship in a closely held corporation by bequest or gift should be exempt

from any Estate and Gift Tax. Sale of stock in any closely held owner-

ship should be taxed the same as the sale of stock of any publicly

held company!except that any such stock acquired through gift or be-

quest would be subject first to recapture of the tax which would have

been paid on such a transfer by bequest or gift, any gain to take the

basis of duch bequest or gift value; provided, however, that the aggre-

gate of the recaptured taxes plus the capital gains tax shall not ex-

ceed the current ordinary income tax which would have been applicable

at the time of sale.

In this way, the company's resources will remain unimpaired,

the same with a privately owned company, and it may continue normal

growth, normal employment, and normal security for all concerned.

Would this provision not encourage hoarding of resources in the company?

Not so. There is an accumulated earnings tax which answers that

situation. The company would be forced to utilize its resources in

normal growth and expansion or else to distribute its earnings as

dividends which would be subject to income taxes.

Mr. Chairman and members of the Committee, we hope you will

take sure and certain action to exempt the passage of ownership in

privately held companies from Estate and Gift tadiation, and thus

assure the innate growing strength of American priLately held companies

to prosper from one generation to another. Thank you for your

attentiveness to this urgent appeal.
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TESTIMONY OF
H. STEWART DUNN, JR.

IVINS, PHILLIPS & BARKER
BEFORE THE

SUBCOMMITTEE ON ESTATE AND GIFT TAXATION
SENATE FINANCE COMMITTEE

JUNE 5, 1981

My name is Stewart Dunn. I am a partner in the law

firm of Iv ins, Phillips & Barker in Washington, D.C. For

approximately 25 years, I have been involved in estate

planning for owners of closely held businesses. At no time

during these years have the problems of our economy and

estate tax structure had a greater adverse impact on family

business owners than today.

The estate tax has been affected by inflation in the

came way as the income tax. Due to "bracket creep," the

effective tax rate increases as the nominal value of the

gross estate increases. Valuation problems and illiquidity

of closely held business interests make the effect of inflation

and bracket creep particularly severe on owners of family

businesses.

Based upon inflation alone, if the value of a closely

held business interest was $1,000,000 in 1956 when I entered

practice, it would have a value of $3,300,000 today. Assuming

this business interest in 1956 constituted the entire value

of a decedeiatts taxable estate, the estate tax would have

been $326,000, with a 37% marginal estate tax and a 33%

average rate. Assuming the owner of this same business
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interest died at the end of this year and his business

increased in value only by the general rate of inflation,

his estate tax on a taxable estate of $3,300,000 would

increase to $1.5 million, with a 53% marginal estate tax

and a 45% average rate. In twenty-five years, inflation

and progressive estate taxes will have quintupled the estate

tax owed by this family business owner even though his business

interest will have only tripled in value and no greater

amount of liquid assets will be available to pay the estate

tax. It a business increases in value due to factors other

than inflation -- for example, its success -- the estate

tax dilemma will be even more acute.

The estate tax law with respect to valuation of closely

held businesses is stated in very simple terms. As defined

in the Treasury Regulations, value is "the price at which...

property would change hands between a willing buyer and

a willing seller, neither being under any compulsion to

buy or to sell and both having reasonable knowledge of relevant

facts." Though the language of the law may be simple, valua-

tion of closely held businesses is probably the source of

more controversy than any other single issue arising under

the estate tax law. For many estates, the only issues to

be raised on audit are issues concerning the valuation of

a family business. The reason for controversy is that there

is no established market for such an interest. In the absence
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of an actual'sale between a willing and informed seller

and buyer, the definition poses a highly conjectural factual

question. What a hypothetical buyer would pay and a hypothetical

seller take is a question on which reasonable and expert

opinions vary widely. Furthermore, it is a question to

which a large number of factors -- all the things that might

seem important to any potential buyer or seller -- are relevant.

For a decedent's estate containing a minority interest in

a closely held business, the key estate tax issue is the

impact of this theoretical "fair market value" standard

in the absence of any actual market for such interest.

The critical factor to note today is that the law which

has determined how much discount should be accorded a minority

interest in a closely held corporation developed over a

period when interest rates were low. During such times,

a willing buyer would compare a return of say 6% on certifi-

cates of deposit with the return he could expect by pur-

chasing a minority interest in a company. If the present

value of the dividend stream and the expected value of the

business when ultimately sold significantly exceeded the

6% income stream he could obtain on a safe, marketable bond

or comparable security, the buyer would probably purchase

the closely held corporation's stock. A discount for these

interests in closely held businesses developed to reflect

the fact that investment alternatives yielding 6% per year

were available.
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Today, alternative investments such as Treasury Bills

are available with yields of 16% and more. Since alterna-

tive investments offer substantially greater returns, the

value of minority positions in closely held businesses are

correspondingly reduced. For a willing buyer to purchase

a minority interest in a closely held business, the price

today would have to be discounted by a substantially higher

percentage to reflect the fact that alternative, guaranteed

returns of 16% and more are available. The law concerning

valuation of closely held business interests has not kept

pace with changing economic conditions to reflect the existence

of such alternative investments yielding substantially greater

returns.

Indeed, the law on valuation of closely held business

interests does not even fully take into account the fact

that the "willing buyer/willing seller" standard is simply

a legal fiction. In reality, there is no market for most

minority interests in closely held family businesses. The

only way an unrelated buyer would purchase an interest in

* a family corporation 'is if the price were substantially

depressed.

Thus, I conclude that if "death and tixs at death"

are to remain with us, there is a compelling ves~d to revise

the standards applicable under present law for valuing closely

held businesses. To identify this problem, however, is
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not to solve it. We have examined many alternatives to

the killingg buyer/willing seller" standard. For simplicity,

an arbitrary, bright-line approach would be ideal. This

would reduce conflict, uncertainty and expense, including

legal expenses. Unfortunately, no such bright-line solution

is practical when applied to the broad range of American

businesses. A need exists for a standard such as the "willing

buyer/willing seller" standard to adjust for the enormous

diversification of American business. Therefore, we believe

that the preferred solution is to leave the present rules

intact and allow an additional discount for estates which

are composed in part of closely held business interests.

We believe that an additional discount of 50% from the value

those interests would be assigned if the businesses did

not meet the test of being closely held would be reasonable.

In order for an estate to qualify for this special

valuation, I recommend that the value of the closely held

business interest in a decedent's gross estate constitute

at least 25% of the value of the gross estate or 35% of

the taxable estate. A closely held business should be defined

as one (1) where 50% of the outstanding stock is owned,

directly or indirectly, by or for not more than five individuals

as required in Section 542(c)(2) of the personal holding

company provisions, (2) involved in an active trade or business,

and (3) whose stock is non-readily-tradable stock within

the meaning of Section 6166(b)(7)(B).
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Since the purpose of this family business valuation

provision is to permit family transfers, and the estate

tax rates rise with increases in value, we recommend that

there be no limit on the absolute size of the business 
or

the interests which may qualify under the provision. The

policy of permitting intra-family transfers of family businesses

should apply no matter how large the business.

In 1976 Congress recognized that inflation was pushing

farmers into increasingly higher estate tax brackets. To

avoid forced liquidations of family farms and real property

used by family businesses, Congress in that year enacted

Section 2032A, the special farm use valuation provision.

A similar provision such as the one described above for

closely held businesses whose value is not based on real

and tangible personal property within the narrow meaning

of Section 2032A should now be enacted to acknowledge 
that

inflation has produced bracket creep for all taxpayers owning

family businesses and to recognize that the valuation techniques

presently applied to determine the value of family businesses

do not adequately take into account the economic conditions

of our time.

84-582 0-81-4
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STATEMENT OF WILLIAM M. SCHULER

VALID REASONS FOR THE ELIMINATION OF

ESTATE AND GIFT TAXES - Bill #404

I. Present Inheritance tax law.

A. Confi scatory.

B. Examples of the effects on $30,000,000 estate.

1. Taxes plus interest on ten year redemption
exceed total value of estate.

C. Destroy Incentive.

II. Present Law causes forced sale to "Fortune 500" Company.

A. Concentration of wealth in the hands of a few
companies detrimental to the Country's best
interest.

II. 303 Redemption for ten years draws all the expansion
money out of the company for taxes.

IV. Bills before the Senate.

A. Bill #404 will solve all the estate problems
listed above.

B. All other bills increase estate tax
deductions or increase credits.

1. These adjust inheritance taxes to the
rate of inflation.

2. Skirt the issue of capital retention
in the companies.

3. Fail to attack the core of the problem.

WILLIAM M. SCHULER

June 5, 1981



47

VALID REASONS FOR THE ELIMINATION

OF ESTATE AND GIFT TAXES - Bill *404

I enthusiastically support the elimination of all

gift and inheritance taxes as proposed in Bill*404 vhich

is under consideration by the Senate at this time. My

primary concern is the effect of the inheritance tax

laws on closely held corporations. These existing statutes

are confiscatory, work an economic hardship on the

employees of the closely held corporation and cause

problems in the economy that aren't apparent on the

surface. With the tax at seventy (70%) percent on that

portion of the net estate in excess of five million

dollars ($5,000,000) and the Internal Revenue Service

rates of interest prevailing on the unpaid portion, it

is impossible for my estate to make these payments

without liquidating the assets of the corporation. In

the back portion of this statement I have attached

exhibit *1, Estate and Interest Calculations under

sections 6166A and section 6166. Interest rates have

been calculated for this exhibit at ninety (90%) percent

of prime or eighteen (18%) percent. This is close to the

rate which I figure will prevail in September, 1981 which

will determine the Internal Revenue Service rate for the

next year.

Assuming a net estate of thirty million dollars

($30,000,000), the taxes are twenty million dollars
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($20,000,000). Using a section 303 redemption under the

deferred payment provision of ten (10) years (6166A), the

taxes plus interest at the prevailing Internal Revenue

Service rate exceed the total value of the estate by

over four million dollars ($4,000,000). Using the

fifteen (15) year deferred payment provision (section 6166)

under the same prevailing interest rates and taxes, these

payments exceed the total value of the estate by over

twenty million dollars ($20,000,000). The taxes and the

annual interest payments should be looked at as one and

the same because they require annual cash payments from

the executor. The interest rates may vary but there is

no cap on these rates and they may easily exceed the

figures used in exhibit #1. Section 531 of the Internal

Revenue Code prevents any accmulation of cash in anti-

cipation of death. Any estate of a large value in closely

held companies will have about eighty (80) to ninety (90)

percent in shares of closely held companies which would

be subject to the section 303 provisions for redemption

unless these shares afe sold in less than nine (9) months

after death. The provisions of 6166 and 6166A make the

estate subject to annual payments of principal and interst

for a ten (10) or fifteen (15) year period.

Most of the listed corporations on the New York

Stock Exchange rarely exceed a fifteen (15%) percent return
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on equity based on historical cost. Is it reasonable to

expect a privately held corporation to be able to pay the

prevailing Internal Revenue Service rate (18%), plus

annual installments of the inheritance taxes? All the

earnings generated must be turned into cash in order to

make these annual payments. All evaluations of privately

held corporations are based on market value and the

historical costs are considerably below these current

values. The high tax rates and prevailing Internal Revenue

Service interest rates destroy incentive and in many cases

make it impossible for the corporation to survive.

An estate which is composed of listed securities

is only subject to the prevailing tax in its particular

bracket and these shares can easily be sold to pay these

taxes. In the privately held corporate sector you have

the prevailing tax rate, the interest rate on the unpaid

principal in a 303 redemption and the question of the

evaluation of the privately held corporation which is

subject to a wide range of interpretation. Regardless

of the underlying assets, you can take the quoted values

of a New York Stock Exchange company but the privately

held company's assets are carefully evaluated on the

formula of what a knowledgable buyer would be willing to

pay. Many New York Stock Exchange companies receive

twice the current market value for their stock in a merger
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because the purchaser is recognizing the value of these

assets. All privately held companies are marked up to

current market value for estate purposes. You can't sell

part of a family business for cash very easily and the

best value is achieved by selling the entire company.

With the example shown above where the taxes and interest

exceed the net value of the estate and we aren't able to

generate funds to make these payments it leads to only

one solution - Sell.

There would probably be more 303 redemptions if

you find executors willing to be personally liable for

the payment of these taxes. No bank or lawyer is willing

to assume this responsibility for ten (10) or fifteen (15)

years. These executors advise the heirs not to attempt

these risks of annual payments in cash and advise them

to seek a market for the entire company.

You cannot destroy the capital base of the most

productive segment of each generation and expect the

economy to be strong and vibrant. During the ten (10)

year period when the closely held corporation is redeeming

this stock the emphasis is on generating earnings to pay

these taxes and no money is available for new machinery

and equipment. The liquidity rates of corporations has

been declining over the last ten (10) years and the

depreciation allowances are inadequate due to inflation.
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These corporations can't take ten (10) years of cash

drainage through a 303 redemption and remain competitive

in the market place. It is my personal observation that

the inheritance tax is nothing more than a final success

penalty.

As the owner enters the latter stages of his life

the further expansion of the corporation is stymied because

of the looming inheritance taxes and the necessity to have

assets that are readily convertible into cash. These

taxes are due in cash and cannot be paid in bricks and

mortar. After weighing all the facts the owner may decide

to sell the company to a listed New York Stock Exchange

corporation, which will simply divert the otherwise

productive capital to salvaging the owner's tax situation.

Not only are we dealing with high tax rates and high

interest rates but the problem of the values of these

closely held companies is subject to a wide range of

interpretation. The higher the value the greater the

tax liability. These large corporations are only interested

in a well run company with a continuity of management.

These mergers are detrimental to the best interest of the

employees and the economy, but are dictated by the existing

inheritance tax structure.

The Fortune "500" Companies fully realize that the

most successful companies will be available for sale at
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some state of their growth because of the confiscatory

inheritance taxes. Their interest lies in those companies

wvth sales from twenty million dollars ($20,000,000) and

up; these happen to be the companies that would experience

the highest tax rates upon the death of the principal

stockholder.

Companies of this size which employ a large number

of people desparately need all of their cash flow for

expansion. These high inheritance tax rates will destroy

this growth and adversely affect the economy. The

inheritance tax laws skillfully herd these companies

into the arms of the large multinational corporation

because it is the only way you can effectively guarantee

the payment of the inheritance taxes. On one hand you

are concerned about the concentration of wealth in the

hands of a few corporations and with the other hand you

are passing inheritance tax laws that force this concentration.

These punitive inheritance tax laws must be eliminated in

order for the private sector to function.

Realize that when an individual or a corporation

makes any money he immediately has to pay income taxes

on these profits. If he invests this money in a business

and it is successful you tax upon death the full market

value. If the individual spends the money on his personal

pleasure there is no tax.' These inheritance taxes certainly

don't encourage investment. Most successful people work
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because of pride in sense of accomplishment and a desire

to leave the fruits of their efforts to their respective

heirs. If these assets are taxed away at death to achieve

some doubtful social objective this becomes ridiculous.

All people are not created equal, they don't have the

same amount of intelligence# the same amount of drive

and willingness to make personal sacrifices to achieve

success. It doesn't make sense to try to fashon laws

that will destroy these characteristics that are so im-

portant to the success of our Country.

I started my companies with well conceived ideas

and products, poured all my energy and efforts into making

these a success. At fifty-eight (58) years of age I hate

to think that the present existing inheritance tax structure

will destroy my life's work. After you have read this

statement you may think that the problem outlined is

merely an isolated incident and doesn't merit too much

consideration. This is an incorrect analysis. There are

thousands of inheritance tax problems identical to this

one. Most people that have these problems have not spent

the energy, time and effort to analyze their estate,

figure the tax liability# and determine how to pay these

confiscatory taxes.

The only bill before the Senate Committee that will

correct this problem is Bill #404 to abolish gift and

inheritance taxes. Most of the other bills merely skirt
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the problem by raising the estate tax deductions or credits.

By raising the estate tax exclusions to five or six hundred

thousand dollars the revenue produced by the inheritance

tax is reduced by approximately fifty percent (50%) and

the majority of the tax load would be carried by those

gross estates in excess of three million. There is a

definite need to completely eliminate the inheritance tax

on these companies or they will be sold out to one of the

Fortune "500" to solve their cash problems. In summary,

the smaller estate will be exempt and the larger ones

will have to sell out to the listed companies and this is

certainly not the best solution.

WILLIAM M. SCHULER
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EXHIBIT *1
ESTATE TAX AND INTEREST CALCULATIONS

.UNDER SECTIONS 6166A AND 6166

Assumptions:

1. An unmarried individual with a date of death of
March 31, 1981.

2. A gross estate of $31,000,000 including value of
$27,000,000 of stock interests in closely held
companies which qualify for deferred payment provisions.

3. Allowable deductions of $1,000,000.

4. An assumed interest rate of 18%.

5. No prior taxable gifts.

Tax Computations#

Total Gross Estate $31,000000

Total Allowable Deductions 1• 000900

Taxable Estate $30,00000

0

0

Tentative Tax

Allowable Unified Credit

Estate Taxes Due

$20,050,800

47r000

$20,003,800

Notes State death tax requirements are the same as

:federal requirements. These have not been

separately shown since the economic impact

is the same as federal.
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EXHIBIT *1 - Continued
ESTATE TAX AND INTEREST CALCULATIONS

UNDER SECTIONS 6166A AND 6166

Computation of tax qualifying under Section 6166At

Total Estate Taxes

Percentage Qualified Under Section 6166AI

Value uf closely held business $27,000,000
Gross Estate $31,000,000 X

Taxes Qualifying for Deferred Payment

Taxes not Qualifying for Deferred Payment

Computation of Tax Qualifying under Section 61661

Total Estate Taxes

Percentage Qualified under Section 61661

Value of closely held business $27,000,000
Adjusted Gross Estate $30,000,00 X

Taxes Qualifying for Deferred Payment

Taxes not Qualifying for Deferred Payment

$20,003,800

17,423,310

$ 2,580,490

$20,003,800

90%

$18,003,420

$ 2 000,380



EXHIBIT *1 - Continued
ESTATE TAX AND INTEREST CALCLATIONS

UNDER SECTONS 6166A and 6166

Section 6166A Section 6166
10 Year Installemnt 15 Year Installments

1/1/82

11/83

11/84

11/85

/1/86

1/1/87

1/1/88

I1//89

/1/90

1/1/91

11/92

1/1/93

1/1/94

1/1/95

Tax

$ 4,322,821

1,742,331

1,742.331

1,742,331

1,742,331

1,742,331

1,742,331

1,742,331

1,742,331

1,742,331

Interest

$

2,822,576

2,508,957

2,195,337

1,881,717

1,568,098

1,254,478

940,859

627,239

313,620

1/1/96
Totals $20,003,800 $14,112,881

Notes For purposes of simplification, the
the Section 6166 calculations since
payments due.

Total Tax Interest

$ 4*322,821 $ 2,000,380

4,564,907

4,251,288

3,937,668

3,624,048

3,310,429

2,996,809

2,683,190

2,369,570

2,055,951

$34,116,681

1,800,342

1,800,342

1,800,342

1,800,342

1,800,342

1,800,342

1,800,342

1,800,342

1,800,342

1,800,342

$20,003,800

3,240,616

3,240,616

3,240,616

3,240,616

3,240,616

2,916,554

2,592,492

2,268,431

1,944,369

1,620,308

1,296,246

972,185

648,123

324,062

$30,785,850

Total

$ 2,000,380

3,240,616

3,240,616

3,240,616

3,240,616

5.040,958

.4,716,896

4,392,834

4,068,773

3,744,711

3,420,650

3,096,588

2t772,527

2,448,465

2,124s404

$50,789,650

special 4% interest provision has not bee utilized in
it vould make only a slight difference in the interest

a'-4
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6/2/81

Statement of
Louis J. Appell, Jr., President
Susquehanna Broadcasting Co.

before the
Subcommittee on Estate and Gift Taxation

June 5, 1981

My. name is Louis Appell, Jr. I am President of Susquehanna

Broadcasting Co. located in York, Pennsylvania. Thank you for

giving me the opportunity to present my thoughts.

For several generations, my family on both sides has been

actively involved in the creation and development of family

businesses. We began in the early 1800's as a small pottery manu-

facturer and have over the years expanded into several other fields

which are concentrated in four closely-held corporations.

The largest company, Susquehanna Broadcasting Co. comprises

two divisions. As our name indicates, one is involved in the

broadcasting industry. It currently operates 14 radio stations in

seven states, one UHF television station and 3 cable T.V. systems.

Susquehanna's broadcasting facilities are, in the main, located in

medium size markets and often serve specialized interests. For

example, VQBA radio, our station in Miami, Florida, programs entirely

in the Spanish language and has frequently worked closely with

elements of the Federal government in connection with the Cuban

situation.
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Susquehanna's second division is a manufacturer of ceramic

table and serving ware, and gifts, under the name of Pfaltzgraff,

my mother's family name. This division comprises 5 manufacturing

plants and its products are distributed in all 50 states. We are

a significant factor in virtually every major department store

in the country. Recently we, ourselves, -have entered the retail

field and now operate 7 stores, two in metropolitan Washington.

In total, Susquehanna provides employment for over 1800

persons.

A second family company, though much smaller, is engaged in

the outdoor advertising business in pennsylvania and currently does

business in 29 counties there.

We also have a company which owns and operated a dairy farm

and one engaged in real estate. These were started or acquired

by my father in the 1930's.

When my father died 30 years ago this month, the businesses

just described were very much smaller than they are now. This fact,

combined with appropriate tax planning, enabled us to meet his

estate tax obligations without excessive hardship. Liquidation of

assets was, of course, necessary, but our business interests survived

virtually intact. The situation that faces us today is Lncomparably

different.
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In the intervening 30 years, our business interests have

flourished thanks to some good luck and, I hope, to some capable

management. My brother, sister and I have had the marvelous

opportunity to take advantage of the relatively small amount of

capital left to us and cause it to grow in ways which not only have

been profitable for us, but also, I believe, in a very small way

beneficial to our national economy. The small companies which 30

years ago employed perhaps 200 people, now provide jobs for nearly

2000 persons. We have been dedicated to seeing our companies grow

in a healthy, controlled fashion. Earnings to a very substantial

degree have been maintained in the businesses to support that

growth. However, under present laws, our very success will likely

be our undoing.

Because of punitive estate and gift tax rates, our children

and their children will be faced with almost insurmountable

problems in raising liquid funds to pay death taxes. The sale

of substantial portions of our interests, if not all, will be

forced upon them, perhaps during unfavorable times and certainly

under uncomfortable circumstances. Alternatively, during my

lifetime, some arrangements must be made. Since our family assets

are almost entirely comprised of our closely-held companies,

significant progress toward solving our estate tax problems can

only involve the disposal of family business interests, some of

which have been in the family for generations.
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I know that you are all intimately familiar with estate tax

rates, but I would like to cite a specific example from our

own family. My mother is 81 years old and in all tiese years

she has managed to accumulate a net estate of approximately 1

million dollars, largely made up of her residence and r rsonal

property. The very small interest she had in family companies has

largely been disposed of through gifts. Upon her death, taces and

other settlement costs will consume 330 of every dollar. The

marginal tax rate will be 39%. What is a relatively modest estate

in these inflationary times will shrink from 1 million dollars to

approximately $670,000. Certainly a harsh penalty, but manageable

and not yet confiscatory.

Let us now proceed from a real example to a somewhat hypo-

thetical one. Let us assume that our companies have a worth of

20 million dollars and that ownership is equally divided among my

brother, my sister and me. Assuming it is possible to use the

marital deduction in each case, the total cumulative federal estate

taxes payable upon our deaths and that of our spouses will be

8 million dollars with a marginal rate of approximately 57%.

Remember, this assumes no other significant assets and the use 
of

the marital deduction in each case, a possibility that may or may

not exist. Remember too,-that the 8 million dollars is for Federal

taxes only. 'State taxes and settlement expenses will deplete 
the

estate an additional If to 2 million dollars.

84-582 0-81-5
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Thus, even under the best possible circumstances, virtually 1/2

of that 20 million dollars will have been consumed in a few short

years.

As mentioned, the foregoing example is a hypothetical one.

The actual situation is far too complex to describe in short

testimony. But the example accurately portrays in general terms

the degree of the problem our family will ultimately face.

It is obvious that our family cannot maintain our business

interests under such circumstances, and yet we would like to be

able to. We would like our children, and their children in turn,

to have the same opportunities we, and previous generations, have

had. In the past 5 years, as a family we have spent untold hours -

not to mention money - in attempting to deal with this problem -

time and money which could otherwise have been employed in far more

constructive pursuits. But for all of that, we have been unable to

lessen the confiscatory, punitive impact that Federal estate taxes

will ultimately have on our family.

Of course for a family that wishes to maintain a certain

unity and which is proud of its achievements, the implications

are not only financially momentous, but emotionally traumatic as

well. We are just one small family unit, but there are thousands

of families like us throughout the country who are faced with

similar problems.

A
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As a country, we seem determined to penalize at every 
turn

those who are innovative. creative, motivated and, 
above all.

successful. Those. in short, who provide investment capital and

who provide Jobs. This national policy, largely begun in the

30's has gained momentum over the years and we are 
now seeing the

results.

Your committee is well aware of the statistics showing 
the

decline in our nation's competitive position compared 
to the

rest of the world. We all know the vast overall economic problems

in this country. I suggest that our tax policies are, to a large

extent, responsible.

Of the large industrialized countries, only England 
has shown

a poorer economic performance than we have. Peter Grace, in his

testimony before the Senate Finance Committee, produced 
statistics

indicating that the United Kingdom and the United 
States have

the highest percentage of gift taxes compared to 
Gross Domestic

Product of the industrialized nations, the U.S. 
being somewhat

.higher than the U.K. For ten years our company owned a small

manufacturing company in England. I had the opportunity to observe

first-hand how unwise tax policies have played a 
substantial part

in reducing a once prosperous, productive nation 
into one that is

now fighting.for its economic life.

And yet we seem not to learn from that example 
and other

evidence right here at home. Ironically, for a nation which was

built on the inventiveness, productivity and 
entrepreneurial spirit

of its citizens. we seem determined t) penalize these 
qualities.
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We discourage those who are willing to risk their fortunes to add

to our economy and to provide new jobs. We bit idle as small,

creative and flexible family firms are forced to sell out to large,

slow-moving and frequently bureaucratic, public companies, thus

diminishing incentives and changing the complexion of our doaxnunities

and our country. Is it possible that anyone can really believe that

such tax policies benefit our nation? Gift and Estate taxes repre-

sent a mere one and one half % of Treasury Revenue. In order to

raise this comparatively miniscule amount, does it make sense for

the wealthiest nation on earth to eat its seed corn?

May I ask your indulgence for a short while longer to recount

some personal experience. I have lived all my life in the small

city of York, Pennsylvania, just 90 miles to the North. Those of

you who are historically inclined will recall it as a capital of

the United States during the Revolution. It has always been, and

still is, a prosperous area combining a strong industrial base with

a productive farming community. It is very much like many towns,

larger sad smaller, throughout the country.

Bat I have seen York undergo a very considerable change over

the years. It has gond from a community which was the home of many

relatively small, successful family businesses, the owners of which

were proud of. their heritage and their town, to one essentially

dominated by the branch plants of large national.companies. Many

of these companies are public spirited, but unfortunately, many are

not.
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I well recall a luncheon which took place about 20 years ago.

It was convened by two of our elder industrial statesmen and

comprised the business leadership of the community. These two

fine gentlemen had become enthusiastic about the success of 
the

Junior Achievement program in other cities and felt York 
should

have a chapter. During lunch, the concept was explained, enthusias-

tically welcomed, organized and funded. In less than two hours,

one of the most significant programs in our community for 
young

people was launched. I do not believe this experience could be

repeated today.

There is a significant postscript to this story. A short time

after the luncheon# one of the organizers sold his company. 
It had

been a successful family firm for generations and many family 
members

were community leaders and generous benefactors. The large national

paper company which was the purchaser has provided neither volunteer

leadership nor significant financial support for local projects.

Today, York, despite its changed business complexion, is still

a prosperous community. But those of us who for decades have

provided leadership are.dwindling in number, and our successors in

the person of younger people with business roots in the community

are becoming difficult to identify. We wonder who will provide the

dedicated, caring leadership as well as charitable support in the

years to come. Again, there are undoubtedly hundreds of Yorks
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And I ask, can such a circumstance be a healthy one for the future

of our country?

It Is my hope that the experiences that have been related to

you today of one small family unit and the comunity in which we

live will result in tax laws which create and increase, rather than

reduce, incentives. I hope that I may have at least caused you to

question tax policies which discourage the most productive, innovative

and highly motivated individuals in our society. The imposition of

excessive penalties on those persons who are willing to risk their

capital to create wealth and thus provide Jobs can only work to the

detriment of our nation in the long run.

Accordingly, I recomend that estate and gift taxes be

entirely abolished. If this is not possible, I urge that taxes

imposed on family businesses be at much lower rates than currently,

and significantly lower tL~.n taxes on investment assets.

Thank you very much for giving me this opportunity.

LJA JR.
6/2/81
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STATEMENT
on

MAJOR ESTATE AND GIFT TAX ISSUES
before the

SENATE FINANCE SUBCOMMITTEE ON ESTATE AND GIFT TAXATION
for the

NATIONAL FAMILY BUSINESS COUNCIL
by

STEVAN A. WOLF
June 5, 1981

My name is Stevan A. Wolf. I am General Manager of our family

business, the Letty Lane Company of Westville, New Jersey, and I am

Chairman of the Governmental Affairs Committee of the National

Family Business Council.

Mr. Chairman, the National Family Business Council appreciates

this opportunity to present its views on needed revisions in the

federal estate and gift tax laws.

The National Family Business Council is a nonprofit membership

association that is dedicated to the survival and well-being of

family-owned enterprise. Membership in the National Family Business

Council is composed of individuals, firms and corporations engaged

in family businesses and those interested in the well being and

perpetuation of family-owned enterprise. The Council provides an

organization through which common business interests of family-owned

commercial enterprises can be promoted and improved. Its current

primary legislative objective is the elimination of unreasonable

estate and gift tax burdens on family-owned businesses.

History of Estate Tax

The federal estate tax was enacted in 1916. The purpose of

the tax was to prevent unreasonable accumulations of wealth in the
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hands of a very few persons. The tax was never intended to dis-

courage or prevent the perpetuation of family-owned businesses nor

was the tax intended to be a revenue producer.

The estate and gift tax is among the smallest of federal taxes

collected. It produces only 1.23 percent of the total revenues of

the federal government. Eliminating it entirely would probably

produce a greater increase in federal income taxes by encouraging

profitability among those burdened by the tax.

Today's estate tax is a far different tax from what was

intended in 1916. It is what we refer to as the "family business

tax." It preys on the widows and children of those whose lifetime

efforts have gone into the building of family enterprises. It is

no longer just a tax on the wealthy. It taxes many in the middle-

income brackets.

Problems With Present Estate Tax

The Tax Reform Act of 1976 provided for a marital deduction

for property passing from a decedent to a surviving spouse of the

greater of $250,000 or one half of the decedent's adjusted gross

estate. The Act also provided an unlimited marital gift tax

deduction for transfers between spouses for the first $100,000 in

gifts, and thereafter the deduction allowed is 50 percent of the

interspousal lifetime transfers in excess of $200,000.

Although the 1976 Act made improvements in the law, we are of

the opinion that transfers of property between spouses before or

after death should not be taxed. This so-called "widow's tax"

should be eliminated. This would be a first step in allowing
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some consideration to be given to the working heirs who would

ultimately take over the family business on the death of the second

parent. We would favor making such an unlimited martial deduction

" optional.

The estate and gift tax as it now operates discourages sav-

ings, investment and productivity. In effect, it penalizes the

widows and children of those decedents who took the risks of being

in business Lor themselves and working throughout their lives to

become profitable. This disincentive to success results in fewer

jobs, reduced productivi .y, and adds to economic decline.

Need for Action

We are in a period of history when this country is suffering

from a dramatic reduction in producitivity. While the average

American worker produced between 2 and 3 percent more each year

after World War II, in the past decade that growth in productivity

has declined and then stagnated.

We are in an era of historically high rates of inflation and

unprecedented interest rates. The rate of unemployment is running

over 7 percent. We are encountering difficulties competing with

other countries in auto sales. Our housing industry is in deep

trouble. Many businesses are suffering from economic decline. Add

to this that government has overtaxed the American taxpayer, and it

all adds up to the need for action.

The Congress has before it major legislation to encourage

capital formation. An added reason for our current economic and

productivity problems is the way we discourage profitability by

taxing the lifetime efforts of businessmen and women. President
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Reagan has pledged to seek changes in the federal estate tax to

alleviate its unfairness to family-owned businesses and farms.

The present estate and gift taxes are a destructive force.

While not their purpose, they can destroy the family unit. What

has been built as a lifetime income and pension for the husband and

wife of a family-owned business can be broken apart by the estate

tax and destroyed forever.

Effects of Inflation

Double-digit inflation has pushed the estates of small business

into higher and higher estate and gift tax brackets. While the

real value of assets in many instances has remained the same, the

inflationary spiral has demanded higher taxes through bracket

creep. As in the case of the income tax, the movement into higher

brackets has resulted from the unfair impact of inflation.

We favor an increase in the tax credit and a reduction in the

rates of the estate and gift tax. We are of the opinion that the

estate and gift tax credit should be increased to allow up to

$1,000,000 to pass to heirs and beneficiaries tax free instead of

the present $175,625. We also advocate a reduction in the estate

and gift tax rates from the present maximum of 70 percent, to a

maximum of 30 percent. Both of these changes would serve to help

correct the inflationary injustices of the present law.

Need for Liquidity

Today's estate and gift tax is unnecessarily complex. The

result is that the super wealthy have access to tax experts who can

assist them in avoidance schemes, while those of moderate means are

paying a very high portion of what is an unfair and burdensome tax.
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If the law is to remain on the books, the law should be simplified

and those in the lower brackets eliminated from the tax entirely.

Marriage is not just a bond between a man and a woman. In a

family business it usually results in a partnership. When a member

of that partnership dies, it often presents unique problems. The

loss of the family member places great burdens on those remaining

family members who must carry on the business. It is often diffi-

cult to muster the needed courage and strength to carry on the

family business in the aftermath of the tragic loss of the father

or mother.

A major problem facing heirs of family-owned busineries today

is the lack of funds to pay the estate tax. Not only must the

heirs face the problems and stress caused by the loss of the

principal owner of a family business, but they must almost imme-

diately face the problem of accumulating sufficient funds to pay

the estate tax.

Installment Payment

The Tax Reform Act of 1976 provided a 15-year period for the

payment of the estate tax attributable to the decedent's interest

in a closely-held business. Under the Act, the executor may elect

to defer the estate tax, but not the interest on the tax, for a

period of up to five years and thereafter pay the tax in equal

annual installments over the next ten years. To qualify for this

treatment, the value of the closely-held business in the decedent's

estate must exceed 65 percent of the value of the gross estate

reduced by expenses, indebtedness and losses.
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This strict 65 percent rule poses problems for family-owned

businesses. The principal owner of a family business must always

keep in mind the 65 percent rule when making any transfers of

ownership in the business. He may wish to give some of the stock

to a son or daughter, but if it will reduce his ownership below the

65 percent margin, he will be reluctant to do so. The result can

be that the present law discourages adding family members as

participants in the family business.

The rule also can have the opposite effect. If the principal

owner is slightly below 65 percent, great sacrifices may have to be

made by the owner to meet this percentage requirement. In an

effort to meet the 65 percent, he may be forced to sell valuable

assets at sacrifice prices.

We believe the provisions in the present law for extension of

time to pay the tax should be relaxed in the case of closely-held

businesses.

We are of the opinion that the installment provisions for

closely-held businesses should be broadened so that where the value

of an interest in a closely-held business is 25 percent of the

value of the gross estate or 35 percent of the taxable estate,

payment can be made under the 15-year installment provision.

Special Use Valuation Rules

While the 15-year installment provision assists those families

that cannot muster adequate funds to pay the tax without resorting

to selling a part or all of the family business, it is frequently

insufficient. Family-owned businesses are being sold prior to

death in anticipation of estate taxes and after death to meet the
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tax costs. Under such circumstances, small businesses are being

forced to sell out to larger businesses, and the estate 
tax is

thereby encouraging the concentration of American business 
enter-

prise in the hands of fewer persons.

The special use valuation in the present la'? has been helpful

for estates composed largely of farmland, but the provision 
has

generally not aided those estates of closely-held businesses. 
We

favor a special valuation rule for closely-held businesses 
that

would allow an executor to value a closely-held business 
for estate

tax purposes at 50 percent of market value.

Annual Exclusion

Under present law there is an annual exclusion of $3,000,

$6,000 where the nondonor spouse consents to split the 
gift, for

transfers of present interests in property for each donee. 
The

Revenue Act of 1942 modified the annual gift tax exclusion 
by

reducing it from $5,000 to $3,000.

Unfortunately the gift tax is often today honored in the

breech. The $3,000 annual exclusion is too low and frequently

taxpayers are not even aware of the requirement to pay the tax.

The annual exclusion should have been increased years ago. We

favor increasing the annual gift tax exclusion to $10,000.

Conclusion

Mr. Chairman, I appreciate this opportunity to be here today

to express the views of the National Family Business Council on the

need for changes in the estate and gift tax. May I offer you the

services and cooperation of our organization to assist you 
in any

way possible in your efforts with regard to estate and gift 
taxa-

tion.
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Senator Symms. Now we will hear from a distinguished former
member of this committee, Senator Carl T. Curtis, from Nebraska,
who is now a practicing attorney here in the city of Washington,
D.C.

Senator Curtis, you were not here when I made the opening
announcement, but I might just say that I suggested to the Presi-
dent and to the Secretary of the Treasury, that what we should do
on this estate tax right now while the tax package is before the
Congress is to compute how much revenue loss the Treasury can
take on the estate tax now in the overall computation, and just put
that in the program and start phasing this out so that in 4 or 5
years there is no estate and gift tax left and stop all of the compli-
cated ideas.

So, you might give us your viewpoint on that suggestion, also.

STATEMENT OF SENATOR CARL T. CURTIS, NELSON &
HARDING, WASHINGTON, D.C.

Senator CURTIS. Thank you, Mr. Chairman.
Fifty-one years ago, I stood before the Supreme Court of Nebras-

ka and was sworn in as a lawyer.
The distinguished chief justice made a speech. I have forgotten

everything he said, but two points. One of them was, "Gentlemen,
always be in court on time."

I remember what he said. I disobeyed this m6rning. I bow
humbly and extend the committee my apologies.

Mr. Chairman, it is a real pleasure to return to the Committee
on Finance and have the opportunity of making this statement.

I commend the committee and its distinguished chairman for
holding these hearings. Relief from the present burdens wh*.ch are
imposed by estate and gift taxes is very necessary. It is in the
interest of fairness to the taxpayers a d in the best interest of our
overall economy.

My statement will be brief. The case will be well-developed by
the distinguished panel and other witnesses you have already
heard and who will follow.

My remarks are not directed toward any particular bill but
rather for the need for legislative relief. By their very nature
estate and gift taxes must be considered together.

These burdens at the present time are not only unfair to the
individuals and families who pay the taxes but they are unsound
-from-the-n sidpoinofoi fu tire- economy.-

Whenever an owner of a small- or a medium-size business dies,
his widow and the members of the family are faced with the task
of raising sizable sums of money to pay the estate taxes.

Too often the business has to be sold. In most cases, the buyer of
a business is not another small businessman, but the only potential
buyers are the large chain-type corporations.

I am not using this forum to complain about or criticize big
business. We need businesses of all sizes. I do contend, however,
that the Federal Government's tax policy should not be designed to
promote mergers and monopolies by forcing business property out
of the hands of the survivors of the owners of small- and medium-
size enterprises.
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There are other cases where to pay the taxes, the business is
completely liquidated and the jobs of faithful and oftentimes long-
standing employees are destroyed.

The estate and gift taxes were never intended to be a tax on all
successful people, who by hard work and saving accumulate a
modest amount of property.

Unless the Congress makes some substantial changes in the law,
the estate and gift taxes will be a burden upon a high percentage
of our people who do not fall into the category which was intended
to be taxed when the estate and gift taxes was first introduced into
our Federal tax system.

The Federal estate and gift tax were originally intended to be
levied on a few families in America who were tremendously
wealthy and whose wealth was so great that the passing on of that
wealth to their families was regarded as antisocial in nature and
not in the interest of-the best interest of our overall economy.

Today, by reason of inflation and the economic growth of the

country, the burden falls upon millions of individuals who are not
the possessors of huge amounts of wealth.

The burden of estate and gift taxes is now borne by individuals
who have accumulated what they have through hard work, saving,
and self-denial, and who by comparison are not individuals of great
wealth at all.

Many of these hard-working citizens who have through their toil,

accumulated some property, are not aware of the impact that the
estate taxes will have upon their death.

There are others who cannot afford to pay for the best and most
sophisticated estate planning.

The total revenue from the estate taxes is a very small percent-
age of the total revenue of the U.S. Government. It is costly to
administer. It is very costly to the taxpayers. It is very destructive
to our economy.

I would urge the committee to grant real and substantial relief
from these taxes.

The present provisions of the law which were enacted a few
years ago, which deal with the valuation and lower interest rates
raising the credit and extended time for paying estate taxes are
commendable, but they are not enough.

Relief should be granted to everyone. The credit against the tax
should be greatly increased and the rates of tax should be substan-
tially reduced for all taxpayers.

In the case of husbands and wives, the estate taxes should not be
imposed until the death of the surviving spouse.

The relief granted should not be limited to the owners of a
particular type of property, but should include everyone.

A client of mine was recently asked, "Mr. Johnson, how can I
become a millionaire?" To which he replied, "That is easy. Buy a
house now for $50,000 and wait 20 years.

This committee should deal with the inflation factor by indexing
or otherwise, so that the relief that you grant will have some
permanent value.

I thank you for the opportunity to make this statement.
Senator DoLE. Where do you get that house for $50,000? [Laugh-

ter.]
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Senator CuwRns. Mr. Chairman, I still think like a Nebraskan.
[Laughter.]

We don't gouge out there. [Laughter.]
We have better values.
Senator Syms. Thank you very much, Senator Curtis, for your

excellent statement.
Are there any members of the panel who wish to ask any ques-

tions?
Senator GRAssLEY. I would like to ask him a question, Mr. Chair-

man.
Senator Symms. Senator Grassley.
Senator GRAssLzY. Thank you, Mr. Chairman.
You were a former member of this body, and I believe of this

committee. I don't know what you thought about indexing tax rates
at that particular time, but it can apply both to incomrn tax and
there has even been a suggestion of indexing estate taxes so that
they would keep up with appreciation and costs-appreciation and
inflation.

I would like to have your view on that, not just on the principle
of indexing per se, but as it would apply to estate taxes.

Senator CURTIS. I am not sure of what position is correct with
respect to taxes generally. I am not critical of those who do advocate
indexing across-the-board.

It is a problem that runs from year to year.
In the estate taxes, I think it is very important that something

be done to protect against inflation because it has such accumulat-ing effect.The toil and sacrifice and self-denial that goes into an estate, all

of the inflation is accumulated over a period of years and applied
on the one bite.

So, while I would reserve opinion as across-the-board, I am not
critical of it, but I am just not sure what it should be.

I do think that indexing is a necessary element of the estate
taxes.
- Senator SYMMS. Thank you very much.

Senator Dole.
Senator DOLE. I have no questions. I just want to welcome Sena-

tor Curtis before the committee. I am occupying the chair formerly
occupied by Senator Curtis.

We now have moved over to the other side, but we are not used
to it yet. By habit we always end up on this side, I guess. We are in
good company, I might add. [Laughter.]

Senator CURTis. With due respect to our distinguished chairman of
the past, I would say that you are occupying that chair very well
and we are proud of you.

Senator SYMmS. Senator Byrd.
Senator BYRD. I just wanted to join in welcoming Senator Curtis

and say I think he presented an excellent statement to the commit-
tee this morning.

Senator Symms. Senator Boren.
Senator Bomw. Thank you very much, Senator. We appreciate

having you with us.
Senator Smms. Thank you very much. You are forgiven for not

being here at 9 o'clock. So, don't worry a minute about it.
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Senator CuRTs. I hope the judge who gave that advice doesn't read
this transcript.

Senator SyMms. After your 40 years of service in the Congress of
the United States, I think you deserve to get here at 10. So, that's
fine.

[Statement follows:]

STATEMENT oF SENATOR CARL T. CURTIS

Mr. Chairman, it is a real pleasure to return to the Committee on Finance and
have the opportunity of making this statement. I commend the Committee for
holding these hearings. Relief from the present burdens which are imposed by the
estate and gift taxes is very necessary. It is in the interest of fairness to the
taxpayers and in the best interest of our overall economy. My statement will be
brief. The case will be well developed by the distinguished panel and the other
witnesses who will follow. My remarks are not directed toward any particular bill
but rather for the need for legislative relief. By their very nature estate and gift
taxes must be considered together.

These burdens at the present time are not only unfair to the individuals and
families who pay the taxes, but they are unsound from the standpoint of our entire
economy. Whenever an owner of a small or medium size business dies, his widow
and the members of his family are faced with the task of raising sizeable sums of
money to pay the estate taxes. Too often the business has to be sold. In most cases
the buyer of the business is not another small businessman, but the only potential
buyers are the large chain-type corporations. I am not using this forum to complain
about or criticize big business. We need businesses of all sizes. I do contend, howev-
er, that the federal government's tax policy should not be designed to promote
mergers and monopolies by forcing business properties out of the hands of the
survivors of the owners of small and medium size enterprises. There are other cases
where to pay the taxes the business is completely liquidated and the jobs of faithful
and often long standing employees are destroyed.

The estate and gift taxes were never intended to be a tax on all successful people
who, by hard work and saving, accumulate a modest amount of property. Unless the
Congress makes some substantial changes in the law, the estAte and gift taxes will
be a burden upon a high percentage of our people who do not fall into the category
which was intended to be taxed when the estate and gift taxes were first introduced
into our federal tax system. The federal estate tax and the gift tax were originally
intended to be levied on a few families in America who where tremendously
wealthy and whose wealth was so great that the passing on of that wealth to their
families was regarded as anti-social in nature, and not in the best interest of our
overall economy.

Today, by reason of inflation and the economic growth of the country, the burden
falls upon millions of individuals who are not the rs of huge amounts of
wealth. The burden of estate and gift taxes now is re by individuals who have
accumulated what they have through hard work, saving and self-denial, and who by
comparison are not individuals of great wealth at all.

Many of these hard working citizens who have, through their toil, accumulated
some property are not aware of the impact that the estate taxes will have upon
their death. There are others who cannot afford to pay for the best and most
sophisticated estate planning. The total revenue from the estate taxes is a very
small percentage of the total revenue of the United States Government. It is costly
to administer and it very costly to the taxpayers.

I would urge the Committee to grant real and substantial relief from these taxes.
The present provisions of the law which were enacted a few years ago and which
deal with the valuation and lower interest rates and an extended time for the

ying of the estate taxes, are commendable but they are not enough. Relief should
granted to everyone. The credit against the tax should be greatly increased and

the rates of tax should be substantially reduced for all taxpayers. In the case of
husband and wives, the estate taxes should not be imposed until the death of the
surviving spouse. The relief granted should not be limited to the owners of a
particular type of pro perty, but should include everyone.

A client was recently asked, "Mr. Johnson, how can I become a millionaire?" To
which he replied, "that is easy, buy a house now or $50,000 and wait 20 years." This
Committee should deal with the inflation factor by indexing or otherwise so that the
relief that you grant will have some permanent value.

I thank you for the opportunity to present this statement.

84-8 0-81-6
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Senator SYMMS. Now, we will be very happy to hear from a panel
consisting of a former neighbor of mine, the former chairman of
the House Ways and Means Committee, the Honorable Al Ullman,
whose district bordered mine for 8 years. We enjoyed working
together in the House.

Mike McKevitt, of the National Federation of Independent Busi-
ness; Dr. Peter Nelson, president, Agicultural Trade Council;
Robert L. Spence, chairman, National Committee To Preserve the
Family Business; and Herbert Lieberson, National Small Business
Association.

So, gentlemen, please come up and be seated.

STATEMENT OF HON. AL ULLMAN, ULLMAN CONSULTANTS,
-WASHINGTON, D.C.

Mr. ULLMAN. Thank you very much, Mr. Chairman.
First, on behalf of all of us, I want to express our appreciation

for your great interest in this estate tax matter.
Second, I apologize also for missing the 9 o'clock deadline this

morning. But, I also am exceedingly pleased to have the chairman
of the full committee here, Senator Dole.

This is the first time I have testified before the Congress on this
side of the table. I am indeed pleased and honored that you are
here, Mr. Chairman, also Senator Byrd, Senator Boren, whom I
have talked with about this matter, Senator Grassley, to congratu-
late him and to commend you all for your interest in this estate
tax matter.

Mr. Chairman, I do appreciate the opportunity to testify. I am
serving as legislative counsel to the National Committee To Pre-
serve the Family Business.

Mr. Chairman, we formed this national committee because we
felt the need for an umbrella organization to focus on estate and
gift tax reform for the owners of farms, ranches, timber lots, and
small businesses.

As you know, the burden of estate and gift taxation today falls
most heavily on that group. I think all of you here remember the
1976 efforts on estate taxes. We made some progress. But inflation
has totally eroded the gains we made.

The galloping concentration of businesses is today in a state of
crisis. Small businesses are being forced to consolidate. A lot of this
is due to estate taxes.

The time has come to act. Therefore, I appreciate the fact that
not only all of you are interested, but- that the President has
indicated direct interest in this matter.

The Democrats in the House in their tax reduction proposal have
indicated a priority interest in this matter and that makes us feel
very good.

I think all of the people who testified on the previous panel, and
on this panel, know that small businesses in America are vitally
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concerned about this matter of closely held business, and how you
define them, and how they are treated in estate tax provisions of
the law.

We do have a draft proposal that encompasses many-if not all-
of the concerns of small business.

I would hope, Mr. Chairman, that we could incorporate the small
business provisions that we recommend in the testimony today.

Our proposal would substantially reduce rates, increase the ex-
emption and liberalize the gift tax provisions.

Senator Symms. Without objection, your proposal will be made
part of the record.

[Material to be inserted.]
STATzmmT oF HoN. AL ULLUAN

Mr. Chairman, I appreciate the opportunity to testify before the subcommittee
today. I am serving as the legislative counsel to the National Committee to Preserve
the Family Business, and the members of this panel all serve on the Advisory
Board.

We formed the National Committee to Preserve the Family Business because we
felt the need for an umbrella portion to focus on estate and gift tax reform for
the owners of farms, ranches, timber lots, and small businesses. As you know the
burden of estate and gift taxation today falls most heavily on this group.

As Chairman of the Ways and Means Committee in 1976, I recognized the necessi-
ty of addressing these problems, and as a result we worked hard to modfgy the
harsh impact of the estate tax burden on our farmers, businessmen and citizens.
Members of the Senate Finance Committee were very helpful in that effort. Now,
however inflation has eaten away the gains we made, and there is an urgent need toa make major changes in these provisions of the tax code.

Small businessmen, ranchers, and farmers are especially hard-hit since their
holdings are often very illiquid; when this is combined with the fact that the paper
value of their estates has skyrocketed, they are often forced to sell to large corpora-
tions or the wealthy in order to meet estate tax liability. This is destroying the
family business in America, which has always been the = k of our economy.

It is also contributing to the restructuring of our economy, in that large corp.ora-
tions and the wealthy are able to gain the property and assets of small and medium
sized estates, while often avoiding the tax themselves. This is precisely what the
estate tax was designed tc avoid.

Our proposal would substantially reduce rates, increase the exemption, p rovide a
special reduced rate for closely held businesses and simplify the procedures for
payment of the tax. Other members of the panel will adres these solutions in
more detail.

I am proud to appear here with a distinguished panel that includes Robert
Spence, the Chairman of our National Committee to Preserve the Family Business,
Herbert Liebenson, the President of the National Small Business Association, Mike
McKevitt, the Director of Federal Legislation for National Federation of Independ-
ent Business, and Dr. Pete Nelson, President of the Agriculture Trade Council.

All the members of this subcommittee have taken leadership positions on this
issue, and I look forward to working closely with you to achieve our goals. We now
have a golden opportunity to make the most far-reaching reforms ever in gift and
estate taxation.

Thank you again, Mr. Chairman.

Mr. UuMmAN. Thank you, Mr. Chairman.
But, more than that, we define closely held business in a way

that we think simplifies the law and is very workable. Witnesses
will be dealing more specificaly with that on this panel.

We also do provide specially reduced rates for closely held busi-
nesses. Under a formula that we think is workable. It is a 50-
percent formula with a cap of $50 million. We think it realistically
faces up to the problems of small business in this country.

I am proud to appear here with a most distinguished panel
which includes Robert Spence, the chairman of our National Com-
mittee To Preserve the Family Business; Herbert Lieberson, presi-
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dent of the National Small Business Association; Mike McKevitt,
the director of Federal legislation for the National Federation of
Independent Business; Dr. Peter Nelson, president, Agricultural
Trade Council; and Dan Goldy, who is our economic adviser for the
national committee.

All the members of this subcommittee have taken leadership
positions on this issue. I look forward to working closely with all of
you to achieve our goals.

We now have a golden opportunity to make the most far reach-
ing reforms ever in gift and estate taxation. I want to assure you
that we will fully support and coordinate our efforts with yours in
order to achieve that objective.

Thank you, Mr. Chairman.
Senator SYMMs. We thank you very much. We look forward to

working with your group to formulate what will be a solution to
this.

Senator Dole.
Senator DoLE. Mr. Ullman, I appreciate very much your com-

ments. I have to go over to an Agriculture Committee meeting. I
will be back in about 25 minutes. This panel may have finished by
then.

As you indicated, there is a recognition now that something is
going to be done. We are also right now in the process of drafting
what that will be.

So, I think this hearing is particularly timely. I would hope that
members of this panel and other panels here will be available not
only today for testimony but for some actual input into what we
hope will be a satisfactory proposal.

As I view it, we are not constrained by anything except maybe
dollar amounts on how we fashion the package. That hasn't been
dictated by the President or anyone else for that matter.

So, we would be pleased to have as much-input as possible a lot
of us have different ideas on how it should be done. We will need
some help, I guess.

Mr. ULLMAN. Senator Dole, let me say that this does have the
priority attention of every member of this panel. I can guarantee
you that each and every one of us will be fully available to work
with you and help in any way possible.

Senator DoiE. Thank you.
Senator SYMMS. Thank you.
Mike, did you have a statement that you wanted to make this

morning?

STATEMENT OF JAMES D. "MIKE" McKEVITT, NATIONAL
FEDERATION OF INDEPENDENT BUSINESS

Mr. McKEvrrr. Yes, Mr. Chairman, and distinguished members
of the committee. I will just make it very brief.

My name is James D. "Mike" McKevitt, director of Federal
Legislation of the National Federation of the Independent Busi-
ness.

I also serve as a member of the advisory board of the national
committee to preserve the family business.

I would like to say that business owners' concern for estate taxes
that might burden family members or business associates results in
business decisions which are not economically based.

Very often substantial resources are wasted on legal and ac-
counting fees and life insurance premiums with the goal of mini-
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mizng estate taxes and providing the needed cash to pay the estate
tax bill.

As you may recall, I testified before your subcommittee several
weeks ago, Mr. Chairman. One of our members, Mr. Wilbur Doyle,
here, from Martinsville, Va., who gave a graphic example of his
lumberyard operation where he spent 20 percent of his net profits

*ng for life insurance to cover his prospective death taxes that
he faces down the rostd.

I would reiterate also or to elaborate even further, two surveys
we have done. One is a national survey, a random survey of our
members where we gave them 12 different options for tax cuts for
small business.

The one that came in a very close second was the abolishment or
modifications of death taxes.

We did a special survey of major cities of our members in the
core cities areas as to what their needs were to keep some of these
troubled areas alive. They mentioned three primary solutions and
one of them was the abolishment or modification of death taxes.

Our ultimate goal is to support your legislation as to the abolish-
ment of, and I call it "death tax" because I do think the estate and
inheritance taxes are terms we ought to begin to get out of our
vocabulary, because of the misleading nature of them and the fact
it stands in the way of trying to bring this legislation about.

We also strongly support the proposal of the national committee
to preserve the family business which entails amending Senator
Wallop's proposal, S. 395.

Senator Wallop's bill provides an 'excellent framework for sub-
stantial relief of estate tax rules by small business. The proposed
amendments provide more fundamental assistance to small busi-
ness in the area of valuation of liquidity than S. 395.

The proposal outlined by Chairman Ullman is necessary to pre-
serve small business continuity and deserves serious consideration
in the short term by this subcommittee.

Thank you, Mr. Chairman.
Senator Symms. Thank you very much for your excellent state-

ment.
Dr. Nelson.

STATEMENT OF PETER NELSON, PRESIDENT,
AGRICULTURAL TRADE COUNCIL

Dr. NmsoN. Thank yogi, Mr. Chairman.
We appreciate the opportunity to be here. With your permission,

if we could have our statement entered into the record, I will just
summarize.

Senator SYMMS. Without objection, it shall be. All of your state-
ments will be inse,'dxi in the record.

Dr. NLsON. 1hank you.
The present law has an intent of avoiding concentration of

wealth. But PA it turns out, it is contrary to that intent in that
each time a small business is eliminated it creates fewer and larger
orporationp. to take over, and the creation of oligopolies is against

the ii"i-est of the public.
In the rural environment it is very detrimental to the local

economies. Eventually small business which create local employ-
ment are sold to companies far away in cities and a substantial
reduction in employment exists both in the commercial sector, the
agribusiness sector, and the family sector.
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With due respect, I would like to take exception to Senator
Long's statement which is not typical where someone finds oil and
sits and watches the oil pumps go. That is not typical of the
average business.

I might mention the farm, where you have a family enterprise
and the children start at a very early age helping on the farm and
they may up to the age 40 or 50 when the father dies, really be
part of that corporation. All of a sudden they lose everything.

The purpose of the legislation was to eliminate these oligopolies
and as a result the farmer has very little incentive to continue
farming.

In most cases, the farmer can sell his land, put his money in a
money market fund and get some $200 and $300 per acre per year
in interest.

He cannot farm and make $200 and $300 per acre, even working
for $100 a week as many of them do.

So the only incentive for continuing farming in many cases is to
have something to pass on to the children, to the family.

If that incentive is eliminated we end up reducing farmland. We
reduce our major source of export funds which is agricultural
commodities and end up with a bad situation.

Reduction of competition is also contrary to the consumer inter-
ests. Each time a small business is eliminated you have less compe-
tition in the marketplace. You have less competition in our foreign
trade business where we are competing against foreign corpora-
tions.

If our prices go up we reduce our potential market overseas.
The rest of my statement is in the paper. I thank you.
Senator SYMMS. Thank you very much, Dr. Nelson.
Robert Spence.

STATEMENT OF ROBERT S. SPENCE, CHAIRMAN, NATIONAL
COMMITTEE TO PRESERVE THE FAMILY BUSINESS

Mr. SPENCE. Mr. Chairman, I appreciate the opportunity to be
able to testify this morning.

In the interest of time, I have a more detailed statement I would
like to submit for the record. But I will read this brief summary.

Mr. Chairman, my name is Robert L. Spence. I am the chairman
of the National Committee To Preserve the Family Business.

I am also chairman of the tax committee of Western Forest
Industries Association, as well as vice president of a closely held
business, Pacific Lumber & Shipping Co., of Seattle, Wash.

I am also speaking on behalf of the Southern Lumber & Manu-
facturers' Association.

As a small businessman, I have seen firsthand how current
estate and gift tax laws impose almost impossible burdens on the
most pr _xlctive sector of our economy.

My own corporation has four generations involved in it. My
grandmother died in 1980, and we incurred a tax liability of $2
million.

Her estate passes to my father and if he passes away we will
incur another liability of $8 million.

If the tax is not changed, I don't think that Pacific Lumber &
Shipping Co., will see 1990.

As Congressman Al Ullman has already suggested, inflation has
raised the paper value of our assets. However, because small busi-
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nesses, farms, and ranches are not liquid, the value of these assets
is not readily available to meet the estate tax liability.

This creates a situation where the property or assets must be
sold, often to a large corporation or to wealthy individuals, almost
entirely removing the incentive to build up a business or farm so
that it can be passed on to their heirs.

This has ramifications beyond the immediate estate. Many small
businesses operate as the only major industry in small towns across
the country. These businesses must be liquidated to pay estate
taxes, large corporations may buy the assets and then shutdown
the operation or move it, thus creating severe economic dislocation.

In the timber industry of the Pacific Northwest, for instance, a
large company may buy a smaller illiquid lumber mill, simply to
gain its timber base, and then shut the mill down.

A small businessman can buy insurance to cover his expected
estate tax liability, but the costs are enormous, up to one fifth of
the profits of the company may have to be invested in a policy to
cover the owner or majority stockholder.

Additionally, current provisions in the tax code to ease the
burden on farms and ranches and to permit small businesses to
redeem stock and extend the estate tax payments are unnecessar-
ily restrictive.

Much of the debate has properly focused on the problems with
section 203(2Xa), the special use valuation provision for farms,
ranches, and wood lots.

However, attention must also be given to the payment and quali-
fication problems of closely held business.

We believe the extended payment provisions of section 6166
should be liberalized to allow a closely held business to qualify
more easily for installment payments of estate taxes.

Section 303 should also be amended to provide for a closely held
business to accumulate funds within the business for estate tax
liability without the funds being subjected to a tax penalty.

The accumulation of funds is the most pressing problem facing a
small business. Perhaps most important, we believe that those
individuals with interest in a closely held business should pay
estate taxes based on 50 percent of fair market value, after taking
into account the non marketability of this interest.

This will go a long way toward reducing the crushing burden of
estate taxes on small busmesses.

In applying these provisions, we also believe a modified defini-
tion of closely held business is necessary. The current definition is
becoming more and more restrictive as closely held businesses
participate more widely in employee stock ownership plan.

As the number of stockholders goes up, they are excluded from
taking advantage of those sections of the code that cushion the
estate tax burden.

We do not believe that small businesses should be penalized
because they are encouraged by the Congress to offer ESOP's or
because they permit key employees to share in stock ownership.

For that reason, we would like to see a definition used in both
the extended payment provisions and the small business valuation
provision that makes a closely held business eligible if 50 percent
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or more of the company is owned by 20 or fewer stockholders,
while excluding all corporations whose stock is publicly listed.

We hope the subcommittee will give serious consideration to
these proposals.

Again, I thank you for giving me the opportunity to appear this
morning.

Senator SYMMS. Thank you very much.
Before we hear from Mr. Lieberson, I just want to ask you one

question. You made reference to your own family company. Who
would be a likely buyer of Pacific Lumber & Supply Co., if you
were out looking for a big company to buy up.

Would it be in the lumber or oil?
Mr. SPzNCE. That is a good question, Mr. Chairman. We partici-

pate in the National Forest Service System. And, because of cer-
tain limitations, large companies do not have the same access to
the timber that we do.

So there is somewhat of a liability for them to buy a corporation
such as ours. More than likely we would have to auction the
corporation. What concerns me vitally is that that means we would
jeopardize three communities with a substantial employee base,
under those circumstances.

Senator SYMMS. How many people do you employ?
Mr. SPENac. It is 450.
Senator SYMMS. I see, 450.
Mr. SPzEcE. Yes, sir.
Senator SYMMs. Thank you very much.
Herbert Liebenson.

STATEMENT OF HERBERT LIEBERSON, PRESIDENT, NA-
TIONAL SMALL BUSINESS ASSOCIATION

Mr. LIEBENSON. Yes, Mr. Chairman. I am Herbert Liebenson,
president of the National Small Business Association, a 44-year-old
national organization with approximately 50,000 members.

I am also executive director of the Small Business Legislative
Council with over 80 national organizations representing 4 million
small businesses.

And 57 of those organizations have supported a position for
changes in the estate and gift tax. I ask they be made a part of the
record.

We are pleased to join with all concerned here today, including
the Committee To Preserve the Family Business and the National
Family Business Council in advancing the cause at this time.

Our own country is now at a juncture of tax policy which will
shape the contours of the American economy, economic and social
structure for many years to come.

We have been brought to this decision by historic surge of infla-
tion which sent the general price level up close to 100 percent in
the past 10 years.

Approximately 50 percent since the Federal estate tax limita-
tions were most recently adjusted in 1976.

The Tax Reform Act of that year raised the Federal estate exclu-
sion from $60,000 to $175,000, approximately in accordance with
the price indices between 42 and 70, in 1976.

During this same period, owners of farms and small businesses
have witnessed a climb in the values of land and capital equipment
of well over 100 percent. That is even steeper than the averages as
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shown in the following tables. I won't read it all, but capital
equipment has gone up over 105 percent and so on.

Accordingly, what justifies the fixed dollar limitations increase
in the estate and gift tax at this time, merely in order to restore
the original congressional intent of the 1976 reform legislation.

Otherwise, the Federal Government will enjoy a windfall of in-
creased taxes at the expense of citizens who have already experi-
enced personal loss and who are likely to be struggling to attain
financial security.

We are gratified that both Congress and the President now have
recognized the seriousness of the problem and are now committed
to appropriate remedy.

Allowance for inflation is a very minimal adjustment that should
be contemplated at this time. Such a response is minimal and we
believe inadequate to because experience has shown that we do not
alter these limitations every year or even in every Congress.

It is now 5 years since the last major amendments in the estate
tax.

The 1976 law established a new inflation adjusted exclusion of
$175,000. Its effect was also phased in over 5 years so that the
1942-76 adjustment became fully effective only in 1981.

If the same procedures are followed this year, we will assure
multiyear time lag in estate tax policy. Instead, if we do not wish
to fall further behind, let us at least project the price levels to 1986
and phase the exclusions up to the benchmarks over the next 5
years.

We must also ask whether the positions from which we start are
sound or whether we need new points departure in view of the
increasing financial scale of personal and especially of commercial
activity.

For the owners of a farm or business the aggravated inflation of
business assets over-a long period of time, makes the need for
estate tax revisions absolutely essential.

In our testimony we show an example and it shows that the
present $175,000-$625,000 limitation does not make sene.

The book value of the company we show is $175,000. The market
value is something like $1 million at this time. The family, there is
no one in the family that can take over the business. The firm
would have to be sold to outside purchasers, and it is improbable
that the five key employees together have enough personal net
worth to buy the owner out.

But, under-using relatively conventional assumptions the small-
est business estate may be liable for approximately $140,000 in
Federal estate tax, plus State inheritance taxes. That means in all
likelihood the company will have to be sold or merged into a larger
business.

The Senate Finance Committee has done a great deal of work in
the past Congress and in this Congress to produce far-reaching
revision proposal, S. 895.

The extensive public hearings by Senator Byrd, Senator Nelson,
and Senator Symms established a solid record on which to base
meaningful legislation.
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As a result, we have seen wide bipartisan support in the Con-
gress for these measures. We believe this is backed by broad sup-
port among the business community and the public.

Thank you.
Senator SYMMs. Thank you very much, gentlemen, for your testi-

mony.
Senator Byrd, do you have any questions?
Senator BYRD. Thank you, Mr. Chairman.
I think there is general agreement that because of inflation

something needs to be done with regard to the estate taxes.
It seems to me what we need to do is to focus on the details of

legislation. With due respect to all of us involved in the 1976 tax
bill, and I was one of those, I think we did not pay enough atten-
tion to some of the details.

Now, let me ask this. Under the administration proposal the tax
credit will be increased to a degree which will equal to roughly
$600,000 exemption.

But at that point, estate tax rates began at, as under the present
law, at 35 percent.

Now, it seems to me if we are going to change the estate tax law
and we are, that after the figure in this case, $600,000 is reached,
then anything above that should not start at that top figure of 35
percent, but should go back and begin at the first figure, namely,
20 percent and then build up.

Second, it seems to me that that 70-percent bracket is much too
high and should be reduced to 50 percent.

Now, unless we draw the legislation in a way to accomplish those
two purposes, it seems to me we will accomplish very little. There
are many houses today, and not palaces by any means, many
houses alone are worth $600,000, and will be taxed on that basis.

I had some business in California recently, and went into some
private homes there, that were not palacial homes at all, but they
were valued at $600,000.

In Fairfax County, they are.
So, in using the $600,000 figure, we are not using really a large

figure in this day of increasingly high inflation.
So, I guess my question to whoever would want to comment on it

is, do you think we should be careful about the details of this
legislation to see that those two purposes are accomplished;
namely, that after the $600,000 figure is reached, that anything
above that start not at 35 percent but at the original rate. of 20
percent.

Second, whether or not it is important to reduce the 70 percent
top bracket to 50 percent.

Mr. ULLMAN. Mr. Chairman, Mr. McKevitt has an appointment
with Secretary Regan and must leave within 5 minutes, and hope-
fully he can be excused.

Second, I think I can speak for all the members of the panel, in
saying they all concur in the overall legislation that we proposed.
We have gone to the $600,000 figure on the unified credit exemp-
tion equivalent. We have gone to a $10,000 annual gift tax exclu-
sion.

We do provide a reduction the first year to 50 percent. Subse-
quently, we favor phasing it down even below that as a maximum
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and adjusting those rates all the way down. You are absolutely
right, it is not right to start at 35 percent. You must start at a
much lower figure.

I think we would fully concur in that.
Mr. Sp cE. I might add, we gave great consideration in discus-

sion in the budget considerations as far as funding and the impact
on the budget to this proposal, and the phasing down that we are
proposing in the rate takes that into consideration.

We are suggesting we phase down by 1985, to 30 percent on the
tax rate. That would allow an adjustment in the economy to absorb
whatever short-term shortfall in funds might exist.

We think that by doing this we will incur productivity increases
in the society that will more than overcome any loss of revenue
from a tax reduction.

Senator BuD. At what point do you get from the 70 to 50?
Mr. SPENCE. We suggest that we start in 1981, at the 50-percent

level and from 1981, in 1982, we go to 40 percent. In 1983 we go to
30 percent.

Senator BYRD. You envision this would be made retroactive or
made effective the latter part of this year or at what point?

Mr. SPENCE. December 30, 1980.
Senator BinD. 1980.
Mr. SPzxcE. That we would start and impose the qualifications.
Senator BYnD. Thank you.
Thank you, Mr. Chairman.
Senator SYMMS. Thank you very much, Senator Byrd.
Senator Grassley.
Senator GRASSLY. Thank you, Mr. Chairman.
Most of you connected with the panel are obviously, represent

nonagricultural interests and so you might not have as much of an
interest in special use valuation, because I understand about 95
percent of that is made use of by the States, heirs of estates who
are involved in agriculture.

But we have a particular problem in that program or that aspect
of the bill that you may be familiar with of what constitutes
material participation.

.Quite frankly, we get into the problem of a definition of material
participation, and in a sense, who is the operating farmer or has a
real interest in farming as opposed to someone who is a passive
investor.

Now, some of the legislation tries to take care of some of the
specific problems that have been brought up since 1976 with that
bill. But I don't think any of the legislation really tries to cure the
problem once and for all by changing or using some definition
other than material participation.

Do any of you have any suggestions what we could do in that
area?

Dr. NEMoN. Mr. Chairman, the Agriculture Department has a
definition of a commercial farm. It is one that produces at least
$2,500 worth of salable products per year. That is a very low figure.

If that or something in that area were imposed, then those
people who are buying farms just for the fun of it or to keep a
couple of horses might be excluded.
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I might mention that good farmland now is worth $2,000 to
$3,000 an acre. So the $600,000 would include about a 300-acre
farm.

Most productive farms are from 300 acres up to 2,000 acres.
Those are the large family farms that give us the majority of our
product. They have economies of scale to be efficient and effective.

Now it is in the interests of the administration to induce invest-
ments and increase productivity and the present bill is totally
contrary to that.

Now, you should have a limit so the family farm can compete
effectively with the large corporate farming operations with thou-
sands and thousands of acres.

This is a very important thing. The number of working farms
have been reduced each year for-since World War II at a drastic
level.

At the same time, we are losing farmland because there is so
little incentive for people to continue farming. They can make
more money by just putting their money in the bank and collecting
the interest.

We would suggest that you consider farming as a special catego-
ry and where the sons of the family are willing to continue to farm
for 10 years, that there would be a waiver of this tax altogether.
Because those children of the deceased very likely have been work-
ing at the farm for the majority of their life.

They have a vested interest in it. They should have a de facto, if
not a de jure-they have a de jure, but they should have-I am
sorry, they have a de facto, they should have a de jure interest in
their labor over the years.

Senator SYMMs. Dan Goldy, do you want to comment on that?
Mr. GowDy. Yes, Mr. Chairman. I haven't participated up until

now because as you know, Mr. Chairman, I testified before this
subcommittee a couple of weeks ago, on behalf of the national
committee.

But, in answer to Senator Grassley's question, we represent on
this committee, not only agriculture and farmers, and Dr. Nelson
represents the agricultural trade council with many agricultural
organizations in it, but also the lumber-timber owners, people en-
gaged in forest products.

We do have a very special problem in the timber industry with
respect to the material participation provisions that are in the
present bill.

If you own a timber tract the individual who owns it doesn't get
out there necessarily and plot the trees that have to be cut or
engage in material participation in the way it seems the present
provisions of law contemplated.

Basically, an owner o a timber tract will be materially partici-
pating but would probably never leave his office. The material
participation in that sense would mean making the substantive
decisions that some professional forester or some trained person
would go out and plan on the timber tract.

The present provisions of law are totally inadequate in that
regard. We would suggest that material participation be redefined
so that it in effect relates to the person who makes the substantive
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decisions, whether or not they are out there actually shoveling the
stuff around on the farm or marking the trees for cutting.

Senator GRASBLE!. We would welcome such a suggestion of redef-
inition and help on redefining, but to this point the only people I
have had much contact with who have come forward have been to
take care of the s speciall problems like maybe in your interest the
special problem with timber, another instance where maybe some-
body had been disabled over a long period of time and that maybe
would prohibit material participation under the present law.

So, correct that problem and on down the line, where maybe you
are going to take care of a few problems or you may take care of
all of them.

I don't know, but it seems to me like a patchwork approach. We
recognize after 5 years there is something basically wrong with the
1976 law. I think it ought to be corrected and if it isn't corrected
now, it mayr not be corrected for another 5 years until another
estate tax bill comes along.

So, I would invite all of you who have any interest in this to
please help us.

Mr. GoLwY. Senator, we will submit-language has been devel-
oped. We will see to it that it is submitted.

Senator GRussum. Thank you.
Mr. SPnNcE. Senator, the purpose of the committee was to attack

this problem in a broad way that dealt with the problems of
citizens across the United States and dealt with it fair and equita-
bly for all interests, not just the timber industry.

We have substantial support. We have received applause for the
efforts we have made. We have gone to very technical help in
drafting up our proposals. We hope that when' we submit the
detailed suggestions we have, they could be implemented.

Senator GR Lwsz. Could I ask you, in regard to, specifically,
material participation-have you been careful it does not provide
just a tax loophole for people who have no interest whatsoever in
family farming, family businesses, and can be used as a loophole
for people who want to avoid taxes?

Mr. SpzNCz. We have tried to do our best. I think we have come
up with a proposal that does that. We are asking for a 50-percent
valuation of fair market value on small closely held businesses or
entities in the estate tax appraisal system.

So, we believe that will, coupled with the reduction in the overall
estate tax rates, serve to do that.

Senator Syms. Thank you very much.
We will be hoping to work with you, particularly here in the

next ensuing days ahead. We hope to accomplish something on the
road toward the direction of the adverse impact on our society that
the death tax does have.

I thank all of you for being here this morning.
Mr. SPzENC. Thank you, Mr. Chairman.
[Statements follow:]

STATEM ET or J.ums D. "MKE" McKzvrrr, DmacRo or Fzwmn LzGwsLAnoN,
NATIONAL FEDnATION Or INDPzNDmT BUSINMS

Mr. Chairman, my name is James D. "Mike" McKevitt, Director of Federal
Legislation for the National Federation of Independent Business and a member of
the Advisory Board of the National Committee to Preserve the Family Business.
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Estate taxes continue to have a severe detrimental impact on small business
ownership patterns and on the free flow of capital within the small business
community.

A business owner s concern for estate taxes that might burden family.members or
busine&o associates results in business decisions which are not economically based.
Very often substantial resources are wasted on legal and accounting fees and life
insurance premiums, with the goal of minimizing estate taxes and providing the
needed cash to pay the estate tax bill.

A recent NFIB survey of urban areas provides additional evidence on the poten-
tial damage that current estate tax law may create for small business. Preliminary
results show that a large percentage of business owners situated in northeast urban
areas inherited their business from family members. If estate tax law is disrupting
these patterns of business transfers, we may be seriously endangering an important
economic base.

Our membership's ultimate goal with respect to estate taxes would be abolition of
the estate tax. Statistical evidence leads one to the conclusion that the estate tax
does not raise sufficient revenue in a matter that would be considered efficient.
Additionally the severe cost of life insurance premiums drains off profits that would
otherwise be used for inventory or business expansion.

Senator Symms' proposal for abolition of estate tax law is one our members would
support if this committee decides to commit to that goal.

However, abolition of estate taxes will require intensive study because of the legal
and technical difficulties that may be encountered. The revenue loss would have to
be picked up from other taxes, a major problem given the current tax debate.

We also strongly support the proposals of the National Committee to Preserve the
Family Bushiess, which entails amending Senator Wallop's proposal, S. 395. Senator
Wallop's bill provides an excellent framework for substantial relief from estate tax
rules by small business. The proposed amendments provide more fundamental as-
sistance to small business in the areas of valuation and liquidity than S. 395.

The proposal outlined by Mr. Ullman is necessary to preserve small business
continuity and deserves serious consideration in the short term by this subcommit-
tee.

STATEMENT OF DR. PrrR NELSEN

Good Morning, Gentlemen. My name is Dr. Peter Nelsen. I am an economist and
President of the Agricultural Trade Council, a non-profit trade association repre-
senting exporters of agricultural commodities, food products, forest products, farm
implements, food machinery and related products and services industries. ATF is a
sponsor of the Agricultural Research and Development Institute of which I am the
Chairman. I also serve on the Advisory Board of the National Committee to Pre-
serve the Family Business. On behalf of all three of these organizations, I thank you
for the opportunity to present testimony before this Committee.

I am here today to testify in favor of reform in the area of federal estate and gift
tax rules; specifically to support efforts and proposals of thc National Committee to
Preserve the Family Business.

To open my remarks, I would like to express my support of the views indicated by
my colleagues before me, and to commend the efforts of those Senators sponsoring
related bills providing for substantive relief in this area. We are all in agreement
here today that such relief is an absolute necessity and sorely overdue if we may
anticipate for the future the continuing presence of a most vital segment of our
economy, that of the small closely held business, and the family farm.

My area of particular concern is in providing relief to farmers desiring the
continued viability of their farms beyond mere 'lives in being" and beyond the
inevitable roadblocks provided by a transfer tax. As they currently function, the
estate and gift tax laws have the inevitable effect of forcing many family owned
farms and small enterprises out of business.

Since the productivity of agriculture is an important facet of our overall economic
stability and growth, the negative impact of their continuing demise at such an
alarming rate, is substantial.

In theory, the intended purpose of such transfer taxes as the estate and gift tax is
three-fold: First and primarily, it is designed to prevent centralized accumulations
of great wealth disproportionate to the bulk of the remaining population. The tax
forces money to change hands and thus creating the illusion of a leveling. effect. In
practice, the tax has the opposite effect by letting the most affluent farmers buy out
the smaller ones as the owners die and the farms are auctioned off. This trend leads
us toward an oligopoly which is not in the public interest. Secondly, and more
predictably, these (as do all taxes) generate some revenue. This, however, is not a
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primary ojective of these particular taxes, and cannot justify maintaining them, as
are currently ape. Thirdly, they function to mechanicall montr the

transition of property m one generation to the next in an allegefy harmonious,
perpetual movement. Perhaps this last consideration is where the greatest miscon-
Ception lies:

Far from facilitating harmonious transition, the estate and #ift tax destroy in far
too many cases, the ability of the succeeding generation to invest in, improve or
even carry on the overly burdened family operation in the face of these transitional
taxes. Where the succeeding generation can afford to at least maintain the enter-
prise, after taxes, production may be limited and growth non-existent. Where it still
exiss the enterprs's ability to bring forth a competitive product Is severely handi-

capped by the -version of monies for taxes. The integrity of the family farm in
America must be preserved; and in so doing our current tax structure must not
preclude our farmers from maintaining an ability to compete with foreign markets.

the same vein, our family farms, for the role they play in the overall economy of
this nation, must be afforded the same benefits as those ei.Joyed by larger corpora-
tions who are not subject to these same estate tax complications.It must also be noted that the latter are usually the beneficiaries of the demise of
small businesses and farms due to our overly burdensome tax structure. Simply, big
fish have always swallowed little fish.

The time has come to give these "little fish" sufficient teeth and stamina to
withstand-and compete in the same pond with their larger counterparts. We would
like to see across the board rate reductions starting in 1981, and progressing
downward in coming years. Further, phase-in of an increased unified credit over a
period of 4 years such that ultimately, estates valued upwards to $600,000 may pass
to the successor free of federal estate and gift taxes.

We would also like to see the $500,000 cap on the special use valuation provision
repealed. This is of peculiar significance relative to farms because the inflated value
of land today renders a poor farmer a millionaire at his death, and his equally
impecunious heirs incapable of affording their new-found burden of wealth. Based
on traditionally low returns per acre, thoe whose livelihood is in tilling the soil
need added assistance in neutralzmg rampant inflation in land value which bears
no reasonable relation to yield and after tax dollars.

Another beneficial provision would be an unlimited marital deduction which
reduces the inequity suffered by a surviving spouse who contributed to the enter-
prise prior to decd.ent's death. In essence, the rules as they currently function fail

to recognize the singular most compelling facet of such small enterprises; that they
are owned and operated by the family as a working unit, not by angy single individu-
al whose estate declares that he alone owned and worked. That h family is taxed
for a capital gain after his death which their labor supported during hi lifetime is
untenable and cannot be perpetuated. We would like to remedy this, and other
patent inequities which have heretofore been perpetuated not by design, but
through gradual changes in our economic structure.

Gentlemen, our proposals offer an opportunity to .rei y these inadvertent
wrongs. I urge you to respect the fairness, sincerity and wisdom of those experts and
concerned sponsors who have brought it before you. My sincere hope is that this
legislation be enacted into law as a matter of first priority and absolute necessity, a
status it truly merits beyond merely being advisable.

Thank you, Gentlemen, this concludes my remarks.

STATEMENT o RoBERT L. SPENC, CHAIRMAN OF THE NATIONAL COMMrrrz To
Paavzmw x FAmLY Busnruss

Mr. Chairman, my name is Robert L. Spence. I am chairman of the National
Committee to Preserve the Famil Business. I am chairman of the Estate Tax
Committee for the Western Forest Industries Association, and I am Vice President
and chief operating officer for Pacific Lumber & Shipping Co. of Seattle, Washing-
ton, a small to medium sized timber company with operations on the West Coast.
Pacific Lumber & Shipping Co. was started by my grandfather in 1932.

Mr. Chairman, the reason that I am here today with m distinguished colleagues
is to sound a clear waring in regard to estate tax laws. As the law exists today, it
threatens not only the basic fundatpental principles that this country was founded
on, but its resource base and the ingenuity and creativity that have in the past
brought to the United States the envy and respect of every nation on this earth. I
have observed over the last twenty years the slow but sure breakup of our farmland
base into ever smaller tracts of land. I have watched the timberland base held by
small entrepreneurs, tree farmers, and small to medium sized timber companies
disappear at an alarming rate, especially with the burden of these abhorrent tax
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rates, coupled with the inflation rate that we have experienced in the last twenty
years. I have watched the small to medium sized manufacturers, the entrepreneurs
of America, who have set the pace for productive, creative competition in this
country, slowly but with ever increasing frequency shrink under the weight of this
cruel burden. Mr. Chairman, the estate tax is confiscating the heart of America.
Contrary to its original intent of keeping the wealth of this country dispersed, it is
forcing the concentration of wealth into the hands of either large corporations or
government agencies. Is it any wonder, Mr. Chairman, that the productivity of this
country has declined to its existing depths when you consider how vital a role the
small to medium sized entrepreneur, The Family Business, has played in our
society. He is the stimulus, the catalyst, the creator of ideas, the source of never
ending energy that has in the past, and does today, provide the mirror for lar
organizations and corporations to gauge their performance by and serves to hep
keep those organizations within reasonable cost performances. Unfortunately with
the concentration of industry and the decline of asset based family enterprises to
provide the competition level to keep our larger industries finely turned we can no
longer claim to be the highly productive nation we were.

Mr. Chairman, I can think of no better example of how this tax brings devasta-
tion to business rather than promoting it than in the timber industry of which I am
a part. It was not until I experienced the harshness of this tax first-hand that I
began to realize the process that was occurring in this country. Very simply a
combination of need to invest in a capital intensive business to sta competitive,
coupled with inflation, have created paper assets that are incurring '0 percent tax
rates. This creates a scenario that sets off a remarkable set of events that at best
amount to frantic efforts to hedge a slow death due to a cash flow drain from gift
tax hedges-life insurance hedges, transfer of ownership schemes, etc., all which are
very expensive because they usually involve double taxation due to income taxes.
When a family involved in the timber business today incurs a death the resultant
cash drain saps the business of precious cash needed for reinvestment in order to
stay competitive. A new competitive sawmill today costs approximately fifteen to
twenty million dollars. To pay the existing tax on investments like that is impossi-
ble. It usually leaves an heir with two options: sell the business piecemeal by
auctioning off the assets, or find another corporation to absorb the entity in tact
which normally means a large timber company in our business. In the case of
pieemealing out the assets, this usually means dislocating a labor force which
brings a great deal of hardship to small communities where sawmills exist. Because
of the high paper dollar value of timberlands, the same characteristics prevail. I
would point out here though that once timberland is taken out of the productive
land base and broken into smaller tracts, it will never be used for growing commer-
cial forests again. That is why the productive private timberland bas is shrinking.
The same phenomenon is occurring in the farming industry. I might add that both
of these phenomena have drastic implications for the world ec.)nomy, especially
when you consider the fact that the world population is projected to double b the
= 2000 and wood is still the number one energy source, and the United Stes

played such a vital role in providing the world s food supply.
Therefore, Mr. Chairman, my olleus and I have proposed a bill that will

return common sense to the tax code. This is a proposal that has garnered wide
support from owners of wheat ranches, cattlemen, newspaper owners, owners of
T.V. and radio stations, retail businesses, distribution businesses, small manufactur-
ers of all sorts, dairy farmers, truck farmers, people in all types of occupations.

The bill would reduce the estate and gift tax rates substantially over a three year
period from a maximum rate of 50 percent in 1981 to a .urn rate of 30 percent

m 1983. The existing maximum rate is 70 percent. The bill also increases the unified
credit over a four year period beginning in 1982 from $41,000 to $61,875 in 1985. The
bill would make a substantial change in the marital deduction.

The bill would make a number of changes in the provisions allowing special use
valuation of real property used in farming or other closely-held businesses-the
most significant being that an executor of an estate could elect to value an interest
in a closely-held business at 50 percent of its fair market value. There are also
changes being recommended to improve stock redemption provisions and payment
provisions. We are recommending the annual gift tax exclusion be raised from
$3,000 to $10,000.

Mr. Chairman, these are some of the highlights in our recommendations, but I
will include a detailed summary with my testimony in the interest of time. Our
recommendations are the product of detailed and intensive scrutiny by many knowl-
edgeable people. It is imperative that these concepts be acknowledged and effective
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relief be established for small closely-held businesses and farms. Mr. Chairman, I
appreciate the opportunity to testify before this important committee.

STATEMENT or HERBERT LhmnENSON ON BEHALF oF Hs NATIONAL SMALL BUSINESS
ASSOCIATION

Good Morning. I am Herbert Liebenson, President of the National Small Business
Association (NSB), a 44 year old national organization with approxmaWi. 50,0
members. We have been in the forefront of efforts to revise and reform the estate
tax since 1973,1 and are pleased to join with all concerned-including the Commit-
tee to Preserve the Family Business and the National Family Business Council-in
advancing this cause at this time.

Several years ago, an economist observed that if an airplane passed over the
country-side of any nation, the passengers could tell what the estate tax laws were.
In France, he said, small plots of ground were tightly bound by fences and hedge-
rows. There, all heirs inherited equally. In England, there were larger farms and
occasional estates, a consequence of centuries of primogeniture.

Our own country is now at a juncture of tax policy which will shape the contours
of the American economic and social structures for many years to come. We have
been brought to this decision by a historic surge of inflation, which has sent the

general price level up close to 100 percent in the past 10 years, and approximately
50 percent since the federal estate tax limitation were most recently adjusted in
1976. The Tax Reform Act of that year raised the federal estate exclusion from
$60 000 to $175,000, approximately in accordance with price changes between 1942
and 1976, when it had been last enacted.

During this same period, owners of farms and small businesses have witnessed a
climb in the values of land and capital equipment of well over 100 percent, that is
even steeper than the averages, as shown in the following table:

CHANGES IN PRICE LEVELS

1971 1976 1980 l cI

Inflation (GNP deflator) I .................................................................... 96.01 132.11 177.36 + 84.73

capital e oipm rt a............................................................................. 116.6 173.4 239.8 + 105.66
Farm landa (billon ) .......................................................................... $223.2 $416.9 $671.2 + 200.72
Producer prim s ................................................................................ 113.7 170.6 247.0 + 117.24

, am in bm ice l i 1912 (&&. 1972-100).

Sorc Emmi hdur, 1 iC-4X 1919-41.

Accordingly, inflation alone justifies a sizable increase in the fixed dollar limita-
tions of the estate and gift tax at this time, merely in order to restore the original
Congressional intent of the 1976 reform legislation.

Otherwise the federal government will enjoy a. windfall of increased taxes at the
expense of citizens who will have already exe renced personal loss, and who are
likely to be str gi to attain financial security.

We are gratiTiatht both the Congress and the President have recognized the
seriousness of the problem, and are now discussing appropriate remedies.

A humane policy can avoid a progressve increase of this tax, because to do so
would make the achievement of security more uncertain with every pass ng year.

Allowance for inflation is the very minimal adjustment that should be contem-
plated at this time.

Such a response is minimal, and we believe inadequate, because experience has
shown that we do not alter these limitations every year or even in every Congress.
It is now 5 years since the last major amendments of the estate tax. The 1976 law
established the new inflation-adjusted exclusion at $1.76,000. Its effect was also
phased in over 5 years, so that the 1942-1976 adjustment became fully effective only
in 1981.

If the same procedure is followed this year, we will assure a multi-year time lag
in estate tax policy. Instead, if we do not wish to fall further behind, let us at least

'See Statement of Hon. Frank Carlson on behalf of National Commision for Small Busines
Tax Reform and National Small Business Association before Ways and Means Committee, Mar.
6, 1978.

84-582 0-81-7
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project the price levels to 1986, and phase the exclusions up to those bench-marks
over the next 5 years.

We must also ask whether the positions from which we start are sound, or
whether we need new points of departure in view of the increasing financial scale of
personal, and especially of commercial life.

SPECIAL PROBLEMS OF FAMILY AND CLOSELY HELD ENTERPRISES

For the owner of a farm or business, the aggravated inflation of business assets
over long periods of time makes the need for estate tax revision absolutely essential.

Let us look at an actual example. One of our members is a small manufacturer of
industrial machinery here in the East.

Begun by his grandfather, the firm is over 100 years old. It employs 30 workers,
some of whom are second generation employees. It owns an 80 foot by 250 foot
building, constructed in 1955, sitting on 3% acreas of land, and containing the
appropriate machine tools. The balance sheet looks approximately as follows:

BALANCE SHEET OF SMALL MANUFACTURER

muket vakie

wkli n ................................................................................................................ $225,000 $100,000 $50 0,000
Land .................................................................................................................... 5,000 5,000 150,000
M . ...................................................................................................................................... 70,000 350,000

Tot ................................................................................................................................... 175,000 1,000,000

The family circumstances-a wife who is not a businesswoman, a daughter in the
computer field, and a son studying for the ministry-indicate that this firm must be
sold either to employees or an outside purchaser.

At present, it is improbable that the 5 key employees would, even together, have
enough personal net worth to buy the owner out, or under existing estate tax
limitations, to continue the business after his death. Using relatively conventional
assumptions, this small business estate might be liable for approximately $140,000
in federal estate taxes, plus state inheritance taxes. That means, in all likelihood,
that this company will have to be sold or merged into a larger business.

Traditionally, a primary purpose of the estate tax is to discourage the concentra-
tion of wealth. These kinds of pressures are now promoting the concentration of
wealth. Other members have informed the association that an owner may be paying
25 percent of his income in insurance premiums in order to provide for estate tax
payments so a business may be continued.

Everyone who has studied this area has commented on the complexity of arrange-
ments needed to have any chance of continuing a family or closely-held firm after
an owner's death. The uncertainty of the valuation of a non-public firm-which can
literally take years of negotiation and/or litigation-is a major deterrent to even
attempting to run the gauntlet of the tax collectors.

A member of this Committee (Senator Bentsen) has written: "In my view it is not
the government's place to tax away a lifetime of hard work and thrift when a
family member dies."

Unfortunately, that is exactly where the estate tax policy-under the impact of
inflation-is headed. We deeply believe that we need estate tax standards that
encourage continuity rather than discourage small business ownership. Small enter-
prise is the dynamic mainspring of the U.S. economy. Government statistics showthat:

Small firms sustain 55 percent of existing private sector jobs, and create a
striking percentage of net new employement-President Reagan says 80 percent;

They are an equal partner in generating our traditional Yankee ingenuity, ac-
counting for half of all innovation in heavy industry, light industry, trade and
commerce. Examples of recent small business innovations that have sparked impres-
sive advances in employment, exports and tax revenues include the Xerox process,
air conditioning, the instant camera and miniature electronics.

They make major financial contributions to all levels of government. For exam-
ple, a 1978 survey showed that $100 invested in the electronic industry yielded $35
per year in federal, state, and local taxes.

Small business owners are major factors in the stability of their towns and cities.
They know their employees and customers. They are the last to fire people when
the economy turns down and the first to hire employees as it revives. The owners
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have a stake in their hometowns, so they and their families often work to support
churches, charities and other neighborhood and community institutions.

Small business has always been the doorway of opportunity into the mainstream
of our economy, and the means for self-reliance and independence for millions of
our citizens.

In our view, we must have a convincing statement of the rationale for an estate
tax law that facilitates small business continuity. This must be accompanied by a
thorough revision of the estate tax to renew the climate for creation, development,
and continuity of small enter ,rise, if small busines is to survive.

With the prospect of a tax bill that will dominate the tax system for the better
part of this decade, we believe this action should be taken at once, since it appears
unlikely that tax reductions of the scope and magnitude contemplated in 1981 will
re-occur in the near future.

The Senate Finance Committee has done a great deal of work in the past Con-
gress and in this Congress to produce a far-reaching revision proposal (S. 395). The
extensive public hearings by nator Byrd of Virginia, Senator Nelson and Senator
Symms establish a solid record on which to base meaningful legislation. As a result
we have seen wide bi-partisan support in the Congress for these measures, and we
believe this is backed up by broad support among the business community and the
public.

When Senator Wallop introduced S. 395, he remarked to the Senate:
"The legislation focuses on relieving the harsh consequences of inflation, especial-

ly as it interacts with the estate tax laws to force many family-owned firms and
small enterprises out of business." 3

We commend the Finance Committee for these initiatives, and strongly support
enactment of this bill. It would be an excellent beginning for comprehensive estate
tax revision in behalf of modest-sized estates and smaller businesses. In the short-
run, and even more over the long-run, we believe that such a policy will have the
most desirable effects on the country's business, economic and social landscape.

Senator SYMMS. Next we call up the panel of Prof. Gerald P.
Moran, David Raboy, Ray Stroupe, and David Keating.

Professor Moran, whenever you are ready, you can go right
ahead and start.

STATEMENT OF PROF. GERALD P. MORAN, MARSHALL-
WYTHE SCHOOL OF LAW, COLLEGE OF WILLIAM AND
MARY, WILLIAMSBURG, VA.

Dr. MORAN. Thank you, Mr. Chairman.
My name is Gerald Moran. I am a visiting professor of law at the

College of William and Mary and a professor of law at the Univer-
sity of Toledo:

i am happy to have the opportunity to address the estate tax
proposals that are before the committee.

My background includes 7 years with the Internal Revenue Serv-
ice, 4 years in private practice, before I entered teaching.

My approach to tax law is from the viewpoint of tax policy with
equal concern for both tax theory and its application.

I submit the tax laws should be judged under approximately the
following criteria. We should be concerned about the revenue pro-
duced, the allocation of the tax burden, simplicity, its role on the

2Original co-sponsors of S. 395 with Senator Wallop were Senators Boren, Harry F. Byrd, Jr.,

Percy, Helms, Domenici, Symms, Baucus, Tower, Heflin, Bentsen, Hayakawa, Pryor, Lugar,
Andrews, Durenberger, Thurmond, Zorinsky, Mathias, Nickles, Burdick, Abdnor, and Matsu-
nafngressional Record, Feb. 5, 1981, p. S1023-1030.
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Federal budget, its impact on the economy and its cost, not simply
in-terms of government costs, but total public ana private cost
incurred in complying with the particular tax law. In connection
with estate taxes, we might add that most of the private costs are
incurred, of course, in avoiding estate taxes.

There is another aspect of cost which is qualitative. To what
extent should Federal tax laws impinge on the right of a person's
testamentary choices. This is a very subtle aspect and )t creates, in
effect, a regulatory impact on American citizens.

A final item I would suggest be included is political support. Now
the greater a tax law comports with these elements, the more it
reaches a level of acceptance. This is not a test of either absolutes;
that is, it either qualifies or it does not, but rather of degrees. I
submitthe present estate and gift tax laws do not even register on
this scale.

Now I reach this particular position not in 1981, 1 had reached
the same position in 1976. I requested the Ways and Means Com-
mittee at that time-1976-not to amend the estate and gift tax
system until you decide what its purposes are. At that time the
committee thought the issue of purposes was an academic curve.
How can you amend or reform until you have a criteria by which
the tax laws are to be judged.- Now let's take a look at the present estate taxes. It produces-
minimal revenue while creating tremendous complexity. The total
cost of compliance, I submit, and I have no direct empirical evi-
dence, probably exceeds the yield that Uncle Sam receives.
- Thecost-of the estate planning industry includes: Attorneys' fees,

accounting fees, insurance costs, trust costs, appraisers, the cost of
legislation, the cost of the IRS in administrating as well as the cost
in curred in preparing proposals for its reform. If these total costs
are taken into consideration they likely exceed the yield to the
Federal Government.

The second aspect 'that I would like to submit in favor of its
repeal is that there is no constituency in favor of its continuation.

The House -Democrats on the Ways and Means Committee have
included revision for estate tax in their tax package.

In the Rose Garden, yesterday, we heard from President Reagan.
He is committed to a minimum $600,000 increase in exemption.
And, this committee is strongly in favor of a significant reduction
if not outright repeal.

Neither political party is committed to an estate tax which is
going to yield significant revenues. Can't we get beyond the usual
bipartisan interplay? The Republicans need not be called the Party
of Protecting the Wealth, when the Democratic controlled Congress
of last sessions reduced significantly estate and gift tax in 1976,
and repealed carryover basis in 1980.

This is a bipartisan position. Neither party is committed to an
effective estate tax system. We can undo the complexities that the
committee is now dealing with by adopting the chairman's position
of total repeal of the Federal estate and gift tax.

Now7so-me -members of the bar, you will recall sought repeal of
carryover basis on the basis of its complexity. The record is replete
with how complex carryover basis was. Carryover basis was one
section in the Internal Revenue Code.
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The estate and gift taxes may be 25 to 45 provisions.
Section 2032(a) alone, which is taking up time of your staff,

- particularly as to issues raised by the regulations, is so complicated
that it creates 2032(a) experts and appraisers across the country.

Have we not reached a level where it is time to admit the
obvious. We are not a country that is politically committed to an
effective estate and gift tax system. I think this committee will
acknowledge that and recommend its repeal.

Now I realize the financial limitations of the budget and the
difficulties in phasing its repeal in over the next few years. The
problem created is discrimination on those people who die, let's
say, after the Rose Garden announcement yesterday and its even-
tual repeal by 1986.

I would suggest that the committee adopt a proposal calling for
its repeal with respect to decedents who die after June 4, 1981.

The loss of revenue we are talking about is minimal. S. 395,
which I think there is bipartisan support, would reduce the estate
taxes in 1985 to what they would be or were in 1971, less than $4
billion.

It would represent 0.6 percent of total Federal revenues. Alcohol
and tobacco taxes produce more than the estate taxes. Custom
taxes produce more than the estate taxes.

Do we have a subsection of taxation for alcohol and tobacco
attorneys? The answer is obviously we don't. Attorneys may enjoy
the cost of creating revenue from alcohol and tobacco, but we don t
have that kind of complexity creating a demand for legal service..
We can raise revenue without the necessity of continuing the
estate and gift taxes.

We don't have to continue this attempted definition of closely
held business for special use purposes or devise a new 50-percent
reduction. We don t have a commitment to an effective system.
Repeal it. Let's be honest with the public. The middle class may
have the illusion that there is an effective estate and gift tax.
Nobody wants to tell them that one does not exist.

We can phase in S. 395, but I don't think we are being honest
with the country. We are continuing a massive misallocation of
legal services by continuation of estate tax system.

So, I seriously and strongly support its repeal, but I would admit
the concept of an estate tax is appealing in theory, but if we reduce
the tax burden to only 0.3 or 0.2 of those dying, can that indeed be
called a tax?

I thank the committee for the opportunity to testify. I would like
to reiterate the concept of the tax law should be considered from
the viewpoint of policy. It is not sufficient in my opinion, to rely or

'make the judgment on the basis of those people who find paying
the estate tax burdensome.

I have never found a taxpayer who is going to come forward in
favor of a tax. The problems of the farm community and closely.
held businesses will continue even if there is a repeal of the estate
and gift taxes.

Bob Bergland's outgoing report from the Agriculture Department
of the last administration pointed out the serious problems that the
small farmer has in continuing to operate with the large farmers.
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Those are national policy issues which transcend many of the
arguments you are hearing today.

I think it is time to repeal it. If at some time in the future and if
there is political support for effective estate and gift tax, I would be
here to support that.

Senator SymMS. Thank you very much for a very excellent state-
ment.

Senator GRAwsL£y. Mr. Chairman, before you go on to the last or
rest of the panel, I think the professor asked a legitimate question
about what the policy ought to be and whether or not we have a
policy if it is only 2 or 3 percent of the total revenue.

The policy I would like to have, even though I can support
repeal. I don't think it is going to happen. Solput my energies
where I think they can do the most good. But we did have a pretty
consistent policy under the 1916 estate tax law, the 1934 estate tax
law and the 1942, and then it wasn't changed again until 1976.

From that period of from 1916 up to 1969, we had a policy that
we were going to tax the most wealthy estates that amount to
about 1 percent of the total estates in this country.

Then inflation and appreciation came in to bear upon the exemp-
tion and they were of little value. They reached a point in 1976
where we were taxing about 12 percent of the estates.

Then we passed the 1976 law and I think we get it down to about
5 or 6, and then in 5 years now, it is probably back to where it was.

I think with the effect of the program we are talking about,
coupled with indexing, which isn't part of it, that we could main-
tain a policy of taxing 1 or 2 percent of the estates in the country.

Whether you could justify the work for the revenue is an entire-
ly different question and a legitimate one on your part.

But I think we would have a consistent estate tax policy that we
have had since 1916.

Mr. MoRAN. In 1926, Congress almost repealed the estate and
gift tax as part of the massive reduction under former Secretary
Andrew Mellon.

The progressives at that time retained a skeletal form of estate
and gift taxes. It produced virtually no revenues and the maximum
rate was 20 percent. They created State death tax credit of 80
percent of that.

So most of the funds went to the State, but then when we hit the
depression, the economy and the social views of wealth changed
and the new administration gave it a new definition.

What is surprising, there really hasn't been any significant
change, except increases during the depression, and also during the
war, why hasn't it increased in revenue with the tremendous infla-
tion from 1945 to 1976.

I submit we lawyers have adopted the skills of the medieval
philosopher to defeat through estate planning the yield. It is a
practiced profession. It is a specialized subindustry.

There is a law school that gives a master s in estate planning.
You are giving us direct employment. I have benefited from that,

and perhaps I shouldn't be t6stifying in favor of repeal.
But I think there is a point where we have to be public about

these tremendous costs. The yield has not increased in terms of
percentages. The amounts are relatively insignificant. We could
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increase the cigarette taxes and get more. You can increase the
alcohol taxes and get more.

If we are not getting significant revenues, at tremendous cost
and complexity, Senator you are going to be hearing again from
the farm community in 5 years. They are going to have problems
with inflation again.

Senator GRASSLEY. Hence, that is why I support indexing.
Mr. MORAN. Well, that is one approach. But when you are down

to the minimal number of people that are going to pay it, let's be
honest and repeal it.

That is my opinion and judgment and people can differ.
Senator GRASSLEY. All I was responding to is, did we have a

policy. I thought we had a fairly consistent policy between 1916
and the time inflation set in and about 1969.

Mr. MORAN. Well, I take the view in my paper that your purpose
is either the redistribution of wealth or revenue.

It is a colossal failure in terms of redistribution of wealth.
Professor Smith of the University of Pennsylvania found the

super 0.5 percent of the richest people in America have maintained
their wealth from 1945 through 1973 or 1974.

There is little empirical study oh redistribution. Income taxes
perhaps affect more of a redistribution than the estate and gift tax.

What we have in process is a piecemeal repeal of the estate and
gift tax because of the problems agitated by inflation.

The problems of the people before the committee are obviously
real. It is like talking about capital punishment. We can debate
that in a law school, but for the person who is in jail, he is going to
be killed, it is not so theoretical.

So, you do have real farmers, a closely held business, who do
suffer the hanging. But I do think tax laws have to be judged in
terms of policy and not necessarily on isolated cases.

Senator SYMMS. I thank you very much.
I thank you very much, Senator Grassley, also for those com-

ments.
I think that what is really causing a great deal of problem here

in this town and in this country is the damn printing presses down
here that keep running 24 hours a day printing money and de-
stroying the value of everything and completely disrupting the
financial markets and the institutions, the banking system, the
value of people's property and the general price levels keep going
up as long as they run the printing presses down there.

We will have that to contend with. But that is another matter. I
really agree with you that the death tax is certainly an inequitable
tax. It is a very inefficient way to raise revenue. It is not good for
long-term capital formation and capital planning and jobs and a
strong economy in this country, because it destroys incentives. It
really should be the real answer to abolition. Anything else is just
another way to have people go out and hire another bunch of
lawyers and CPA's to plan their estates so they can avoid it.

Now, Dave, after that little sermon, we would like to hear from
Dave Raboy.

Mr. RABOY. Thank you, Mr. Chairman.

STATEMENT OF DAVID RABOY, INSTITUTE FOR RESEARCH
ON THE ECONOMICS OF TAXATION

My name is David Raboy. I am pleased to testify on the subject
of the economic effects of the estate and gift taxes.
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I am director of research for the Institute for Research on the
Economics of Taxation, a nonprofit research group, founded in
1977, by Dr. Norman B. Ture.

It is hard to pin down the rationale for estate and gift taxes. To
some these taxes are mere revenue raisers. To others, the purpose
of taxes on wealth transfers is to retard an unacceptable accumula-
tion of wealth.

A further justification is the belief that these taxes enhance the
equity of our tax system.

These taxes, however, are hardly powerful revenue raisers pro-
ducing Federal revenues of only $6 billion a year. Rather than
being taxes on only the very rich, even the most modest estates are
subject to taxation.

In 1916, when the estate tax was introduced, the exemption was
$50,000. Projecting that forward and considering inflation, there
would have to be a current exemption of approximately $400,000 to
equal the original exemption in value.

Today's unified credit produces an equivalent exemption of ap-
proximately $175,000, less than half of what was intended accord-
ing to the law, in 1916.

I would characterize this tax in economic terms as a tax on small
business, and I can't put this in my statement, but if you would
like to ask me a question as to why I feel that way, I will be happy
to tell you.

Finally, as is discussed in my written statement, existing estate
and gift taxes violate reasonable standards of tax equity. -

Although these taxes do not accomplish what they were appar-
ently intended for, convention wisdom holds that estate and gift
taxes do little damage to the economy.

An on-going IRET research project which considers matters of
economic efficiency, as well as equity, suggests the opposite.

Our preliminary suspicions are that these taxes cause wide-
spread distortions in the economy due to the fact that in the words
of the late former Secretary of Treasury, Andrew Mellon, "These
taxes are a levy upon capital."

The first efficiency loss due to these taxes is a decrease in the
overall level of saving in the economy. It was previously thoug'7
that the desire to leave a bequest for one's heirs was an insignifi-
cant component of the savings motive.

Recent research however, has turned this notionon its head. A
study conducted by Laurence Kutlikoff and Lawrence Summers of
the National Bureau of Economic Research suggests that a major-
ity of saving in the economy takes the form of wealth transferred
from one generation to another.

Other recent research luts shown that taxes on the income from
savings, in general, and on bequests in particular, decrease the
after tax return to savings and since saving is. responsive to its
after tax return, these taxes decrease the aggregate amount of
saving in the economy.

The result of estate and gift taxes is an unequivical drop in the
rate at which society saves and accumulates wealth.

The second major efficiency loss has to do with the fact that
taxes on wealth transfers force savings into uneconomic uses.
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For example, estate taxes are levied on the estate itself and
become due a short time after the transfer. This clearly biases
savings away from those investments that are less liquid such as a
closely held manufacturing or construction firm.

Illiquid estates risk the hazard of having to sell off assets at
distress prices. As a result, under present law, an estate coriprised
primarily of physical assets is a poorly planned estate.

Unfortunately, it is just such estates that are the most valuable
to society from an economic prospective.

Estate and gift taxes encourage what economists refer to as
trustification. That is, the establishment of trusts to minimize tax
liability.

Since trust administrators tend to be less willing to take risks
than the average entrepreneur, this blunts innovation.
. Again, this is unfortunate because a dynamic economy depends

on venture capital and the entrepreneurial drive.
In the weeks to come, IRET will be looking further to some of

the issues in this testimony. We will be curious to see the extent to
which saving is decreased by estate and gift taxes and the extent to
which saving is directed into unproductive uses.

We will also take a second look at the equity argument in an
attempt to see just who bears the burden of estate and gift taxes.

As a first step, we are currently simulating the effects of a
complete repeal of all estate and gift taxes on such variables as
employment, investment, Federal revenues and GNP growth.

The simulation is being performed on the analysis of tax impacts
model at the firm of Coopers & Librin. This model was developed
by Dr. Norman B. Ture and when the results are complete they
will be made available to this committee.

Thank you, Mr. Chairman.
Senator SYMMS. Thank you very much, David.
Now, Ray Stroupe.

STATEMENT OF ROY M. STROUPE, PRESIDENT, NATIONAL
TAX EQUALITY ASSOCIATION

Mr. STROUPE. Yes, thank you, Mr. Chairman and Senator Grass-
ley.

I am Ray M. Stroupe, president of the National Tax Equality
Association or NTEA. I am accompanied by Christopher Frenze,
our director of research.

The National Tax Equality Association appreciates this opportu-
nity to support S. 404, a bill to repeal estate and gift taxation.

NTEA consists of over 1,900 firms, mainly small enterprises,
which oppose excessive and discriminatory taxation of business andcapital.

in recent years more attention has been focused on the pressing

need to encourage increased savings, capital formation and produc-
tivity growth required for the effective operation of our capitalist
system.

Recognition of the detrimental effects of high marginal income
tax rates has rightly assumed a central role in discussions of tax
policy.

In our opinion, Federal estate and gift taxation represents an-
other extremely counterproductive feature of our Tax Code.

Disincentives to investment and entrepreneurial activity are
very great relative to the tax revenues derived from this source.

Less than 1 percent of total Federal revenues.
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Effective estate planning can minimize the impact of inheritance

taxation on the very wealthy, but the incidence of the tax is
regressive, falling heaviest on relatively modest estates, especially
small family businesses aid farms.

These closely held estates are often forced into liquidation on
relatively unfavorable terms to meet tax payments.

The existence of the tax provides an incentive for older business-
men to sell out to publicly held corporations and use the proceeds
to purchase liquid investment vehicles such as Government securi-
ties.

Estate taxation imposes a heavy burden on aggressive entrepre-
neurship, successful business judgment, and capital formation in
closely held enterprises.

Yet, these qualities.are essential to the dynamic and efficient
operation of our competitive enterprise system.

The tax rates imposed by law are harsh enough, but inflation
induced bracket creep has pushed the tax take to virtually confis-
catory levels.

As a result, the tax really disrupts business planning and forces
the liquidation or truncation of many of the most successful and
productive business units.

Estate taxation destroys capital, discourages savings and capital
accumulation, and produces little revenue.

Government policy condemns economic concentration and strong-
ly enforces many antitrust laws. Yet, when concentration or
market power actually appear, it is most often as a result of some
Government regulation or action.

Fstate taxation, for instance, promotes unnecessary economic
concentration, while making many small businesses and farms sell
out to large corporations.

Tax considerations introduce a significant bias in decisionmaking
in favor of larger business units.

In addition, by hindering the growth of successful small busi-
nesses by the confiscation of capital, the tax can insulate big,
established corporations from competitive forces that would other-
wise exist.

Particularly where economies of scale play an important role,
the effects of the tax may constitute a barrier to entry or expan-
sion, preventing a small firm from accumulating enough capital to
aggressively challenge established businesses.

Because estate taxation is inapplicable to publicly held corpora-
tions, it discriminates against small private businesses and farms.

The competitive disadvantage imposed is considerable and should
be removed. The repeal of the tax can achieve this objective and
facilitate more neutral taxation of business enterprises.

Thank you.
Senator SYMMS. Thank you very much.
Now we will hear from David Keating.

STATEMENT OF DAVID KEATING, DIRECTOR OF LEGISLA-
TIVE POLICY. NATIONAL TAXPAYERS UNION

Mr. KEATING. Thank you, Mr. Chairman.
I would like to thank the committee for the opportunity to

appear today to discuss major estate tax issues on behalf of our
members and in all 50 States.



103

Mr. Chairman, in 1789, Ben Franklin wrote, "Nothing is certain
in life but death and taxes." He was right, of course. Unfortunate-
ly, for Mr. Franklin, he passed away in the following year.

Seven years later the Federal Government decided to impose
additional suffering by taxing death for the first time. It has been
with us off and on ever since, mostly on, in the past 70 years.

The National Taxpayers Union favors the bills before this com-
mittee which would reduce Federal estate and gift taxes.

In particular, we support S. 404, introduced by the chairman,
which would repeal the Federal estate and gift tax.

Although repeal is preferable and most equitable, we also sup-
port S. 395 which reduces estate and gift taxes.

One of the original purposes of the estate tax was to discourage
the concentration of wealth. It is ironic that it has often had the
opposite effect.. Small farms and family businesses are often forced to close or
merge with larger companies because of the necessity of paying a
tax, not because of consideration of efficiency.

Due to inflation, the estate and gift tax will increase over the
coming years. The rates of the estate and gift tax are steeply
progressive. This produces a bracket creep effect.

As inflation and other factors pushes estate values up, an estate
becomes subject to higher rates of tax, even though its real value
has remained the same.

S. 395 attempts to alleviate this problem with a 10-percent rate
cut and increase in the estate and gift exemption.

While we believe it is a good start, we feel rates could and should
be cut further. It is not a permanent solution, as well.

A better solution would be to establish a permanent indexing
system for the estate and gift taxes. Both the exclusion amounts
and the bracket amounts could be adjusted according to the CPI or
other appropriate index, so that the bracket amounts' values will
remain the same.

One problem which has always plagued the estate tax is that of
valuation. We feel that several changes should be made to allow
fuller use of the special use valuation provision.

We support the changes proposed in S. 395 which I have listed in
my statement.

We also support a full marital deduction. We don't think there is
any valid reason that husband-wife transfers should be taxed. Not
only has the husband and wife not gained anything by the death,
they have suffered a loss, both emotionally and economically.

It makes little sense to impose another burden.
The estate and gift taxes are to be maintained, there are certain

changes which I have listed in my statement which we feel must be
made. They closely follow S. 395, except we would recommend
adding a provision for indexing the brackets.

The best possible solution is repeal. We fully support S. 404, by
the chairman. Even if all the other faults of this tax were to be
I 'moved, and the bias against small business somehow lessened,
' e effects of inflation counteracted and the problems in valuation

resolved, which are very significant problems, there would still be
a major flaw in the tax.
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It is, as it was meant to be, a device to discourage inheritance
and the accumulation of wealth within the family.

It should be noted that this has popular support, I believe. Our
members, in concert with other members of other tax groups in the
State of California, have placed on the ballot two initiatives to
repeal that State's inheritance taxes.

I believe well over half a million signatures were collected.
The current system, with the high -rates of taxation is simply

punitive. People are benefited by the drive to acquire wealth. We
should not punish the accumulation of justly acquired property.

It is in everyone's interest that one institution, including the
Government, not acquire a monopoly over most cultural, education-
al, and scientific activities. We should not prevent the development
of private funds necessary to pay for these activities.

Finally, the bias of the estate tax against accumulating wealth
acts to discourage savings by individuals, as Mr. Raboy has indicat-
ed in his statement.

There is no reason to continue to discourage savings in this way.
In conclusion, it is impossible to calculate how many small but

vital small businesses and farms have had to close because of the
effects of the death tax.

Many businesses, had they not been crippled by the tax or sold
at estate sales, would have grown and continued to make valuable
contributions to all Americans.

There is no reason to let this tax continue.
Thank you.
Senator SYMMS. Thank you very much for a very excellent state-

ment.
We have one witness here that is not on the listed panel?
Mr. STRoUPE. Mr. Friends, who is with me, sir.
Senator SyMMS. Very well.
I did have one question or two that I wanted to ask. Mr. Raboy,

you made the reference about the effect on small business, but just
what is the economic difference and the impact, do you think,
between outright repeal and simply raising the credit to a higher
level?

Mr. RABoy. I suppose that is a quantitative matter. It depends
upon how high you raise the credit. I took a look at the statistics of
income for the latest year available and I came up with some
startling evidence on capital accumulation and small-type busi-
nesses, noncororate businesses.

Virtually 76 percent of the taxable returns in that year were
from estates within the $100,000 to $1 million range. This account-
ed for 65 percent of the gross taxable estate.

Now there was another variable that I took a look at in coordina-
tion with this, and this was noncorporate business assets.

It turns out that this group accounts for about 60 percent of the
noncorporate business assets that are included in gross estates.

Couple that with the fact that this group also paid 55 percent of
the total amount of the estate tax after credits, and you can see it
is probably correct to characterize this tax as a tax on small
business.

With respect to immediate repeal, a couple of weeks ago Senator
Heinz, in front of the full committee, asked me if I would, support
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immediate repeal of the corporate income tax. I responded to Sena-
tor Heinz saying that I was an economist and not a politician.

I will respond in kind, to you. I see no economic justification
whatsoever for taxes on estates and gifts. The political matters are
beyond me.

Again, if the exemption was raised to a very, very, very high
level, probably you would have basically the same net economic
effects as outright appeal. But, that is an empirical matter at this
point, and I would prefer not to play around with it and say that
probably repeal would be the best way to go.

Senator SYMMS. Thank you very much.
What would be wrong with-in view of the present bill thie

President is now talking about, that there seems to be somewhat of
a bipartisan coalition supporting what the President wants to do,
to just simply computing the portion of that tax bill that is dealing
with the death tax, and the gift tax and simply say that 1981 is the
base year and that for each year that in the phase out, if you died
in 1981, your heirs would have to pay this much tax, but in 1982,
your heirs would be paying 75 percent of what it was in 1981, and
if you died in 1983, your heirs would be paying 50 percent and so
on or whatever they could do until it is gone.

And get it on the books now, because the clock keeps running
and sooner or later, if we could ever pass the law that abolished it,
they would have to change things. " -

It seems to me like that is a very simple, easy-to-understand
system. You don't have to write a new Tax Code. You just have one
simple formula that the rates are going down to zero and then it
disappears, at the end of a time certain, 5 years, 10 years, 6 years,
whatever it takes.

Mr. RABOY. I would agree with that. I think the problem with
the President's proposal, as it stands now, if I am correct, there is a
$600,000 exemption and then the rates start exactly as they are
under present law.

Senator SYMMS. That has certain humanitarian aspects, because
look at the encouragement that would be for people who are in
their later years to stay alive for another 10 years.

Mr. RABOY. Well, actually, there is a correlation between life
expectancy and the amount of taxes raised from estate and gift
taxes, but I wouldn't want to establish a causal relationship be-
tween the two.

But the point is, above $600,000 the rates can get very steep.
Looking at the statistics of income, there is an enormous amount of
capital accumulation that goes on of estates of $1 million, $2 mil-
lion, that sort of a thiug.

That would greatly discourage savings, still.
So, I would agree that the phaseout of--
Senator SYMMS. I would just say that I have suggested this to

Treasury Secretary Regan and to President Reagan. So, any of you
that have any influence there, if you agree with that, within the
next 2 or 3 days, I think is the time to get the message down there
to them.Mr. MORAN. I think it should be noted that table 4 in the joint
committee staff report discloses an average tax rate of almost,
since 1945 through 1977, of about 25 or 26 percent.
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As a result of the Tax Reform Act of 1976, it dropped by 7
percent to about 19 percent. When we talk about phase in of the
exemption and decrease in the rate brackets, what are we really
talking about in terms of average effective tax rate? Is it going to
be under 10 percent?

I think the effective tax rate gets so small, when you combine
the increase exemption with the reduction in tax rates, if they
start at 20 percent over $600,000. It is just another way of pointing
how minimal the tax burden will be, and I hope, subject to limita-
tions of budget, that other Members of Congress can support your
bill to repeal it.

This is another way of looking at what we are really talking
about, such a minimum amount of revenue for such a maximum
amount of complexity.

It can't be justified to continue in the fashion that it is.
Senator SyMMS. Thank you very much.
I certainly want to thank all members of the panel for being

with us. Your entire statements will be a part of the record.
[Statements follow:]
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Statement of Gerald P. Moran
Visiting Professor of Law

Marshall-Wythe School of Law
College of William and Mary

Summary of Statement

1. The estate tax system as it presently exist fails to meet any minimal standard by
which tax laws should be tested:

(a) It produces minimal revenue while creating immense complexity;
(b) The total cost of compliance, public and private, probably exceed the

current federal yield of revenue;
(c) There is no constituency in favor of its continuation; neither political

party is committed to an estate tax which produces significant
revenues;

(d) It plays a marginal role in terms of total federal receipts - 1 percent;
(e) Clearly, the estate tax system fails as a viable tax system under any

rational standard which is applied to actual results.

2. Whether its purposes are revenue raising or redistribution of wealth, the present
system fails in meeting either objective.

3. It creates enormous cost for the public in attempting to avoid or reduce its impact.

4. The estate tax system is far more complex than carryover basis and has created a
sub-industry of taxation-estate planning. Certainly, tax laws are not enacted to
justify employment for the professional classes.

5. The farm community found bipartisan support to reduce its yield in 1976 and finds
even more today.

6. The enactment of S. 395 or some modified compromise is tantamount to repeal.

(a) It would reduce estate tax revenues in 1985 to what they were in 1971
(approximately $4 billion).

(b) It would impose the tax burden on only .3 percent of those dying.
(c) It would reduce estate taxes to less than .5 percent of total federal

receipts.
(d) And, the problems of the farm community transcend even outright

repeal.

Conclusion:

Its time to admit the obvious and give the estate tax system an honorable death.
While the idea of an effective estate tax system remains appealing, it presently does not
exist. I expect this Committee to end the charade by recommending repeal of the estate
tax system.
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Statement

of

Gerald P. Moran

Visiting Professor of Law

Marshall-Wythe School of Law

College of William and Mary

I appreciate the opportunity of sharing my views with respect to the estate and

gift tax system and, more particularly, the proposal for repeal pending before this

Committee.

It should be noted that I appear solely as an individual and my views are not to be

attributed to any institution with whom I am or was associated. This past academic year

of 1980-81 1 was a visiting professor of law at the Marshall-Wythe School of Law of the

College of William and Mary. I am a professor of law at the College of Law, University

of Toledo and, apart from my primary academic responsibilities, engage in some limited

consultation. -Prior to entering an academic career, I was engaged In private practice

and was employed for seven years in various capacities by the Internal Revenue Service.

These collective experiences, private practice, university teaching, and government

service Interact to shape an approach to tax legislation which has as its basis an equal

concern for tax theory and application.

It is my hope that tax laws are shaped by some standard other than political

expediency or economic theology. I submit a standard by which tax laws should be tested

Includes adequate concern for:

I. Revenue Produced

2. Allocation of the Tax Burden
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3. Simplification

4. Role in Federal Budget

5. Impact on the Economy

6. Coses in terms of Public and Private Expenditures (Quantitative) and

in terms Personal -ON Asp 22'toot

7. Political Support
The greater a tax law comports with the above elements, the more it can be stated

Congress has attained a level of political perfection. The elements are neither exclusive

nor are they to be applied in terms of absoluties - either yes or no - but rather tax laws

should be measured by the degree to which they comport with the above standards. The

present estate and gift tax structure hardly registers on this scale.

We can agree:

I. The present estate tax system produces minimal revenues ($7.2 billion

1981).

2. The tax burden rests on the richest 2.3 percent of those dying.

3. It creates a tremendous amount of complexity and requires the skill

of a medieval philosopher to understand its application.

4. The estate tax system plays only a marginal role in the federal budget

- 1 percent and falling.

5. With respect to impact on the economy, most believe that estate

taxe, have a negative impact on small farms and closely held trades

or business.

8. In view of its complexities, the estate tax system has generated a

sub-industry of taxation, estate planners. Included are lawyers,

academicians, accountants, insurance representatives, trust officers,

appraisers and others. These services are costly and the federal

84-82 0-81-8
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government may reap more on income taxes from this industry than

from the estate tax system itself.

7. There is almost no constituency in favor of estate tax and the present

mood of both political parties appears to be in favor of a substantial

increase in the exemption as well as further relief to family farmers.

Clearly, the estate tax system fails as a viable tax system under my criteria on any other

rational standards which are applied to actual results.

I suspect the Republicans are afraid of being charged with removing the estate tax

on the wealthy - but it should be noted the Democratic controlled Congress (96th)

reduced estate and gift taxes dramatically in 1976 and permanently repealed carryover

basis in 1980. Moreover, the tax package of both the Reagan Adrninistration and the

Democratic alternative in the House both include proposals to reduce the burdens of

estate tax; cannot this Congress get beyond the usual bland of partisan politics and admit

that neither political party is committed to an estate and gift tax system which will yield

significant revenues.

I would like to review briefly certain aspects of the current structure which

necessitates repeal, viz., failure to achieve stated purposes, failure to raise revenues,

cost, complexity, and erosion of political support.

Purposes of Estate and Gift Tax:

In the Spring of 1976, I asked the Ways and Means Committee to address the

objectives of the estate and gift tax system before it proceeded to recommend major

reforms which would increase complexity while further reducing the revenue harvest

from the system. The former chairman of the Committee, Representative Ullman,

whose views on this matter have been presented to the Committee this morning, was

somewhat irritated by the question of purposes and stated in part in 1976:
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If we have to decide that issue (purposes) we will spend all of
our time debating the issue and never get a bill out of the
committee so perhaps you are trying to confound us, Professor,
by throwing us a curve, but there is no way we can make this
judgment and get language that would satisfy the members of
this committee or the Congress, or that we could get through
Congress.

I am pleased to see that this Committee does not consider the question of purposes of the

estate and gift tax irrelevant or an academic curve. There is no way the Issue of repeal

or amendment can be analyzed without first establishing the functional objections of the

system.

Until- the 1930s, the sole function for the estate and gift taxes was to raise

revenue to meet the cost of wars - the Civil War, Spanish American and World War I.

Except for the last war,.the estate taxes (inheritance in 1800s) were repealed after the

hostilities concluded. The estate tax would have been repealed in 1926 as a result of the

efforts of Andrew Mellon, Secretary of the Treasury. However, a skeletal version of the

estate tax structure was preserved by the skillful legislative maneuvers of progressives in

the House who reduced the maximum rates to 20 percent, increased the state death

credit to 80 percent and increased the exemption to 100,000. They also, repealed

outright the gift taxes. While the estate tax evidenced some modest degree of hostility

towards wealth, its principal if not exclusive purpose at the time of its initial enactment

and in 1916 in particular was to raise revenue.

The rampant tax reductions bf the 1920s were followed by the Great Depression.

Estate taxation found favor with the new Roosevelt Administration which stressed the

anti-wealth aspect of the tax and, in so doing, gave it a new definition. A number of

specific changes were effected: exemptions were decreased, gift taxes reenacted, and

tax rates increased. The apex of anti-wealth attitude was suddenly reached on June 19,

1935 when President Roosevelt sent an unexpected message to Congress. President

Roosevelt decried the evils o , the transmission of wealth from one generation to another
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and asserted "inherited economic powtor is an inconsistent with the ideals of this

generation as inherited political power was Inconsistent with the ideals of the generation

which established our government." He then proposed an inheritance tax in addition to

the estate tax to preserve a measure of equality of opportunity for all. Congress

responded by greatly increasing the estate tax burdens but did not adopt the

recommended inheritance tax.

As the country moved out of the depression, it was confronted with the necessity

of raising revenues to finance World War !I. The estate and gift taxes, like all other

sources of revenue, were used to meet the new emergency. As soon as the war ended,

Congress, in a manner comparable to the twenties, began to reduce taxes. President

Truman vetoed the Revenue Act of 1948; in his message explaining the veto, he was

particularly citical of the enactment of the marital deduction which would reduce

estate tax burdens for the 12,000 richest families in America.

While it is evident that the anti-dynastic mood of the thirties is concealed in the

roots of the system, few have focused on the empirical results in terms of

redistribution. Professor G. P. Verbit of Boston University Law School in a two part

article in 1978 found that there was little or no data to support the proposition that the

estate taxes effected redistribution. He cited one major economic study of Professor

James D. Smith who found little shift of wealth among the super rich (i.e., the richest .5

percent) for the period of 1955-1972. Hence, the sparse data disclose, assuming some

believe that the primary or even secondary objective of the federal transfer tax is to

effect redistribution, a colossal failure in that respect. As will be seen in the discussion

of revenue betow, the other traditional objective of estate taxation, viz., that of raising

revenue, has also not been achieved.
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Revenues

It has been a constant source of surprise and concern that the media tends to

concentrate on abstract ideological debates and personalities rather than focusing on the

results of our complicated alternative sources of federal revenue. President Reagan's

revised tuidget (March 1981) discloses the federal transfer tax will generate a mere $7.6

billion or 1.1 percent of revenues for fiscal 1982. Assuming the legislation before this

Committee is not enacted, this amount will increase to $11.3 billion by fiscal 1986, but

the percentage of federal revenues will remain approximately constant at 1.2 percent.

We realize more revenue from alcohol and tobacco taxes than we do from estate and gift

taxes! Alcohol and tobacco taxes generated $8 billion In fiscal 1980 - as compared to

$6.4 billion from estate and gift taxes. The results for later fiscal periods are estimated

to continue; e.K. estimated $8.3 billion as compared to $6.9 billion for fiscal 198 1.2 To

say that the estate and gift revenues are a marginal aspect of federal revenues Is

somewhat of an overstatement. This is not a recent development. The revenues from

estate and gift tax have been less than 2 percent of total federal revenue for the last.

thirty-five years. The high point was reached in the thirties (4.2 percent in 1935)

because of a significant drop In income tax revenues and increases In the estate tax

rates. Hence, accepting that revenue Is the purpose of the federal transfer tax, we see

less than significant revenues and a process of constant deterioration. In fact, Congress

will not have to face the actual decision to repeal if it simply continues making adho

modifications further devitalizing its reach.

However tenuous the effectiveness of the present system, It will be further

exacerbated by the enactment of S. 395 calling for an increase in the exemption (in the

form of an Increase In the unified credit) to $600,000. This change alone, if applicable

now, would reduce revenues from $7,263 billion to $3,518 billion (revenue loss $3,745

billion) for fiscal 198 1. This constitutes cutting the total federal revenue from the
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federal transfer tax by more than 50 percent and, as a result, the estate tax revenue

would constitute only .6 percent of total federal revenues. It also would place the entire

burden of the tax on only .3 percent of those dying whereas the present burden is shared

by 2.8 percent. Can such a discriminatory allocation of the burden be described as tax?

If phased in over the next four fiscal periods on a graduated basis as proposed, the new

exemption alone would reduce revenues in 1985 by $5.9 billion - almost what is yielded

in fiscal 1980 ($6.4 billion).

In terms of absolute dollars, the $4 billion in estate taxes to be collected in 1985

would represent turning the clock back to 1971, where only $3.7 billion in estate tax

revenues was yielded. Estate tax revenues would be reduced to an all time low as a

percentage of federal revenues, viz., .5 percent.

Cost:

Any evaluation of revenues must be analyzed from the perspective of cost. I

doubt the Internal Revenue Service's costs in collection are any greater than those

involved in collection of income taxes. However, it is a mistake to consider only the

public cost. Some consideration must be given to private costs.

There are significant questions involved in estate planning, valuation, incidence of

ownership of insurance policies, problems about post-mortem elections, qualification of

marital deductions, qualification of annual exclusions, and litigation involving these and

other issues. These problems have created an estate planning industry. Numberedamong

the group are lawyers, accountants, insurance representatives, academicians, and trust

officers. We have estate tax seminars, law courses and at least one law school grants a

masters degree in estate planning. We have made the technical rules a way of life; a

business. Lewis Eisenstein the late tax realist said it over twenty years ago and it's even

more true today:

While it - estate and gift tax law - helps to sport many
lawyers, it does relatively little to support the government.
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I suspect the federal government may realize more in the income tax paid by estate

planners than it receives from the federal transfer tax itself. That is not an amusing

circumstance. It becomes even more paradoxical when one realizes that the tax laws

authorize an income tax deduction for a good portion of estate planning fees paid to

avoid or lessen the tax burden. There are in short enormous costs incurred by the public

In dealing with the estate tax laws which provide minimal yield for the federal

government.

Complexity:

My fellow members of the Bar made a successful attack to repeal carryover

basis. It was repealed on the finding it increased cost of administration and was unduly

complicated. The complexity of carryover basis is simplicity itself when compared to

the range of complexity generated by the estate and gift tax structure.

With the recent successful attack on the carryover basis still warm, have my

fellow members of the Bar informed this Subcommittee on Estate and Gift Taxation of

the greater complexities associated with the federal estate tax system? Have they asked

for repeal of the estate tax system or do they ask for further simplification in form of

increased exemption while retaining the system? If so, why? The answer is obvious, they

have a vested legal technology having significant economic value and wish to retain the

benefits accruing therefrom. There are others in the estate planning industry who will

also likely posture against its repeal - included are academics and the banking,

accounting, and insurance industries. I assume that tax systems are created to raise

revenue and not to create jobs for the professional classes.

Political Erosion:

The farm community whose elected representatives in 1926 saved a skeletal term

of the estate tax system from repeal are in the ironic position of pressing for significant

reduction which are tantamount to repeal in my opinion. At the public hearings before
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the Ways and Means Committee in 1976, all elements of the farm community were in

attendance to support an increase in the exemption and the enactment of special use

valuation. Their argument then and now is that estate and gift taxes are among the

major forces causing termination of the family farms in America. I am not an economist

nor do I suggest any specific knowledge of the problems in agri-business. However, the

problems.facing the family farmer with 400 to 600 acres transcend those arising because

of the application of estate and gift taxes. These problems are not unlike the

neighborhood grocery stores of the 1940s which fell victim to large national grocery

stores. Indeed, there has been a farm boom during the late seventies and the Increases In

farm land values have exceeded the inflation rate; ie.,, real increases in value.3 Yet, It

is this community which found congressional support in 1976 and finds bipartesan support

today.

If you believe that increases in the exemption will be the answer to their

problems, you're simply passing the same problem forward. The capital intensive aspects

of farming will increase as will the value of farm land in this decade. You can expect

they will be back again to discuss their "estate tax" problems with you or your staff in

the near future.

In 1976, I opposed the concept of taxing people owning different kinds of property

on the basis it created unequal treatment and broke the Integrity of the estate tax

concept of taxing property on the basis of its fair market value. Congress did not agree

and enacted section 2032A to provide special relief for the farming constituency.

Section 2032.A epitomizes how well intentioned legislation that sounds good in theory,

can create a nightmare in application. The first problem is definitional - how can you

describe what types of property qualify and how will its special value will be

determined? One of my friends In agri-business at Ohio State University tells me there

are section 2032A valuation experts and that he spends over ten percent of his time
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clarifying the meaning of the law and regulations. If you create a flat reduction from

fair market for farm land, then the disparity of treatment will be highlighted. It's a road

down which there is no answer expect to admit that further significant Increases In the

exemption to provide relief for the farm community also constitutes In reality repeal of

the system.

Conclusion:

The present estate tax system produces a marginal yield of $7.2 billion for the

federal budget. This constitutes only 1 percent of total receipts. It is proposed that the

yield should be cut to $4 billion by 198 5 in which event this would constitute less than .5

percent of total revenues. The burden of the tax would be shifted to only .3 percent of

those dying; down from 7.3 percent In fiscal 1977 and 2.8 percent for fiscal 1981.

Obviously, the system is filled with complexity which creates an expensive spin-off

industry of estate planners. It is more likely the government realizes more in income

taxes paid by the spin-off Industry than It does from the estate tax system; this is

particularly true if S. 395 or some modified compromise is enacted. The estate tax role

in the federal receipts as a percentage of total revenues is presently 1 percent and

expected to fall drastically. There are many claims about Its negative economic Impact

on farming and closely held businesses. In additon to the enormous private costs Incurred

in avoiding the tax, there are significant limitations imposed on a person's testamentary

choices. Finally, there is little support in f favor of the estate tax and the claims of the

farm community are finding bipartisan support. There is in short Increasing political

erosion In favor of an estate tax.

Adoption of S. 395 constitutes a sub silento repeal under any measurement. It's

time to admit the obvious - let this Congress give the estate tax an honorable death. The

idea of an effective estate tix remains appealing but it is not one that presently exists.

At this poinit, we - this Committee - should not continue the charade of an estate tax
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system, particularly if further reductions of' its already minimal revenues are

recommended.

I am glad Chairman Symms has placed the important Issue of repeal before the

Committee. I believe that this Committee should be forthright in acknowledging to the

American people that neither political party is committed to an estate tax system which

produces significant revenues and that the form of this acknowledgement will be a

recommendation in favor 6f its repeal.

Footnotes:

1. Public Hearings on Fderal Estate and Gift Taxes before the Ways and Means

Committee, 94th Cong., 2nd Sess., Part I, at 762 (1976).

2. The recent Joint Committee report on S. 395, et al indicates the estate and gift tax

revenues for fiscal 1981 are $7,283 billion; see Background and Description of Bills'

(S. 395, S. 404, S. 574 and S. 858) Relating to Estate and Gift Tax, Joint Committee

on Taxation, JCS-16-81, at 23 (1981). President Reagan's revised budget discloses a

return of $6.9 billion for fiscal 1981 as does former President Carter's economic

report for 1981; see President Reagan's Budget Revisions for Fiscal 1982, at 122; and

Economic Report of the President, at 315 (198 1).

3 See extensive discussion of the agri-business in the Fconomic Report of the

President, at 115 through 123, inclusive (1981).

I
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THE ECONOMICS OF ESTATE AND GIFT TAXES

Statement by
David G. Raboy

Director of Research
Institute for Research on the Economics

of Taxation (IRET)

SUMMARY

This testimony considers the economic effects of estate and gift taxes. The

rationale for these taxes Includes the raising of revenue, the retardation of

excessive wealth accumulation, and the enhancement of equity in the tax system.

The tax is not a powerful revenue raiser; It has been levied on large sections of the

middle class, and has violated reasonable standards of tax equity.

Most economic analysis has focused on equity and has ignored the effects of estate

and gift taxes on the efficiency of the economy. Our preliminary suspicions are

that these taxes cause widespread distortions in the economy due to the fact that

they are taxes on wealth. Recent research has shown that the majority of saving

takes the form of bequests from one generation to another. Thus, estate and gift

taxes are one additional layer of tax on saving. Recent research has also

established that taxes on the return to saving Inhibit the motive to save.

Therefore, taxes on bequests decrease the aggregate amount of saving In 'the

economy.

A second economic loss occurs because estate and gift taxes force people to

channel savings into uneconomic uses. Because these taxes are levied on the estate

and become due shortly after the transfer, they bias Investment away from llllquid

Investments; that Is, Investments in physical capital as would be the case with a

closely held business. This Is unfortunate because the greatest job-producing

potential comes from such businesses. Further, these taxes Inhibit risk taking by

causing "trustlflcation"-the establishment of trusts for tax avoidance purposes. It

Is weU known that the administrators of trusts are generally far less willing to

take risks than other economic actors. Again, this is unfortunate because a

dynamic economy depends on Innovation.
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IRET is conducting an ongoing research project on the efficiency effects of estate

and gift taxes. As a first step, the effects of a complete repeal of estate and gift

taxes are being simulated by the Analysis of Tax Impacts Model, developed by Dr.

Norman B. Ture, and now being run by the firm of Coopers and Lybrand. As soon as

these numbers are ready, they will be made available to the sub-committee.
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Introduction

In an earlier part of the history of our tax system, little emphasis was put on the

economic effects of taxes. The primary criterion for judging a tax change was

equity and little attention was paid to the effects that a tax might have on the

efficiency of the economy.

The parallel growth and intrusion of the income tax into our day to day lives has

rekindled an interest in "supply-side" economics and has spawned a widespread and

active inquiry into the nature of the income tax and how it affects our society. As

a result of this examination, It is now widely accepted that the existing high

marginal tax rates on income tend to limit productivity and real economic growth

by penalizing work, savings, and investment.

Unfortunately, far less economic analysis has gone into examining the effects of

the existing high rate of estate and gift taxes. The purpose of this testimony Is to

provide the outlines of an ongoing research project at IRET, and to offer some

preliminary findings. Essentially, our aim Is to apply the same principles of neo-

classical or "supply-side" economics to the effects of the estate and gift taxes as

have already been applied to the income tax.

Our preliminary findings indicate that there are significant and widesjead

distortions that result from the estate and gift taxes. Some of these distortions

flow from the peculiar design of the taxes as part of the Internal Revenue Code,

and consequently some may be remedied by legislative reform. But more
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importantly, the fundamental problems with the estate and gift taxes flows from

their essential nature as taxes on wealth.

Recent research has indicated that a primary motive behind the decision to save is

to leave bequests to one's heirs. Further, an enormous amount of wealth is

transferred from generation to generation. Thus any tax which is levied on such an

important pool of savings ought to be examined very carefully. To the extent that

such a tax influences the decision to save, it could produce serious impediments to

economic growth.

It was once believed that estate and gift taxes could not have serious economic

effects because they only effected a few individuals. In many ways the experience

of the estate tax parallels that of the income tax. At its introduction the estate

tax was assessed at relatively low rates with exemptions sufficiently large to

subject only a very limited number of persons to the tax. As time passed, however,

the rates skyrocketed and the exemptions were eroded by both legislation and

inflation. Now the tax affects a great many savers indeed.

In the analysis that follows, the "efficiency" effects of estate and gift taxes will be

considered. The point of departure is that these taxes are viewed as an additional

level of taxation on income from saving. In section I a history of these taxes is

provided. In section l1 the economic effects are explored. Section Ill explains the

ongoing IRET research project.

I. Overview

The estate tax has been a feature of U.S. law since 1916. Its sister tax, the gift tax

on lifetime transfers, has been with us since 1932. Generally speaking, the existing
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unified estate and gift transfer tax is a levy which applies to the total value of the

estate of a decedent plus the value of taxable gifts made after 1976. The tax is a

tax on transfers, rather than a tax on inheritances. As a result, the estate, not the

heir, is the tax payer.

Estate taxes differ from inheritance taxes (frequently imposed by the states) in

that estate taxes (1) are imposed on the estates, (2) do not provide a tax saving

opportunity for splitting bequests among a number of beneficiaries thereby

lowering the marginal rate of tax, and (3) do- not provide seperate rate schedules

depending on the relationship of the decedent to the beneficiaries. The estate and

git transfer taxes differ from an accessions tax in that amounts received by

---- teneficiaries by lifetime gifts or testamentary bequests are not treated as income

for the purposes of the income tax.

The History of Modern Estate and Gift Taxes

Although the United States experimented with a number of death taxes before this

century, the modem estate tax must trace Its origin from 1916. Earlier attempts at

imposing some kind of inheritance tax were short-lived and were generally In

response to some pressing, but transitory, need for revenues.

While-the need to raise revenue is always the cornerstone of any undertaking to

enact any tax, estate tax advocates always put forth additional justifications. One

of the earliest calls for an estate tax on grounds other than mere revenue raising

came from the trust busting rhetoric of President Theodore Roosevelt in 1906.

President Roosevelt called for "a progressive tax on all fortunes beyond a certain
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amount.. a tax so formed as to put it out of the power of the owner to hand on

more than a certain amount to any one Individual." Even though Roosevelt paid lip

service to the tax as a revenue raiser, in a later reference to the tax he said; "As

an incident to its function of revenue raising, such a tax would help provide a

measurable equality of opportunity for the people of the generations growing to

manhood."

Despite his popularity and his rhetoric, Roosevelt never got his tax. When the

Congress got around to enacting an estate tax, the lawmakers did so under special

circumstances and for different reasons. Up until 1913, the United States relied

almost exclusively on customs taxes and various internal duties as sources of federal

revenue. An attempt to Impose an income tax in 1394 failed when the Supreme

Court struck down the tax as unconstitutional. Nevertherless, continuing pressure

for revenues resulted in the adoption In 1913 of the 16th amendment to the

Constitution which expressly allows taxes on Income.

For a number of reasons, the income tax of 1913 was not a major revenue producer,.

and the United States continued to depend heavily on various customs duties for the

increasing demands of government. At the same time, however, the widening war

in Europe threatened these essential customs duties by disrupting International

trade. Despite Wilson's campaign slogan, "He kept us out of war," war alse

precipitated the need for significantly greater federal spending for mil' dry

preparedness.

The Revenue Act of 1916 introduced the estate xax to America. In additionn , the act

substantially furthered the concept of "ability to pay" as a ?.fic tenet of U.S. tax

philosophy. While the stated purpose of the legislation was to fund "the

I
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extraordinary Increase in the appropriations for the Army and Navy and the

fortification of our country," the House Ways and Means Committee report

accompanying the act states:

No civilized nation collects so large a part of its revenues through

consumption taxes as does the United States, and it is conceded by all

that such taxes bear most heavily upon those least able to pay them.

The report goes on to state:

our revenue system should be more evenly balanced and a larger

portion of our necessary revenues collected from the Incomes and

Inheritances of those deriving the most benefit and protection from

the government.

The estate tax enacted by the Revenue Act of 1916 is by contemporary standards

very moderate Indeed. At a time when $50,000 was no mean fortune, that amount

was exempt from the federal estate tax. Above the $50,000 exemption, the rates

were quite low. The result was to subject only a very small number of relatively

wealthy persons to a tax of relatively low marginal rates. Consider the following

comparison of the estate tax rates of 1916 and 1981:

QA_ QO E' __gl____Q
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Size of Taxable Estate 1916 1981

0 to 10,000 1% 13%
10,000 to 20,000 1% 20%20,000 to 50,000 1% 22%
50,000 to 60,000 2% 24%
60,000 to 80,000 2% 26%
30,000 to 100,O00 2% 28%

100,000 to 150,000 2% 30%
130,000 to 250,000 3% 32%

i 250,000 to 450,000 4% 34%
430,QOO to 500,000 5% 34%
500,000 to 750,000 5% 34%
750,000 to 1,000,000 :% 39%

1,000,00 to 1,250,000 6% 41%
1,250,000 to 1,500,000 6% 43%
1,00,000 to 2,000,000 6% 45%
2,000,000 to 2,500,000 7% 49%
2,500,000 to 3,000,000 7% 53%
3,000,000 to 3,00,000 3% 57%
3,500,000 to 4,000,000 8% 61%
4,000,000 to 4,500,000 9% 65%
4,500,000 to 53,000,000 9% 69%

S 5.000.000 and uv 10% 70%S :;,000.000 and uD lO% 70%
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While the above comparison does illustrate a dramatic difference In rates, even this

difference Is greatly understated. First, the present law has far broader coverage

than the 1916 act. Many types of transfers which are presently taxable were not

taxable under the original act. But far more important, while there has been some

increase in the nominal amount- effectively exempt from the estate tax the rate

brackets have not been adjusted for inflation. As a consequence, the marginal rate

on real Income is grossly understated.

With only one significant exception, the history of the estate tax shows a gradual

Increase in rates over the past 65 years. "Supply-siders" will not be surprised to

learn that the exception came in the mid 1920's, with Coolidge as President and

Andrew Mellon as Sicretary of Treasury.

The end of World War I, the rapid expansion of the U.S. economy in the 1920's, and

the continuation of some wartime revenue raising measures (including the "War

Estate Tax" of 1918) all contributed to a problem unheard of today-Treasury

surplus. In this historical context, Secretary Mellon raised precisely the question

which will be the subject of the IRET project. In testimony to the Senate Finance

committee he said:

The far-reaching economic effect of high inheritance taxes is not

properly understood. These taxes are a levy upon capital.

Of course, the prosperity and growth of the 20's did not last and the political

pendulum was to swing back. In response to the economic, social, and pollticai

crises precipitated by the Great Depression, Congress enacted an estate and gift

tax of unprecedented magnitude. During this period, even former Secretary Mellon
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supported estate tax increases to deal with the spectre of rising and uncontrollable

federal deficits.

Touching a responsive chord in Depression America, President Franklin D.

Roosevelt said:

the desire to provide security is natural, but is adequately served by

a "reasonable" inheritance.

and:

Accumulation of wealth perpetuates.., great and undeniable.

concentration of control In a relatively few individuals over the

employment of many, many others.

The Senate Finance Committee report on the Revenue Act of 1934 picked up these

new themes and stated that the act would do more than merely raise revenue, it

"moreover will tend to prevent undue accumulation of wealth." Since the 1930's the

estate tax has been the object of a general tend of statutory and inflation Induced

rate Increases.

Federal Gift Tax

Since a death tax could be avoided by gifts made on the death bed, the 1916 estate

tax also applied to transfers "in contemplation of death." Further, the act provided

a rebuttable presumption that any transfer made within two years of death should

be deemed In contemplation of death. These contemplation of death provisions

were not Intended to attach a tax to purely "intervIvos" or lifetime gifts. Rather,
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they were Intended to plug this perceived "death-bed loophole" in the estate tax.

However, contemplation of death provisions did not solve the problems of the

complex inte!rlationship between intervivos and testamentary transfers.

Consequently, a federal tax on gifts made a two-year appearance in 1924, and

became part of the law In 1932. The purpose of the gift tax was to foreclose tax

planning opportunities which were raised by the existing estate and incume taxes.

These new concerns were reflected in the House Ways and Means Committee report

on the Revenue Act of 1932. That report stated:

To assist in the collection of the Income and estate taxes, and to prevent

their avoidance through the splitting up of estates during the lifetime

of a taxpayer, our committee recommends a gift tax.

Tax Reform Act of 1976

The most important recent change in the estate and gift tax law came in the form

of the Tax Reform Act of 1976. Prior to the 1976 act, the estate tax had an

exemption of $60,000. In addition to the $3,000 per person per. year annual

exclusion, the gift tax had a seperate lifetime exemption of $30,000. The top

estate tax rate was 77%, and the gift tax rates were so-called "bargains," since

their bracket rates were equal to three quarters of the corresponding estate tax
I

rate. These and a host of other far-reaching changes made the Tax Reform Act of

1976 a benchmark in the history of estate and gift taxes. With a few exceptions and

a couple of transition rules, the estate and gift taxes are now one unified,

integrated tax.
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IL The Economics of Taxes on Wealth Transfers

In IRET's Economic Report #1 a basic principle of taxation was stated: taxes ought

to be levied in ways that least distort individuals economic decision-making. To

distort the decision process is to cause people to make economically Inferior

choices-- choices that lead to a weaker economy.

Throughout their history, a large variety of rationalizations have been offered for

the estate and gift taxes. To some, the taxes are mere revenue raisers. To others,

they prevent the perpetuation of accumulations of wealth thought to be threatening

to our system of government and commerce. At any rate, It was believed that

these taxes did little harm to the economy because they only affected a few people

and It was believed that savings behavior would not be Influenced by taxes on

transfers.

The two benchmarks that are traditionally used to judge a tax system are

efficiency and equity. Efficiency embodies the concepts mentioned above; that Is,

the most desirable tax system Is the one that least distorts the economy. Equity

concerns the fairness of a tax system. Analysis of estate and gift taxes has mostly

centered on equity arguments. Here, both issues will be considered.

Taxes. Bequests, and SavinE

Until recently the efficiency loss due to estate and gift taxes was held to be small

because of two perceptions that have now been cast into doubt. One of the beliefs

concerns why people save. Economic theory postulated that people save mainly to

smooth out their consumption patterns over their lives. That Is, there are periods



131

when earnings are higher than others but It is desirable to maintain some basic

standard of living during all the years of one's life. A common example is that

people save to fund their retirement. It is clear that saving for retirement is an

important motive, but it was previously believed that it was the motive, and the

decision to leave bequests was relatively unimportant; that is, passing

wealth on to others was an after-thought. Pursuing this logic, the drop in saving

due to taxes on wealth transfers wouldn't be of much concern because that type of

saving was supposed to be relatively insignificant.

Recent research, however, has turned this comforting notion on its head. A study

conducted by Laurence 3. Kotlikoff and Lawrence Summers of the National Bureau

of Economic Research and the Masschussets Institute of Technology has concluded

that the great majority of accumulated wealth in the United States Is transferred

from generation to generation. The vast majority of savings are eventually

conveyed to others, not used up during one's lifetime. Thus this form of saving is

terribly Important. Anything that discourages It Is of great concern.

Having determined that bequests are a significant proportion of saving, we must

consider how taxes affect saving behavior. Economic theory holds that taxes on

income from saving in general, and bequests In particular will alter the after-tax

rate of return to saving. The second reassuring (to the proponents of transfer

taxes) but erroneous belief was that saving was relatively insensitive to Its after-

tax rate of return; that is, raising the tax on Income from saving would have little

effect on the -amounts that people save. Thus, although the estate and gift tax

might reduce the wealth passed on within the private sector, the distortion in

savings behavior would be small. But again, saving is quite responsive to its after-
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tax rate of return and additional taxes on the Income from saving can reduce saving

dramatically.

In Economic Report 1 the proper mechanism to judge a tax was given. Every tax

has the attribute of changing the relative costs facing actors in the economy. As

stated above one of the primary motives for saving Is to leave a bequest to one's

heirs. What estate and gift taxes do, then, is to Increase the costs of providing an

Income stream for a future generation, relative to consuming now. Suppose an

Individual wants to leave a bequest of $90 to his heirs. In a simple world, absent

estate and gift taxes, the cost of transferring $90 Is exactly $90; that Is, he must

give up $90 of consumption in order to leave the bequest.

Now suppose an estate tax of 10% Is levied. In order for the poor old man to leave

an after-tax bequest of $90, he would have to come up with a bequest of $100. The

cost of leaving the desired wealth to his heirs has increased-he must now forego

$100 of present consumption to leave the desired bequest. Economic theory tells us

that, given this Increased cost, he will be discouraged and save less. As a result, he

will bequeth less than $90 before tax.

Of course, In the real world the situation is even more serious. The income from

saving is taxed many tires. An Individual earns income which Is taxed. He saves

some of this after-tax Income and the Income from this saving is taxed again" as

interest or dividends or capital gains (if realized in his lifetime). Now, If the

purpose of the saving was to leave some wealth to his heirs, this saving Is taxed

again under the provisions of estate and gift taxes. Further, marginal tax rates on

estates rise to extremely high levels, up to 70% for taxable estates of over $10

million. At such marginal rates, one should not be surprised if vigorous efforts are
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undertaken to avoid the tax and saving for bequests falls. The result is an

unequivocal drop In the rate at which society saves and accumulates wealth.

Because this will slow growth, it will lower the well-being of society as a whole.

The loss will not be confined to only those who directly pay the tax. The first

efficiency concern, then, is the decreased rate of saving due to estate and gift

taxes.

Estate Planning. Tax Avoidance, and Economic Inefficiency

Besides inhibiting saving, estate and gift taxes contribute to inefficiency by forcing

people into less desirable forms of savings solely In order to evade taxation. By

effective estate planning, one can avoid high marginal tax rates. The tax system

rewards this activity-that is, the making of decisions that would otherwise not be

made. Remember that the tax Is not part of the natural economic order, it Is a

government imposed artifact.

A primary example of such Inefficiencies concerns the topic of liquidity. As was

stated above, estate and gift taxes are levied on the estate and become due in a

very short period of time. In order to pay the taxes, a portion of the assets might

have to be liquidated.

Clearly, this discriminates against capital Intensive types of investment. An

entrepreneur would shy away from the purchase of a small foundry because, upon

death, part of It might have to be sold just to pay the estate taxes.

Illiquid estates run the hazard of being compelled to sell of f assets at distress

prices in order to pay the estate taxes that are due within nine months of death.
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As a result, under present law, an estate primarily composed of physical assets

(such as a family owned manufacturing business) is a poorly planned estate.

Unfortunately, the greatest amount of economic growth and job creation accrues to

those assets that are the least desirable from an estate planning perspective. Thus

the estate and gift taxes force savings toward less eonomic uses.

Another economic loss Is the enormous demand for estate planning created by these

taxes. The skills of thousands of lawyers and accountants are now being devoted to

work that would be unnecessary except for tha tax. This is surely an economic cost

of the tax.

Taxation and Eqlity

The estate and gift tax is frequently defended on grounds of equity. There are two

concepts of equity-vertical and horizontal. Vertical equity embodies the "ability

to pay" approach and leads to a defense of progiesslvity. When speaking of vertical

equity, however, one must consider the final Incidence of a tax-that 1s, who the

tax really affects.

A 90% tax on the income from physical capital would be perceived by most to be

progressive In that rich people own more factories than poor people. At such a

confiscatory rate, investment in physical capital would lag and individuals would

seek investments by which they would avoid the tax. As the capital stock

contracts, workers' real wages would fall, unemployment would Increase dnd the

economy's growth rate would decline. When all was said and done, it is altogether

possible that the rich would bear less of the burden than the poor. When

considering vertical equity, one must consider all the economic ramifications.
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It Is altogether possible that estate and gift taxes weigh more heavily on the middle

class and the poor than on the rich who can afford sophisticated planning. At the

current rate of Inflation even modest family estates will not escape taxation.

Further, as stated above, the taxes reduce the level of saving generally, and the

level of real wages in the society. It is understood that small, closely held firms

have the greatest potential for providing new jobs.

The second concept of equity is horizontal equity. Horizontal equity requires that

people of equal means be treated equally. Suppose two individuals are identical in

ability, luck, work effort, and most other chara.*eris6rs. In fact, the only

difference Is that the first places a high priority on helping his decedants, while the

second puts a high priority on his own standard of living. By the principle of

horizontal equity, the tax system is far tougher on the first individual. As the

funds that will eventually be transferred are saved, their earnings are taxed. When

the conveyance finally occurs, the funds are taxed again. The second individual,

who emphasized his own consumption and his own standard of living, escapes these

two taxes on savings. He has the lighter tax burden solely because of the value he

places on current consumption.
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M. Future Research

isi the weeks to come IRET will be taking a look at some of the issues raised in this

testimony. We will be curious to see the extent to which saving is decreased by

estate and gift taxes and the extent to which savings are directed into unproductive

uses. Simulations will be run on various legislative proposals to see the effects of

changes in the estate and gift tax laws on Investment, employment, economic

growth, and federal revenues. We will also take a second look at the equity

arguments in an attempt to see just who bears the burden of estate and gift taxes.

As a first step, we are currently simulating the effects of complete repeal of all

estate and gift taxes on such variables as employment investment, revenues, and

GNP growth. The simulation Is being performed on the Analysis of Tax Impacts

Model at the firm of Coopers and Lybrand. This model was developed by Dr.

Norman B. Ture. When the results are complete, they will be made available to the

subcommittee.
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Mr. Chairman and members of the Subcommittee, I am Ray K. Troupe, President of

the National Tax Equality Association (MA), and I am accompanied by Christopher

F-enze, our Director of Research. The National Tax Equality Association appreciates

this opportunity to support S. 404, a bill to repeal estate and gift taxation. WMA

consists of over 1900 firms, mainly small enterprises, which oppose excdssive and

discriminatory taxation of business and capital.

TAX RELIEF FOR INCREASED (PITAL FOCMTIU

In recent years more attention has been focused on the pressing need to encourage

increased savings, capital formation, and productivity growth required for the effective

operation of our capitalist system. Recognition of the detrimental effects of high

marginal income tax rates has rightly assumed a central role in discussions of tax

policy. In our opinion federal estate and gift taxation represents another extremely

counterproductive feature of our tax code. Disincentives to investment and

entrepreneurial activity are very great relative to the tax revenues derived from

this source: less than It of total federal revenues.

Effective estate planning can minimize the impact of inheritance taxation on the

very wealthy. The incidence of the tax is regressive, falling heaviest on relatively

modest estates, especially small family businesses end fares. These closely held

estates are often forced into liquidation on relatively unfavorabl- term to meet

tax payments. The existence of the tax provides an incentive for older businessmen

to sell out to publicly held corporations and use the proceeds to purchase liquid

investment vehicles such as government securities. Estate taxation imposes

a heavy burden on aggressive entrepreneurship, successful business judgement, and

capital formation in closely held enterprises. Yet these qualities are essential to

the dynamic and efficient operation of our competitive enterprise system.

The tax rates imposed by law are harsh enough, but inflation induced bracket

creep has pushed the tax take to virtually confiscatory levels. As a result, the tax
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severely disrupts business planning and forces the liquidation or truncation of many

of the most successful and productive business units. Estate taxation destroys

capital, discourages savings and capital accumulation, and produces little revenue.

ESTATE TAXATION AND COMPETITION

Government policy condemns economic concentration and strongly enforces many

antitrust laws. Yet when concentration or market power actually appear, they are

most often a result of some government regulation or action. Estate taxation, for-

instance, promotes unnecessary economic concentration by making many small businesses

and farms sell out to large corporations. Tax considerations introduce a significant

bias in decision making in favor of larger business units. In addition, Ly hindering

the growth of successful small businesses by the confiscation of capital, the tax

can insulate big established corporations from competitive forces that would otherwise

exist.

Parti-ularly in industries where economies of scale play an important role, the

effects of the tax may constitute a barrier to entry or expansion, preventing a small

firm from accumulating enough capital to aggressively challenge established businesses.

Because estate taxation is inapplicable to publicly held corporations it

discriminates against small private businesses and farms. The competitive disadvantage

imposed is considerable, and should be removed. The repeal of the tax can achieve this

objective and facilitate more neutral taxation of business enterprises.

Thank you.
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SUMMARY

1. The current federal estate and gift taxes do not affect only the rich. Middle
income taxpayers, especially those with farms or small businesses. are often hurt.

2. Inflation has been increasing the estate and gift tax each year by eroding the
value of exclusion amounts, and by pushing estates into higher brackets.

The exclusion amounts, bracket amounts, and other fixed dollar amounts should be
fully indexed with Inflation to prevent further increases. Estate and gift exclu-
sions should be increased to $600,000 and rates reduced 10% to provide relief and
counteract past inflation.

3. Special use valuation rules should be liberalized. We support the changes pro-
posed in S.858 and S.395.

4. The widow's tax on transfers between husband and wife should be abolished.
They represent no real change in ownership and should not be taxed.

5. The best possible solution is repeal. The National Taxpayers Union fully
endorses S.404, abolishing the federal estate and gift tax. The current system is
punitive and serves to discourage individual saving.
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Hr. Chairman and distinguished Members of the Committee, thank you for

the opportunity to discuss major estate tax issues.

I appear representing the 450,000 family members of the National Taxpayers

Union in all 50 states.

The National Taxpayers Union favors the bills before this committee which

would reduce federal estate and gift taxes. In particular, we support S.404,

introduced by Venator Symms and Senators Jepsen and Boren, which would repeal

the federal estate and gift tax. Although repeal is preferable and most equitable,

we also support S.395, introduced by Senator Wallop and others, to reduce the

estate and gift taxes by providing an unlimited marital deduction, an increase in

the estate and gift tax exclusion to $600,000, a reduction of the tax rate by 10Z,

and other revisions.

The Tax Hurts Family Businesses & Farms

The federal estate tax, when enacted in 1916, was seen as an easy and polit-

ically harmless way to raise revenue. The tax would be levied on the large wealth

being transferred from generation to generation. The middle and lower class would

not need to pay. In addition, the tax helped to achieve what was seen as a socially

desirable goal - the redistribution of wealth. The rich would be prevented from

passing on their wealth intact to their heirs.

This tax has never lived up to these intentions, however. Middle and low in-

come taxpayers have often been forced to pay huge amounts due to the "death" tax,

and frequently the sale of homes or ferns is necessary to raise the money to pay

the tax. In recent years inflation has been pushing up the nominal values of

property, meaning that many farufs and imnall businesses are now subject to the tax.

If current real estate trends continue, many more private homeowners may find them-

selves subject to the death tax.

Since the one of the original-purposes of the estate tax was to discourage

84-682 0-81-10
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the concentration of wealth, it is ironic that it has had the opposite effect.

Executors of small businesses and farms often find it necessary to sell an

estate in order to pay the taxes on it. Often the buyer is a larger firm or

even a former competitor. The tax also favors corporations over family-owned

businesses. Since a corporation never really dies, it is never subject to an

estate tax. The result is a trend toward larger farms, and bigger businesses.

In many areas, the family owned enterprise is nearing extinction. Often it does

make economic sense for a business or an industry to switch from a small family

or individually owned form of organization to a larger corporate form. At times

it is more efficient, and better services can 'ie provided. But the estate tax

promotes the reduction of such businesses without regard to the economic effects.

Small farms and family businesses are forced to close or merge with larger

companies because of the necessity of paying a tax, not because of considerations

of efficiency. At a time of concern over the reduction in family farms, and over

obstacles to small enterprises, it does not make sense that the estate tax should

be continued.

The estate tax has significantly affected the middle income tax. There are

several reasons for this. First, land values have skyrocketed in recent years.

Estates which in the 1930's and 1940's were well under the minimum taxable value,

are ncw taxed heavily. The continuing rise in home values will only increase

this trend. If current law is not changed, soon the average homeowner will find

himself liable for estate taxes.

Secondly, taxpayers in upper income brackets may have much better access to

tax advice. They may be able to plan their estates well in advance, make the

most use of potential credits and benefits, make early transfers when necessary.

Middle income taxpayers, while potentially eligible for the same benefits,

usually do not have regular advisors and ofte- just aren't as aware of potential
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tax liability. In addition, upper bracket taxpayers can often choose which types

of property to own, and have assets which can be sold easily when necessary.

Owners of small farms and businesses do not have that option. Their assets are

not as liquid. The owner of a small family farm cannot sell or exchange property

to suit the IRI.

This is not a matter that can be solved just by closing a few "loopholes".

Even if all of the rich were forced to pay more it would not ho'lp the middle

class - they would still end up paying the same amount. Also, providing more

tax information to small estate owners would not solve the basic problem. There

would still exist a potential liability, Which would force small estate owners

to change many of their current practices, or face a heavy tax liability. There

is no reason to impose even this burden for an unjustified tax such as this.

Effect of Inflation

Due to inflation, the estate and gift tax has actually been increasing over

the years. When the estate tax was first established in 1916, a $50,000 exemption

was allowed. In 1942, the exemption-was $60,000, and in 1976 it was increased to

$175,625. In real dollars, however, the value of this exemption has been shrinking.

The original $50,000 exemption provided for in 1916 would be worth over $300,000

in 1980 dollars. In other words, the exemption has lost over 402 of its original

value.

The gift tax exclusion has undergone a similar shrinkage. When this tax was

first introduced in 1932, -it allowed a $5,000 exclusion. In 1942 this figure was

decreased to $3,000. In the 39 years since this amount was last changed, it has

lost over 75% of its original value.

In addition the rates of the estate and gift tax are steeply progressive.

This produces a "bracket creep" effect. As inflation and other factors pushes

*state values up, an estate would become subject to a higher rate of tax, even
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though its real value has remained the same. If land values increased at a rate

of 10% per year, prices would double in seven years. For example, an estate

worth $250,000 in 1980 would be worth $500,000 in 1987 if inflation continued at

10% per year. If that estate was taxed in 1980, the tax would have been $23,800,

but in 1987 the tax would leap to $108,800, an increase of almost 500%. In con-

stant dollars, the tax would have more than doubled with no legislative change.

S.395, by Senator Wallop and others, attempts to alleviate this problem with

a 10% rate cut and an increase in the estate and gift exemptions. While we believe

this is a good start, and will help counteract the effects of past inflation, it

will not be a permanent solution. In the next few years, the exemptions will

again start to lose their value, and estates w!ll again become subject to higher

rates of taxation.

A better solution would be to establish a permanent indexing system for the

estate and gift taxes. The exclusion amounts and the bracket amounts could be

adjusted according to the CPI or to another appropriate index, so that their value

will remain the same.

Even indexing, however, wo-Ad not be a perfect solution. Since land values

may vary widely, there may be problems in finding the proper index. Therefore,

we believe that the best solution would be to abolish the tax entirely, and free

estate owners from the fear of inflation.

Valuation Problems

One problem which has always plagued the estate tax is that of valuation.

The traditional rule was that a property was assessed at its "highest and best

use." Often a farm or business property, while worth little as is, will be

worth much more if assessed at for different use. For example, a piece of property

might be worth $250,000 as a farm, but, if it were subdivided for new tract homes

it could be worth $1 million. Until 1976, the farmer would be liable for estate _
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taxes on a $1,000,000 property. The Tax Reform Act of 1976 altered this so that

if property were being put to one of certain "qualified uses," the property

would be assessed at that time. Several changes should be made, however, to

allow fuller use of the "special use valuation" provisions. We support the

changes proposed by Senator Durenberger in S.858 and Senator Wallop in S.395.

Among these are:

* Elimination of the $500,000 cap on special use valuation. 
If a

property is legitimately being put to one use, the 
owner's heirs

should not be punished if it is worth over $500,000 
more in another

use.

* Limit "material participation" requirement to time 
of decedents

disablement or retirement. Retirement or disablement does not

show an intent to put the property to a different use 
- it

shouldn't be assessed as such.

* Allow use of "active management" rather than "material 
participation"

in some cases. Often a widow has not physically participated, but

has put the land to use just the same.

* Allow rental to an heir to qualify for special use 
valuation.

* Decrease current 15 year limit for "recapture" of 
taxes if the

use is changed. 15 years is too long a time for an owner to have

to worry about IRS restrictions on his land. 
We would support

Senators Kassebaum's plan in S.573 of a phase-out 
of restrictions

after five years, or a straight reduction to 10 years.

Marital Deduction

Until 1948, gifts and inheritances between husband and 
wife were taxed just

like any other transfer of wealth. Under current law, a partial deduction is

allowed. The estate tax allows a deduction of $250,000 or one-half of the de-
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cedent's estate. The gift tax allows a full deduction up to $100,000 and a

50% deduction for all amounts over $200,000.

There is no valid reason however, that husband-wife transfers should be

taxed at all. Husbands and wives usually both contribute to a household, either

by actual work or by duties at home, and usually share all the family Assets.

So when a husband makes a gift to a wife' or a wife to a husband, no real trans-

action has taken place. There is no effect of the transfer outside the household,

and no justification for a tax.

There is even less reason for an inheritance tax at the death of a spouse.

Not only has the husband or wife not gained anything by the death, but they have

suffered an actual loss, both emotionally and economically. It makes little sense

to impose another burden. We feel, therefore, that the "widow's tax" should be

abolished by making the marital deduction unlimited.

The National Taxpayers Union believes that due to the numerous problems

of the estate and gift taxes, reform is necessary.

If the estate and gift taxes are to be maintained, there are certain changes

that must be made:

1. The unified estate and gift exemption should be raised to at least

$600,000, and the gift exemption to at least $10,000. This will

counteract the effects of past inflation, as well as remove most middle

class families from the tax.

2. Retei should be decreased by at least 10%. This will help ease the

current burden, and compensate for past inflation.

3. The system should be fully indexed for inflation, including all

exemptions, marginal rates, and bracket amounts. This will keep the

tax from again silently expanding.

4. Various changes in the determination of the special use assessment
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should be made, as outlined above. This will help insure that heirs

will not be taxed for theoretically possible, but unintended uses of

the land.

5. Eliminate the widow tax. It should be recognized that an inheritance

from spouse to spouse really is not a change in ownership, and should

not be taxed.

The best possible solution, however, is repeal. We fully support S.404

by Senator Symms, and Senators Jepsen and Roe; Even if all the other faults

of this tax were-to be removed, if the bias against small business lessened,

the effects of inflation counteracted, and the problems in valuation resolved,

there would still be a major flaw to the tax. It is, as it was meant to be,

a device to discourage inheritance and the accumulation of wealth within a

family.

We feel this goal must be reconsidered. The accumulation of wealth is not

an evil which society must combat, but often is a good which provides positive

benefits for society. The current system, with its high rates of taxation on

estates is a punitive system. The economist Richard Wagner has pointed out

that in a free enterprise economy, those who have accumulated wealth are, to

an extent, those who have been more successful in producing services valued

by other people. The more successful one is at providing services, the

wealthier one will become. Society then is benefited by the drive to acquire

wealth, and should not punish the accumulation of justly acquired ?roperty.

Further, inheritance makes it possible for private funds to compete with

government in supporting various charitable activities. It is in society's

interest that one institution, even if that is the government, not acquire a

monopoly over this part of life. Diversity is necessary for most cultural,

educational and scientific activities, and we should not prevent the development
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of the private funds necessary to pay for it.

Contrary to what some supporters of the estate tax say, elimination of

the tax, along with its charitable deduction, will not decrease private giving.

While elimination of the deduction will eliminate the current advantage of charit-

able bequests over other bequests, the total amount of wealth available for giv-

ing will increase. So, while the artificial advantage to charity now in the tax

law will be abolished, individuals will probably respond by leaving larger be-

quests, resulting in larger charitable bequests.

Finally, the bias of the estate tax against accumulating wealth acts to

discourage saving by individuals. One of the reasons that an individual saves

rather than spends his wealth is the hope that he will be able to pass it on

to future generations. Why would anyone save a great amount of capital, if

it will only go to the state at their death? Why should anyone save for their

family, if it will go to the IRS, not their heirs? The death tax, then, is

also a tax on savings. There is no reason why the Treasury should continue to

discourage saving in this way. It only hinders the formation of capital which

Is needed for the functioning of the economy.

The estate tax, by discouraging the "evils" of wealth accumulation, has

curtailed the efforts of many families with small businesses to become success-

ful, and grow, over a period of generations. It is impossible to calculate

how many small, but vital, small businesses and farms have had to close because

of the effects of the death tax. Many businesses, had they not been crippled

by tax, or sold at estate sales, would have grown and continued to make valuable

contributions to the economy, as well as to the families who owned them. There

is no need to let this waste continue.
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Senator SYMMS. Now we will hear from the next panel which
consists of Harvie Branscomb, Malcolm Moore, John A. Wallace,
and Ben Wallis.

STATEMENT OF HARVIE BRANSCOMB, CHAIRMAN, TAX
SECTION, AMERICAN BAR ASSOCIATION, ACCOMPANIED
BY JOHN NOLAN, ED DELANEY AND DORIS BLAZACK

Mr. BRANSCOMB. Thank you, Mr. Chairman.
My name is Harvie Branscomb. We appreciate your comments,

Mr. Chairman. The American Bar Association is on record as
strongly in favor of simplifying the Tax Code. We would like to
speak to that today.

I am from Corpus Christi, Tex. I am chairman of the 23,000
lawyer tax section of the American Bar Association.

I am accompanied today by John Nolan, our chairman-
elect, Mr. Ed Delaney, our vice chairman for government relations,
both of whom are in the audience, and on my left by Doris Blazack
who is the very capable chairwoman of our committee on estate
and gift taxes and who is with me because of her technical exper-
tise in this area.

I would like to try to follow Senator Dole's and Senator Byrd's
suggestion of limiting comments to specific ways in which the
estate and gift tax laws might be restructured in view of the
announcement of policy that reduction of taxes in this area is
likely to take place.

I would like to attempt to limit my remarks to matters which
have not been presented to you before today.

Let me first comment briefly about the alternative of repeal
versus a reduction in the tax which is of interest to the chairman.

Without speaking to the basic policy problem which faces the
Congress and on which the tax section has no special expertise,
there do appear, and recognizing, let me add, the effect of the
estate taxes in distorting family planning and distorting business
decisions which they certainly do, there are some problems in-
volved in a complete repeal of the tax which would be in order to,
for consideration, in the event that complete repeal were embarked
on.

Briefly they are, first, that at present taxpayers get a new basis
at death, on the value of their property. This has been regarded by
some as an income-tax-free step-up in the value of property and as
you know, it was a carryover basis rule that was adopted and then
rescinded to deal with this area.

If the estate tax were completely repealed, no doubt new consid-
eration would be directed toward the question of whether it is
appropriate to have an income-tax-free increase in value.

Our experience in attempting to deal with that was not a very
satisfactory one.

Second, there is a substantial credit to the States in connection
with our Federal estate tax. If the Federal estate tax were elimi-
nated, the committee might wish to consider what the response
from the States would be, whether they would proceed to increase
their taxes, whether there would be competition among the States
and their rates.

Third, it has been suggested that, and this is a controversial
suggestion, it has been controverted, that the freedom from gift
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and estate taxes might permit transfers of property within family
groups in manners that would result in substantial income tax
reductions which might not be justified.

Finally, the estate taxes at present provide a substantial for
charitable gifts which would not be present if there were no estate
taxes.

I merely mention these as factors for possible consideration in
connection with such proposals.

If the tax is to be reduced, obviously there is the matter for
consideration not only of increase in the exemption, indexing the
exemption, indexing the brackets, all of which would be appropri-
ate items for consideration.

There has been a good deal of discussion of the special use
valuation provisions. We would like to relate the areas that create
technical problems in the special use area which we would hope
would be considered.

We would also like to suggest that the generation skipping provi-
sions of the Federal tax laws contain very serious problems which
merit serious consideration of this committee.

Finally, let me state that some of the comments I have made
have been on behalf of the American Bar Association. Others re-
flect the views of officers, counsel, committee members, and others
of the section of taxation on which no official position has yet been
taken by the American Bar Association.

I would invite the committee to our written statement for the
identification of which sets forth each position.

Senator SYMMS. Thank you very much for an excellent state-
ment.

Mr. Moore.

STATEMENT OF MALCOLM A. MOORE, PROBATE AND TRUST
DIVISION DIRECTOR, SECTION OF REAL PROPERTY, PRO-
BATE AND TRUST LAW, AMERICAN BAR ASSOCIATION

Mr. MOORE. My name is Malcolm A. Moore. I am from Seattle,
Wash. In August, I will be chairman-elect of the secLion of real
property, probate and trust law of the American Bar Association.
We have about 28,000 members, a number of whom specialize in
trusts and estates law.

I am testifying in my individual capacity, not on behalf of the
ABA, and not on behalf of the section.

I think that the basic message that I bring to these hearings is
that from my own experience as a practing lawyer in this field, on
a daily basis, and I think I speak for a lot of lawyers across the
country, the present estate and gift tax laws are simply too intru-
sive in terms of people's personal lives.

There is no reason that they should be. Every day I have clients
who come into my office who have a very good simple plan of
disposition; a couple with a $500,000 or $600,000 or $700,000 estate
and want to leave it all to the surviving spouse, or if there is no
surviving spouse, then they want to leave it to their children,
perhaps in trust until a child attains age 25.

This is a very simple disposition which should take four or five
pages and then we start talking about taxes. What we end up with
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in that situation is not an outright disposition to the spouse. We
end up with a trust to save taxes at the second death. In many
cases the surviving spouse loses control of the assets. Records have
to be kept. People have to be hired.

When we talk about the trust for the children, we have to start
talking about the orphans' deduction and draft for that. We have
to consider the generation skipping tax consequences of such a
trust; if a child dies before age 25, the trust property may be taxed
in his estate, if it doesn't go to his grandchildren in a peculiar
fashion which is very impractical to draft for.

So, what we end up with and what our clients end up with is a
will 15 pages long and a large fee for having prepared it. It is not
what the clients want. They don't understand it. They don't want
to pay for it. And, frankly, it doesn't make sense from the point of
view of their own disposition of their property.

What would make much more sense is what they wanted to do in
the first place; an outright disposition to the surviving spouse, or if
he or she predeceases, then on to the children in a simple kind of
trust without any tax hangup.

I think that a substantial increase in the unified credit as is
contained in S. 395 or one even greater than that, coupled with
significant rate reductions which we have heard about today,
would certainly remove a lot of the estates from the estate tax
system right now that should not be in the system.

There is no reason why a person with the range of assets I
described should be in the estate tax system.

I also think a provision for unlimited interspousal transfers
whereby one spouse can transfer property tax free, both during life
and at death to the other spouse certainly should be a part of our
law.

Those of us who practice in this field every day are familiar with
the husband and wife who make transfers to each other all the
time during life, and it never occurs to them that taxable gifts are
being made.

For example, the wife inherits $50,000. She wants to make it the
joint property of the husband and wife, and all of a sudden I have
to tell her she has to file a gift tax return. She has to use up part
of her unified credit on a transfer to her husband.

That is the case if she files a gift tax return. More likely, she is
not going to file the return because spouses simply don't feel these
are transfers that should be taxed.

The same thing happens when you educate a child. I talk about
everyday situations in my office. To educate a child costs perhaps
$8,000 a year and frequently more than that.

Most people aren't aware that as far as the Federal gift tax laws
are concerned, payment of those expenses for a child to whom no
support obligation is owed constitutes a gift. That notion is very
offensive to me and to all of my clients.

Certainly in that situation, I can almost guarantee you they are
not going to file a gift tax return.

It seems to me that any system that really makes law breakers
out of honest, law-abiding citizens which the estate and gift tax
laws now do as applied to a great number of situations to which it
never should be applied, is simply wrong.
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With respect to the interspousal transfer point, one other consid-
eration should be made that hasn't yet been brought up. It seems
to me that the Government shouldn't dictate in what form a trans-
fer should be made between spouses to be deductible.

If spouses think that they want to make a disposition in trust to
the other spouse for various reasons-perhaps in a second mar-
riage-and they want the property to ultimately pass to the chil-
dren of the first marriage, why shouldn't that be a deductible
transfer? Why should they be forced to do it on an outright basis?

So, it seems to me a qualitative change in the law allowing a life
interest passing to a surviving spouse should be permitted.

I might mention that the generation skipping tax as it impacts
on that 25-year-old's trust is simply an example of the complexity
and overreaching nature of this law which I believe should be
repealed just to get the law off the books because it simply applies
in hundreds and thousands of situations that it was never intended
to apply.

I appreciate the opportunity to be here todak. My basic message
is that We should get the Government and the Internal Revenue
Service off the backs of the majority of our clients with respect to
what they want to do. What they want to do in terms of estate
planning is, I think better reasoned in most cases than what I tell
them they should do in light of what the tax laws force me to tell
them to do.

Senator SYMMS. Thank you very much for a very excellent state-
ment. I might make note of the point that S. 404 does repeal the
generate skipping section of the Code also.

But, I think what you say about the client that comes in that
doesn't want to file the gift transfer, is absolutely correct, not only
with the estate and gift tax, the death tax law, but it is true with
our entire Tax Code. It has become so complex, there is a massive
underground economy out there growing.

If Washington, D.C., doesn't wake up some day, they will find out
that more and more people are trying to operate outside of the Tax
Code than inside, because our whole taxing system is biased
against work and production.

So, people that want to work and produce, they get sick of
working for the big spenders in Washington, and watching the
money being pumped away for needless, unnecessary endeavors
that somebody thinks is a noble cause.

It is certainly encouraging an entire group of Americans. I think
this is really implicitly dangerous to our society. It is wrong. We
have a disrespect of institutions that we do need.

I think it is essential we have a reduction of rates of all taxing,
of every part of our Tax Code, to get away from this so people s
incentives to be patriotiZ and pay their taxes and not go under-
ground.

Mr. MOORE. I think you are absolutely right. The gift tax laws
are just simply unenforced in this country. It is because they make
no sense in terms of transfers between families.

Senator SYMMS. There is no way the IRS can hire enough reve-
nue-producing agents to go out and do this, unless they want to do
like they did in Rome and have every third person be a tax collec-
tor. We all know how that ended.
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That is the way we are headed right now. I think that is why we
need to reduce this.

Mr. MOORE. From the point of view of the practicing lawyer,
Senator, I think clients who come to seek competent counsel are at
a disadvantage, because we, as lawyers must tell them, yes, they
should file a gift tax return.

Clients who don't come to competent lawyers, or who don't come
to lawyers at all, simply don't know that they should file gift tax
returns and hence are really innocent, yet nonetheless law-
breakers. I don't think my clients should be prejudiced as against a
person who seeks no advice because I am giving advice which I am
dutybound to give them.

Senator SYMMS. I think your point is very well taken. I certainly
am one Senator who appreciates it.

John A. Wallace, from Atlanta, Ga.
Mr. WALLACE. Thank you, Mr. Chairman.

STATEMENT OF JOHN A. WALLACE, CHAIRMAN, ESTATE
AND GIFT TAX COMMITTEE, AMERICAN COLLEGE OF
PROBATE COUNSEL

My name is John Wallace. I am here in my capacity as chairman
of the estate and gift tax committee of the American College of
Probate Counsel, an organization that consists of more than 2,300
lawyers from every State in the country, who specialize in the law
of trusts and estates and related tax laws.

A principal concern of the American College of Probate Counsel,
since its inception, has been the simplification of the process of
probate in this country, the disposition of property between family
members and others.

There is no question that the estate and gift tax laws represent
the most complex component in this process by any stretch of the
imagination, that is an accurate statement.

With this in mind, we strongly advocate a substantially in-
creased unified credit against the estate and gift tax.

We do so in the hope and expectation that the level will be set at
a point that would extract most estates from the transfer tax
process.It has simply become too burdensome, and as Mr. Moore said, too

intrusive in the lives of American citizens.
Anyone with a house and a barely adequate insurance policy is

hit by the tax and that's not right.
We acknowledge that the purpose of the tax should be an effort

to break up undue concentrations of wealth and power.
Should we start at the $175,000, to accomplish that objective?
Or at $500,000? Or *ven $1 million?
We .submit, the transfer tax system should be organized to

reward industry, to provide for the continuity of ongoing business
enterprises and to preserve the economically productive capital in
the private sector of our economy.

So, we ask that you set your sights high when you substantially
increase the unified credit.

We also urge that a substantially unified credit be coupled with
major tax relief in terms of rates.

e submit, as Senator Byrd did earlier this morning, that a
bottom rate of over one-third of the estate is too high.
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We also submit that a top rate of 70 percent is virtually confisca-
tory.

If we tax earned income at 50 percent, why do we tax the assets
that help produce the earned income at a higher rate. It simply
makes no sense.

The college also supports unlimited interspousal transfers with-
out a transfer tax.

Again, as Mr. Moore has alluded to, we ask that that change be
accompanied with a change in the qualitative marital deduction
rules so that a husband or wife may transfer property to the other,
giving the transferee spouse a life estate but allowing the transfer-
or spouse the right to dictate the ultimate distribution of the
property.

This simply reflects the wishes of our clients and the need of a
society where a multiple marriage is now becoming more frequent.

We urge the repeal of the generation skipping tax which is
simply an overly complex answer to a nonproblem.

The revenue implications of the generation skipping tax by any
estimate are minimal. That says to us in the converse that there is
no problem to begin with. If you are not raising revenue from it,
why worry and tax it, particularly when the system of present
taxation represented in chapter 13 in the Code, is virtually unwork-
able.

We also urge an increase in the gift tax annual exclusion to
$10,000 or even higher. If it costs $..0,000 to send your over 18-year-
old son to Princeton, you have made a gift, Senator.It simply makes no sense to set a level of exclusion that is
designed to eliminate routine gifts from the transfer tax system at
a level where you are almost sure to find people making gifts in a
support, and a moral support obligation context that have to be
taxed.

The $3,000 level was set almost 40 years ago. We know what has
happened in the intervening years. So, we urge again, as with the
substantially increased unified credit, the perdoni annual exclusion
be revised upward substantially.

Finally, we would urge that when the tax does apply and use is
made of various relief provisions of the code such as the right to
defer the payment of estate tax or the right to a special use
valuation for farming or ranching property and the like, that-and
when the drafting of those provisions takes place, that you not be
swayed by concerns of abuse situations which frequently encrust
those statutes with conditions and restrictions that allow adminis-
trative interpretations that preclude relief and that reverse con-
gressional intent, you start out with relief, but estates and our
clients end up with little value out of many of these Code provisions
because of overconcern at the drafting stage with abuse prospects.

So, keep your eye on relief and leave it there.
Thank you very much, Senator.
Senator SYMMS. Thank you very much for a very excellent state-

ment.
Now for an old friend, Ben Wallis, of San Antonio, Tex.

STATEMENT OF BEN WALLIS, SAN ANTONIO, TEX.
Mr. WALLS. Thank you, Mr. Chairman and Senator Grassley.
My name is Ben Wallis. I am an attorney. I operate a small

family ranch. I appear here today representing the National Asso-
ciation of Property Owners, an organization representing some
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3,000 members who nationwide are engaged in ranching, farming,
finance, energy, minerals, timber, development and other fields.

In addition, NAPO represents more than 200 local affiliate orga-
nizations with approximately 500,000 members.

A majority of NAPO's members would be classified as owners
and operators of family businesses. This would include family,
farm, ranch and timber operations.

Family businesses, especially those in agriculture and timber-
today face extinction. They are an endangered species. The chief
villain in the plight of these family operations is our antiquated,
unjust and inappropriate tax structure.

While unrealistic income tax structures merely inhibit and deter
the roductivity and growth of family businesses our present estate
tax laws make it virtually impossible for the family owned business
to survive.

In an effort to be brief I would like to make these points. The
size of indebtedness on a family business increases substantially,
normally increases substantially, each time the business undergoes
its periodic refinancing. This is especially true in agricultural oper-
ations.

Many family operations borrow heavily each generation just to
pay estate taxes. It is a burden that lasts throughout that genera-
tion.

Present estate taxes make it necessary for most family business-
es to either be mortgaged or sold upon the death of the owner.

I think also, and I assert, that the family business is essential to
America. Relief from estate taxes is necessary if the family farm
and the family business is to survive.

Our recommendation quite simply is to eliminate all estate taxes.
Now knowing full well that while the American public may be
ready for that, that the American Congress may not be, we offer
these alternative recommendations.

Raise the estate tax credit to an equivalent of $500,000 and add a
lifetime exemption of $300,000. Couple those together.

Now, an alternative to this might simply be to establish an
exemption of $1 million and start from there.

There should be an unlimited marital deduction.
Special use valuation should be drastically -extended and it

should benefit any and all heirs who are actively involved in any
way in closely held businesses.

Our recommendation also is to eliminate the unified credit and
establish Rift exemptions of $25,000 per year, along with a $300,000
lifetime gift exemption.

We also feel it is ludicrous fcr the Federal Government to be
entitled, as they are at the present time, to more than the heirs of
an estate.

I had called in my remarks for a maximum tax of 50 percent. I
think that is way too high in retrospect, and I think that should be
limited to 30 percent.

Senator, I thank you for this opportunity to give testimony
before the committee.

I hope we will see some meaningful reform.
Senator SYMMS. Thank you all very much for very excellent

testimony.
[Statements follow:]
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JOINT STATEMENT OF HARVIE BRANSCOMB, JR. AND JOHN S. NOLAN,

CHAIRMAN AND CHAIRMAN-ELECT, SECTION OF TAXATION,

AMERICAN BAR ASSOCIATION

SUBCOMMITTEE ON ESTATE AND GIFT TAXATION

SENATE FINANCE COMMITTEE

JUNE 5, 1981

Mr. Chairman and Members of the Subcommittee:

My name is Harvie Branscomb, Jr. I am Chairman of the

Section of Taxation of the American Bar Association, and am ac-

companied by John S. Nolan, Chairman-Elect of the Section, and

Edward N. Delaney, Vice Chairman of the Section for Government

Relations. We are here today at the request of American Bar

Association President William Reece Smith, Jr., to testify on

behalf of the Association and to express individual views on the

fundamental transfer tax issues being considered by this Subcom-

mittee.

Our statement is in three parts. The first relates

to three formal legislative recommendations of the American Bar

Association regarding the several estate and gift tax issues ad-

dressed by the bills before this Subcommittee. We are also pre-

sentag a statement of critical factors which we and other tax

lawyers who work with the estate and gift tax laws believe should

be considered when this Subcommittee acts on proposals to repeal

or reduce the estate, gift, and generation-skipping taxes.

Finally, we will present a statement discussing several other
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major estate and gift tax issues addressed by provisions of the

bills before this Subcommittee.

As stated, we will identify matters on which the Ameri-

can Bar Association has taken a formal position. Views expressed

with respect to other matters are individual views of members of

the Section of Taxation and others working in the gift and estate

tax area on which neither the Section nor the Association has taken

a formal position.

I. SPECIFIC ESTATE AND GIFT TAX RECOMMENDA-

TIONS OF THE AMERICAN BAR ASSOCIATION

A. ELECTION TO USE THE UNIFIED CREDIT

The American Bar Association supports adoption of

Sec. 8 of S. 395 which would amend 52505 to provide for optional

use of the unified credit for gift tax purposes.

Under S2505 of the Code, as enacted in .976, the uni-

fied credit must be applied, to the extent available, to offset

tax on lifetime transfers, because S2505(a)(2) requires use of

the unified credit "allowable*.* This was a change from prior

law under which use of part or all of the old $30,000 lifetime

exemption was optional.

The effect of requiring a donor to use the unified

credit "allowable" for gift tax purposes is to prevent such donor

from setting at rest questions of valuation in certain cases.

Thus, if the donor must apply the unified credit, the donor cannot

cause the statute of limitations to begin to run where the gift is

* See Rev. Rul. 79-160, 1979-1 C.B. 313.
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in an amount which will not result in a gift tax after applying

such credit. While the usual three-year statute of limitations

bars the Internal Revenue Service from assessing a deficiency in

gift tax as to transfers reported on a gift tax return, it does

not bar the Service from increasing the value of gifts reported

on prior returns for purposes of computing the gift tax payable

in respect of later gifts. Under 52504(c), if the Service does

not increase the Value of a gift during the statutory assessment

period, the Service is thereafter bound by the value reflected on

the return for the purpose of computing the amount of gift tax

payable on subsequent transfers. Section 2504(c) applies, however,

only if a gift tax is assessed or paid. When no gift tax is as-

sessed or paid, a later adjustment in value of gifts reported on

prior returns which are barred by the statute of limitations may

be made. Prior to the Tax Reform Act of 1976, under former 52521,

a donor was not required to use his $30,000 lifetime exemption

and could thereby incur and pay a gift tax and activate 52504(c).

The applicability of 52504(c) was significantly limited when the

Congress, in 52505(a), required use of the allowable unified

credit to reduce or eliminate the gift tax otherwise owed.

Valuation questions should be settled when evidence

is fresh. The Service should not be permitted to adjust values

many years after the transfer at issue is made. This was the

legislative purpose behind 52504(c). After the statute of limi-

tations has run, the value of a gift for a prior year with re-

spect to which a gift tax was assessed or paid should be
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conclusive in determining the tax rate to be applied 
to subse-

quent gifts.

The amendment would change the law by returning to the

principles applicable under pre-1977 law. It is anticipated

that a donor who seeks to fix the valuation of transferred 
prop-

erty for future transfer tax purposes would defer a part 
of the

available unified credit so as to incur a tax. Though a sophis-

ticated taxpayer may use these principles to his advantage, that

was possible (and widely accepted) under pre-1977 law. In our

judgment, the need to provide a machinery for fixing values 
far

outweighs this concern.

Section 8 of S. 395 does not go far enough, however.

The American Bar Association also proposes that the Internal

Revenue Code be amended to make it clear that the provision 
for

making the value of a gift conclusive for gift tax purposes 
ex-

tends as well to the computation of estate and generation-skipping

taxes. At present the Service can question, for estate tax or

generation-skipping tax purposes, the value of lifetime transfers

where a gift tax was paid or assessed. Section 2504(c) expressly

applies only to gift tax computations. The Code contains no

counterpart for the estate tax or the generation-skipping 
tax.

In a unified transfer tax system, such a provision is needed.

B. DISCLAIMERS

Section 2518 was enacted by the Tax Reform Act of 1976

to provide, for the first time, a comprehensive set of rules
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governing the estate and gift tax effects of disclaimers.* Prior

to the enactment of 52518, the rules governing disclaimers were

scattered throughout the Internal Revenue Code and the Regula-

tions and did not provide adequate guidance to the taxpayer

wishing to renounce an interest in property passing by will,

intestacy, or gift. To a large extent the estate and gift tax

effects of a disclaimer depended upon its validity under state

law. As the laws of the states varied greatly, the lack of

uniform federal rules was a source of great difficulty.

The stated congressional purpose in enacting S2518

in 1976 was to achieve uniformity in the application of the

estate and gift tax laws to disclaimers.** It soon became ap-

parent, however, that the goal of uniformity had not been

achieved. The principal problem is the requirement in 52518(b)

(4) that as a result of the disclaimer of an interest in prop-

erty "* * * the interest passes without any direction on the

part of the person making the disclaimer * * * to a person

other than the person making the disclaimer". The effect of

this-provision is to require, as prior to the 1976 Act, validity

under state law; and, as was the case prior to the 1976 Act,

the laws of the states vary greatly.

Two examples will demonstrate the difficulties caused

by the Opass to" requirement of 52518(b)(4).

* Section 2045 incorporates by reference the provisions of 52518.

* R.R. Rep. No. 94-1380, 94th Cong., 2d Sos. (1976); H.R.
Rep. No. 94-1515, 94th Cong., 2d Ses. (1976).
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I. Under the laws of some states, an intestate in-

terest cannot be validly disclaimed. Therefore, a resident of

such a state, even though he complies with substantially 
all

of the requirements in S2518 for a qualified disclaimer, cannot

validly disclaim an intestate interest because under the law

of his state the interest will not Rpass tow another without

any direction on his part.

2. Section 2518 requires, generally, that a disclaimer

must be made within nine months after the transfer creating the

interest. Many state statutes, however, have shorter time peri-

ods. The Arizona statute,* for example, requires that the dis-

claimer be made within six months. As a result, a resident of

such a state who renounces within nine months, but not within

the shorter time period required by the state, will not be

deemed to have made a qualified disclaimer under S2518 because

his renunciation was ineffective under state law to "pass" the

interest to another without any direction on his part.

These examples demonstrate the problems that arise

when state law is a factor in determining federal taxation of

disclaimed property. Such differences depending upon state of

residence are undesirable and run contrary to the goal of uni-

formity of treatment, the very purpose of 52518.

Accordingly, the knerican Bar Association supports

the adoption of Sec. 10 of S. 395. We believe that permitting

* Ariz. Rev. Stat. Ann. S14-2801.
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a disalaimant to perfect a disclaimer which would otherwise

not be valid under state law to pass" the property to some-

one other than the disclaimant will promote the uniformity of

treatment which was the original purpose of 52518. This will

be consistent with the formal position of the American Bar

Association that the Internal Revenue Code be amended to pro-

vide comprehensive uniform rules for disclaimers.*

C. ANNUAL REPORTING OF GIFTS AND
PAYMENT OF GIFT TAX

The American Bar Association strongly supports changes

In the Internal Revenue Code to provide for the annual filing of

gift tax returns and payment of gift tax instead of quarterly

filing and payment, as now required. Accordingly, we fully

support S. 955.

A review of filing requirements for gift tax returns

over the last decade will demonstrate the need for S. 955. Prior

to 1971, gift tax returns were required to be filed annually.

Beginning in 1971,** gift tax returns were required to be filed

quarterly, with the expectation that quarterly filings would in-

crease 1971 revenues by $100 million and that there would be

Significant interest savings" to the government each year

thereafter.- *

* Tax Section Recommendation No. 1974-2# 27 Tax Lawyer 818
(1974).

• Excise, Estate and Gift Tax Adjustment Act of 1970.

• See H.R. Rep. No. 91-1635, 91st Cong., 2d Seas. 13 (1970).
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It soon became apparent that quarterly filing was

creating traps for unwary taxpayers, an additional burden 
for

taxpayers and the Service alike, as well as technical problems.

For these reasons*, in the Tax Reform Act of 1976, 
Congress

eliminated the quarterly filing requirement for gifts of 
$25,000

or less, and in 1979 changed the due date of the return for the

fourth quarter from February 15 to April 15.

These amendments were consistent with recommendations

of the American Bar Association* that quarterly filiLig be

abandoned unless taxable gifts for the year exceeded $100,000.

They failed, however, to resolve entirely the technical 
prob-

lems created by quarterly filing, including the possibility 
of

the unintended loss of the marital deduction,:* and 
practical

problems created by the requirement of quarterly returns 
for

larger donors. Moreover, the decreased importance of the gift

* General Explanation of the Tax Reform Act of 1976 prepared

by the Staff of the Joint Committee on Taxation 586 (December

29, 1976).

** Tax Section Recommendation No. 1974-2, 27 Tay Lawyer 825

(1974).

:* Section 6075(b) as amended continues the calendar quarter

as the taxable period. Suppose donor (D), who has already

given his spouse (S) over $200,000 in prior years, makes a

gift of $4,000 to S in the first quarter of 1980, and also

a gift of $28,000 to X in that quarter. A gift tax return

is required for that quarter, and the gift tax marital deduc-

tion is limited to $1,000, just as under prior law. If D

gives S $2,000 in the second calendar quarter of 1980, and

also gives X $25,000 in that quarter, another return is 
re-

quired for the second quarter, and the marital deduction 
is

$1,000. Thus D has received only a $2,000 marital deduction,

whereas a $3,000 marital deduction would have been allowed

if the gifts to S had been made in the same quarter.
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tax in recent years argues in favor of the proposed change. In

our judgment, the quarterly filing of qift tax returns should be

entirely eliminated, as provided in S. 955. This will greatly

simplify the operation of the gift tax law, both for taxpayers

and for the Internal Revenue Service.

II. ISSUES RELATING TO REPEAL

A. REPEAL OF ESTATE AND GIFT TAXES

Proposals for repeal of federal transfer taxes must

be carefully examined in light of the reasons for their enactment

and the part they have played in our tax system.

The federal estate tax was first enacted in 1916.

Initially, rates ranged from one percent on small estates to ten

percent on estate values over $5 million. Between 1916 and 1942,

the rates were raised or lowered on several occasions. The Reve-

nue Act of 1924 introduced the federal credit for death taxes paid

to the states for the purpose of encouraging greater uniformity in

state death tax laws. In 1941 and 1942, during World War II, the

estate tax rates ranged from three percent on small estates to

77 percent on estates over $10 million,* the estate tax exemption

was set at $60,000, the gift tax exemption at $30,000, and the

annual gift tax exclusion at $3,000. The Revenue Act of 1948 in-

troduced the marital deduction, but the rates and exemptions re-

mained unchanged until the Tax Reform Act of 1976 established the

present unified system and rate and credit structure.

* Gift tax rates, established in 1932, were three-fourths of
the estate tax rates.
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Federal transfer taxes serve two purposes -- they are

a source of revenue and they are a means of preventing undue con-

centrations of wealth. The debates preceding the various Acts

reflected sharp differences in social, economic and political

philosophies. In 1924 and 1926, Secretary of the Treasury

Andrew Mellon sought repeal of the estate tax, arguing that

death duties were within the exclusive domain of the states and

that there was no social necessity for breaking up large for-

tunes. The Secretary also argued that the estate tax would lead

to the destruction of capital and be harmful to the community.*

After compromises, however, proponents of the tax prevailed.*

In 1934, the Senate Finance Committee, in proposing a

top estate tax rate of 50 percent, stated that it "will tend to

prevent undue concentrations of wealth'. In 1935, during the

Depression, when the rate was increased to 70 percent, President

Roosevelt stated that "transmission from generation to generation

of vast fortunes by will, inheritance or gift, is not consistent

with the ideals of the American peopleO.'*

It is apparent that the question whether the purposes

for enactment of the federal transfer taxes have been achieved

and are in fact "* * * consistent with the ideals of the American

people', has been debated for years.

Paul, Taxation in the United States pp. 134-138 (1954).

' The Revenue Act of 1926 repealed the gifk tax; it was re-
enacted in 1932.

* Paul, supra, at 183.

I
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These taxes, which in 1981 will produce slightly over

1% of total revenues (an estimated $7.2 billion), are not a

major source of revenue.* Inflation, however, will increase

the absolute amount of such taxes in the future, as under any

progressive rate structure, and if income tax reductions are

enacted which result in increased savings, estate and gift tax

collections would increase still further.

Proponents of the transfer tax system argue that these

taxes contribute importantly to the objective of raising Federal

revenues by reference to ability-to-pay -- that in this respect

they complement the intended effect of our income tax system.

Further, while the income tax does not reach individuals to the

extent they invest their savings in non-income producing property

which is held until death, or in tax-exempt bonds, or tax shel-

ters, the estate tax is imposed at progressive rates on the

accumulation of assets during the course of a lifetime. The pro-

ponents argue that the estate tax thereby helps to distribute

the tax burden among all individuals, an important objective,

according to such proponents, because our income tax system is

a voluntary compliance, self-assessment system resting in part

on public confidence in the tax system as a whole.

* Pamphlet Setting Out Background and Description of Estate
and Gift Tax Bills prepared by the Staff of the Joint Committee
on Taxation (May 1, 1981).
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The proponents also suggest that the fundamental pur-

pose of limiting undue concentrations of wealth is as valid today

as it was in 1916 and 1924 and that untaxed transfers of substan-

tial wealth conflict with basic social values, principally equal-

ity of opportunity. They point out that throughout the world, in

developed countries in which property is privately-owned, taxation

of property at death is a common form of taxation.

Opponents of the transfer tax argue that it is a tax

on capital which adversely affects the incentive to save. They

point out that it results in enormous complexity in the transfer

of wealth from generation to generation, often causing lock-in

effects, decreasing the mobility of capital, and imposing other

inefficiencies and transaction costs. They point out that it

is not properly justified as a back-stop to the income tax system

because it imposes tax burdens on persons who accumulate their

estates entirely out of fully tax-paid income to the same extent

as those who have held non-incomo producing property, tax-exempt

bonds, or tax shelters.

Such opponents argue that our transfer tax system

has failed to break up concentrations of wealth; has failed

to enhance equality of opportunity; and, as stated above, has

been a disincentive to investment, productivity, and enter-

prise.

Against this background of argument, we suggest that

the following considerations, among others, are certainly rele-

vant:
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1. The purposes and effects of the federal transfer

tax laws, as outlined above, must be carefully weighed in light

of long term economic, social, and political objectives, and in

light of revenue needs. The proper place for these laws in our

tax system requires consideration of the appropriate level of

rates# the degree of progessivity, and the amount of the exemp-

tion or the threshold at which a person's transfers of property

during life and at death begin to be taxed. In other words, to

the extent that the purposes and effects of these laws are valid,

the segments of society which are to bear the burden of these

transfer taxes must be determined consistent with the economic,

social, and political objectives to be achieved.

2. Under existing economic conditions in the United

States, the impact, if any, of the estate tax on the propen-

sity to save and upon the actual stock of savings must be con-

sidered. Repeal or reduction of the tax by reference to these

considerations would, however, require a decision as to the

most effective allocation of the estate tax revenues in ques-

tion, both now and as they might increase in the future. Would

the effect on savings be greater if these tax reductions took

the form of reduced marginal income tax rates? What are the

most important disincentives to saving?

3. If Congress determines that the fundamental pur-

poses of the laws do not justify their existence, in whole or in

part, in light of their perceived disadvantages, Congress must

consider the implications of repeal.
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a. Current law provides a new income tax basis

for assets held at death. Repeal of the estate tax

would remove a major justification for not imposing

a tax at death on unrealized capital gains. It is

possible, then, that the estate tax would be replaced

by another "death tax".

b. The present estate tax law permits a

limited credit for death taxes paid to the states.

Repeal may be replaced by higher state levies and

may lead to more competition among the states.

Some states could create 'havens" from death 
taxes,

thereby encouraging a migration of older citizens

to those states, a phenomenon which occurs to a

lesser extent under the present system.*

c. Tax-free lifetime transfers may create

opportunities for intra-family gifts to persons 
in

lower tax brackets, resulting in an erosion of 
the

income tax base, although it is arguable that 
impo-

sition of federal death taxes has the same effect.**

' It is instructive that the increase in the state 
death tax

credit in 1926 from 25 percent to 80 percent had 
the support

of those states which then had inheritance taxes 
but feared

that their wealthy residents would move to states 
with no in-

heritance taxes. It was thought that the retention of the

federal tax made it useless to move. Another effect of the

increase in the credit was that it permitted the 
states to

preempt for themselves revenues which would otherwise 
be pay-

able to the federal government. Paul, Taxation in the United

States 139 (1954).

** Miller, The Federal Gift Tax: Rate Revision, 51 A.B.A.J 
333

(April, 1965).
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d. The present system, by allowing deductions

for transfers to charity, provides a major incentive

for taxpayers to make gifts to charitable organiza-

tions during lifetime and at death. Congress should

consider the impact of repeal on these organizations;

such consideration, however, should also take into

account the Federal income tax treatment of chari-

table gifts and of charities themselves.

finally , consideration should be given to the fact that

the estate tax is criticized as forcing the sale of family farms

and closely-held businesses. Provisions exist in the estate tax

law for deferred payment of estate taxes, for virtually income

tax-free redemption of stock to enable payment of such taxes, and

for special farm-use valuation of certain assets. It may well be

that these relief provisions are too tightly drawn; as subsequently

noted, they certainly are unduly complex. The burdensome impact

of the *state tax on farms and closely-held businesses calls for

thorough reconsideration of these provisions.

B. REPEAL OF GENERATION-SKIPPING TAX

The generation-skipping tax was enacted in 1976 to

provide equal transfer tax treatment between families that used

generation-skipping trusts for the transmission of wealth and

those that did not. Congress determined that while the tax ad-

vantages of generation-skipping trusts were theoretically avail-

able to all, in actual practice they were used more often by the
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wealthy. Accordingly, the Congress sought to establish a system

to tax wealth once each generation.*

If transfer taxes are to be retained, it is arguable

that the goal sought to be achieved by this tax is as valid today

as it was in 1976. Proponents say that we cannot allow individ-

uals to leap-frog the imposition of the estate tax by complex

trusts or other dispositions. On the other hand, many lawyers

who work extensively in the estate and gift tax field believe

that the tax is largely ineffective. It is horrendously complex

and results in stilted and often inefficient forms of property

transfer at substantial estate planning costs.

Against this background of argument, we suggest that

the following more specific considerations, among others, are

relevant:

I. While the tax was aimed at a device employed by the

very wealthy, it may be precisely that segment of society which

is able to avoid the tax, at least in part, by avoiding the use

of generation-skipping trusts and adopting a device known as

Layeringg. It may be that the less affluent, those do not have

sufficient wealth to "layerO, are those most affected by the tax.

2. The tax has a potential impact on more estates than

originally anticipated -- for example, when the order of deaths

is other than the most actuarially probable.

* General Explanation of the Tax Reform Act of 1976 prepared
by the Staff of the Joint Committee on Taxation 564 (December
29, 1976).



172

3. Some experts believe that the provisions are so ex-

tremely complex and subtle in their terms and operation that tax-

payers and their advisors will never be able adequately to comply.

Estate planning of necessity must often be done by general prac-

tice lawyers who will not be able to master these provisiOns, and

they do not lend themselves to standard dispository plans.

4. Adequate administration of these provisions by the

Internal Revenue Service will require increased capacity for stor-

age and retrieval of information accumulated over many years, as

well as examining agents who can be trained to enforce this com-

plicated tax. Opponents argue that it is doubtful whether the

Service will ever be able to achieve these objectives.

5. Although the tax was enacted in 1976, proposed reg-

ulations on substantive matters were not issued until early thi%

year. These proposed regulations have been severely criticized

and may require substantial revision. The Section of Taxation sub-

mitted over 100 pages of detailed individual comments. Further-

more, although the first returns are due June 30, 1981, the Service

has yet to issue return forms -- four and one-half years after the

enactment of the tax.

As might be expected, the generation-skipping tax will

produce little revenue: its purpose is to make the estate tax

work by removing any advantage of dispositions which would other-

wise avoid the effect of the estate tax.* The extreme complexity

* The tax is estimated to produce $280 million per year. General
Explanation of the Tax reform Act of 1976, Staff of the Joint Com-
mittee on Taxation 21 (December 29, 1976).
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of the tax and the ability of some to avoid it by "layering" may

well call for reconsideration of its effects and operation. The

question whether outright repeal is justified calls for careful

balancing of the resulting effects on the integrity of the es-

tate tax and the extreme complexities and burdens which a

generation-skipping tax may necessarily require.

III. OTHER ESTATE AND GIFT TAX ISSUES

A. THE UNIFIED CREDIT AND RATE SCHEDULES

The appropriate level of exemption from transfer tax

accomplished through the unified credit, and the appropriate level

of rates and degree of progressivity, are closely related to the

issue of repeal of these taxes. If the Congress determines that

the fundamental purposes of the estate and gift tax laws are valid

today, then Congress must determine the level of wealth to be

taxed and the burden to be imposed on such wealth. Also relevant

in these decisions is the extent to which Congress determines that

lifetime giving should be encouraged, a consideration which may

not have been given adequate attention in the changes in the Tax

Reform Act of 1976.*

If the exemption level is set at $600,000, it is esti-

mated that the number of estates incurring tax would be reduced

* Miller, The Federal Gift Tax: Rate Revision, 51 A.B.A.J. 333
(April, 1965).

84 0-61-I
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from two and eight-tenths perL..t of all decedents to three-tenths

of one percent.*

Obviously, inflation is increasing the value of property

so that transfer tax burdens are increasing although there are no

corresponding increases in real wealth or purchasing power. The

estate and gift tax rates are progressive; this factor, plus the

implementation of the equivalent exemption through a fixed-dollar

credit, causes the increaa in tax burden despite the absence of

any increase in real value.

The present level of the exemption equivalent of $175,625

was set in the Tax Reform Act of 1976. Many experts feel that

Congress should at the least reconsider the appropriate level of

exemption, and the possibility of indexing this exemption for

future changes in value of the dollar.

B. ANNUAL GIFT TAX EXCLUSION

The anual gift tax exclusion of $3,000 per donee was

set by the Revenue Act of 1942. The original purpose of the ex-

clusion was "to obviate the necessity of keeping an account of and

reporting numerous small gifts, * to fix the amount suffi-

ciently large to cover in most cases wedding and Christmas gifts

and occasional gifts of relatively small amounts"* -- that is, to

* Pamphlet Setting Out Background and Description of Estate and

Gift Tax Bills prepared by the Staff of the Joint Committee on
Taxation (May 1, 1981).

•* S. Rep. No. 665, 72d Cong., 1st Sess. (1932), 1939-1 Pt. 2
C.B. 496, 525.
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exempt from the gift tax routine intra-family gifts made for

essentially non-tax reasons.

Proponents on an increase in-the exclusion argue that

in_1ght of the substantial increases in price levels the exclu-

sion generally fails to carry out the congressional purpose in

enacting it. Opponents, on the other hand, argue that in light

of present day sophistication in estate planning, particularly

in connection with life insurance and certain other forms of

saving, an increase in the exclusion would increase unduly the

opportunity to avoid the effect of the transfer tax system 
by

annual gifts to those persons who are the natural objects of 
the

donor's bounty.

The amount of the exclusion is a matter of policy to be

determined by Congress, taking into account the foregoing consid-

erations and other factors such as the interaction between 
the

exclusion and 52035(b), which includes in a decedent's gross

estate transfers within three years of death.

Whether or not the amount of the annual exclusion is

increased, many observers agree that two particular areas re-

quire special consideration. First, parents pay significant

amounts for a child's college education after the child has

reached the age which under state law relieves the parent of

the obligation of support. In many schools today, tuition and

related expenses exceed $10,000 per year. Second, many in-

dividuals, though not obligated under their state law to sup-

port their parerts or grandparents, nonetheless in fact pay
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large amounts for food, clothing, nursing care, medical expenses

and shelter to support their aged parents and grandparents.

Under present law the expenditures in both of these

cases are transfers subject to the gift tax, but most taxpayers

do not regard them as gifts and do not report them for gift tax

purposes. Furthermore, It is doubtful that taxpayers can ever

be convinced to treat such transfers as "giftsO. Because it

is difficult to define transfers for consumption, many experts

in this field suggest that Congress consider amending the In-

ternal Revenue Code to provide that the following transfers

shall not be treated as transfers subject to gift tax:

1. Transfers from a parent to or for a child expended

within one year for tuition and other costs of higher education.

2. Transfers from a child to or for a parent or

grandparent expended within one year for food, clothing, nursing

care, medical expenses and shelter.*

C. MARITAL DEDUCTION

The purpose of the marital deduction provisions, as

originally enacted by the Revenue Act of 1940, was to achieve

greater equality in the estate and gift tax treatment of

* On March 4, 1971, Rep. Pickle introduced H.R. 2324 which,
in addition to providing for an increase in the annual gift
tax exclusion under section 2503(b), creates a new section
dealing with transfers for consumption.

I
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residents of community property states and 
common law states.*

The provisions allow a deduction of 50 percent 
of the value of

property transferred to a spouse during lifetime 
and a deduc-

tion of up to 50 percent of a decedent's adjusted gross estate

for property passing to a spouse at death. 
The changes in the

marital deduction provisions enacted by the Tax 
Reform Act of

1976 were intended to provide relief to modest 
estates. Con-

gress believed that a decedent with a medium-sized 
estate

should be able to leave a $250,000 minimum amount 
of property

to his surviving spouse free of estate taxi 
and that the gift

tax on lifetime transfers between spouses was 
too restrictive,

tended to interefere with normal interspousal 
lifetime trans-

fers, and should permit during life a one 
time $100,000 tax

free transfer between spouses.**

We submit that the following be considered 
in any

revision of the marital deduction provisions:

1. These provisions do not lead to precise equality

of treatment between residents of community 
property states and

common law states." This was apparent when the provisions were

* H.R. Rep. No. 1274, 80th Cong., 2d Sess., pp. 24-26; Sen.

Rep. No. 1013 (Part I), 80th Cong., 2d Sess., pp. 26-29. See,

generally, 4 Mertens, Law of Federal Gift 
and Estate Taxation

pp. 438-440 (1959).

** General Explanation of the Tax Reform Act of 
1976 prepared

by the Staff of the Joint Committee on Taxation 
533 (December

29, 1976).

:* A taxpayer in a common law state wishing to equalize 
a $2

million estate with his spouse in 1981 by transferring 
$1 mil-

lion to her would incur a federal gift tax of 
$108,290 (as-

suming no prior taxable gifts). This result is achieved auto-

matically without tax in a community property 
state.
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enacted.* Inequality results most dramatically in common law

states where the less wealthy spouse dies first, because any

opportunity to have half the family property taxed in the estate

of each spouse is later lost.

2. Under present law jointly-owned property will con-

tinue to be a source of difficulty. The tracing requirements of

section 2040(a) are burdensome to estates and survivors. Fur-

thermore, there is widespread noncompliance because few taxpayers

understand the gift tax consequences to spouses acquiring per-

sonal property as joint tenants.

3. Some practitioners believe the current rules

frequently lead to distortion of estate plans. For example, the

individual with a modest taxable estate is often counseled to

leave outright to his spouse just that part of his estate that

qualifies for the martial deduction and to leave the balance in

a trust, the purpose being to avoid a second tax upon the death

of the surviving spouse. Implementation of such a plan, however,

can produce complexity and expense out of proportion to the

amount of tax saved. On the other hand, failure to adopt such

a plan may result in double taxation.

Although not a part of any of the bills presently under

consideration by this Subcommittee, many experts suggest that the

amount and "qualitative expansion" of the marital deduction be

reviewed and studied. The basic concept underlying qualitative

* Paul, Taxation in the United States 497 (1954).
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expansion is that a person should be able to leave property in

trust for his spouse, providing income to her for life but with

no power to dispose of the remainder, and still have that prop-

erty qualify for the marital deduction. At present, the trust

would be a "terminable interest" which would fail to qualify for

the marital deduction. Qualitative expansion would presumably

be coupled, however, with a provision for including the value of

such a trust in the surviving spouse's gross estate in all events,

although this would probably add complexity to the law.

Proponents of qualitative expansion argue that the

present requirements for allowance of the marital deduction

frequently put people who are remarried in the difficult posi-

tion of choosing between tax savings (as a result of the marital

deduction) and the assurance that their wealth ultimately will

pass to their children, often of a prior marriage. Even absent

prior marriages, the proponents argue that spouses are frequently

faced with the dilemma of weighing tax savings against non-tax

considerations (such as the possibility of remarriage) that would

counsel leaving the property in trust. Arguably, this dilemma

will be heightened if an unlimited marital deduction were enacted

without qualitative expansion, because there would then be a

greater inducement to give "all" to the surviving spouse and not

provide for children.
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D. DEFERRED PAYMENT OF ESTATE TAXES ATTRIBUTABLE
TO INTERESTS IN CLOSELY-HELD BUSINESSES

The earliest provision of the Internal Revenue Code

granting a deferral privilege to estates as a matter of right*

was 56166 added to the Code in 1958. It was Nprimarily designed

to wake it possible to keep together a business enterprise

wher-e the death of one of the larger owners of the business re-

sults in an imposition of a heavy estate tax".** This was to

be accomplished by spreading out the period over which the

estate taxes would be paid to permit earnings of the farm or

closely-held business to be used to pay the estate taxes.

In the Tax Reform Act of 1976, Congress changed the

section number of existing 56166 to 56166A, and added a new

56166, which provided a longer payout period and a lower in-

terest rate for those estates which meet its more stringent

qualification tests. It was added in response to concern that

some businesses were not profitable enough to permit both pay-

ment of estate tax and interest thereon, especially if the in-
,

terest rate is high.** The Revenue Act of 1978 amended S6166

* Under S6161(a)(2) of the Code the time for payment of estate
taxes may be extended for up to ten years by the Secretary of
the Treasury upon a showing of reasonable case. Since 56161
does not permit deferral as a matter of right, its utility as
a planning tool is limited.

H B.R. Rep. No. 2198, 85th Cong., Id Seas. (1958).

* H.R. Rep. No. 1380, 94th Cong., 2d Sess. (1976).
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(but not 56166A) to provide for the application of certain con-

structive ownership rules in determining if a decedent's estate

owned the minimum percentage interest required to constitute an

*interest in a closely held business" for purposes of S6166.

As a result, two sections now deal with the same sub-

ject, each having different tests as to what property consti-

tutes man interest in a closely held business" as to which de-

ferral is available, what minimum value the interest must have

in relation to the value of the estate in order to qualify for

deferral, under what conditions two or more "interests* may be

combined to meet the threshold requirement, under what conditions

acceleration of the deferred tax takes place, what maximum period

of deferral is available, and what rate of interest is payable

on the unpaid installments. There are also numerous other dif-

ferences between the two sections.

The Tax Reform Act of 1976 also changed the test

under S303 for the minimum value which the stock of the redeem-

ing corporation owned by the estate must have in relation to

the value of the estate to qualify for "exchange" redemption

treatment. Thus, this minimum value percentage is no longer

the same as any of the threshold minimum value tests of either

56166 and 56166A.

Simplification of the tax laws would be greatly pro-

moted by combining SS6166 and 6166A and coordinating those pro-

visions with S303. The Wallop Bill, S. 395, addresses some of
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these questions. However, more can and should be done. The

Section of Taxation is in the process of developing a comprehen-

s uive report on this subject and hopes to soon be able to discuss

the report with the Joint Committee and Treasury Staffs.

E. ORPHANS' DEDUCTION

Section 2057 was enacted by The Tax Reform Act of 1976

to provide a limited estate tax deduction for an interest in prop-

erty passing to a minor (defined as a child under age 21) orphan.

The deduction is not allowable, however, if the interest passing

to the minor orphan would violate the terminable interest rule

of section 2056 if it were an interest passing to a surviving

spouse. Moreover, the deduction is available only where the de-

cedent is not survived by a Spouse and the minor child has no

known parent.

There are significant problems with the orphans' deduc-

tion. Primary among them is the requirement that the interest in

property passing to the minor orphan not violate the terminable

interest rule. This results in undesirable complexities. Enact-

ment as part of the Revenue Act of 1978 of the provision recog-

nizing "Qualified Minors' Trusts" as further exceptions to the

terminable interest rule only served to increase those complex-

ities -- complexities which are now reflected in the wills of

most parents of minor children. This undoubtedly results in in-

creased estate planning fees, though the deduction will actually

be used very infrequently. Though the objective of Congress in
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providing for the deduction is obviously laudable, many respon-

sible tax lawyers believe that in furtherance of the simplifica-

tion of our tax laws, it should either be repealed in its entirety

or the burdensome requirements attendant to its application should

be eliminated.

In any event, whatever changes in the law may be consid-

ered, the problems of implementing new proposals are formidable

and should be carefully studied before enactment. Many estate

plans have been implemented based on present law, and changes

should be made slowly and carefully, if at all.

CONCLUSION

The Section of Taxation of the American Bar Association

has a deep and abiding interest in the integrity of our tax sys-

tem. We are particularly committed to the cause of simplification,

to the extent consistent with objectives of economic efficiency

and equity of the tax structure. We look forward to further

opportunities to present our views to the Congress.
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SUMMARY OF TESTIMONY
OF JOHN A. WALLACE

ON BEHALF OF
THE AMERICAN COLLEGE OF PROBATE COUNSEL

ON
ESTATE AND GIFT TAX REFORM

BEFORE THE
SUBCOMMITTEE ON ESTATE AND GIFT TAXATION

COMMITTEE ON FINANCE
UNITED STATES SENATE

June 5, 1981

The College recommends that the unified credit for

estate and gift taxes should be increased substantially if

the fundamental purposes of our estate and gift tax laws

are to be served. A substantially increased unified credit

would effectively repeal the federal estate and gift tax 
for

smaller and medium-sized estates and would also produce 
a

number of other collateral tax and nontax benefits that 
are

desirable.

Following a determination of the appropriate level

of the unified credit, the estate and gift tax rate 
schedule

should be reexamined, particularly from the standpoint 
of a

possible reduction of the minimum and maximum tax rates and

a revision in the progressivity of the rate schedule.

The College supports an unlimited estate and gift

tax marital deduction only if the terminable interest 
rule

in Section 2056 is amended to allow a deduction 
for transfers

of a current beneficial interest in property to a 
surviving

spouse. In the absence of a modification of the terminable
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interest rule, an unlimited marital deduction will unduly

influence taxpayers concerning interspousal transfers.

the College urges a repeal of the overly complex

and burdensome generation-skipping transfer tax. If it

4.s felt that some tax must be imposed upon multi-generational

transfers of property that are otherwise not subject to a transfer

tax, that issue should be considered carefully by a study group

composed of competent tax practitioners and any legislative

action should be postponed until their recommendations are

received.

The College also supports a substantially increased

per donee annual gift tax exclusion, but does not support an

expansion of the exclusion by exempting transfers of

property for current consumption. The College also supports

an annual gift tax return filing requirement and an amendment

that would allow taxpayers the option of utilizing the-

unified credit against a gift tax liability.

The College supports a revision of Sections 6166 and

6166A that would bring those statutes into conformity with

each other and with a related statutory provision, Section 303.

The College also recommends that the interest rate charged on

deferred estate tax liability be decoupled from the interest

rate charged on underpayments and late payments of income

tax.
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The College also submits that many interpretive
problems have been raised with respect to the operation of
Section 2032A during the five-year period following its

passage and that substantial amendments are needed to

redress those problems.

Finally, the College urges that the present inquiry

into our estate and gift tax laws proceed on an orderly

basis that is designed to provide long-term solutions to the

problems raised. In this manner, it is to be expected that,

following the enactment of additional estate and gift tax

legislation, our estate and gift tax laws will remain unchanged

for some substantial period of time, thus producing the stable

environment that is vital to effective estate planning.
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TESTIMONY
OF JOHN A. WALLACE

ON BEHALF OF
THE AMERICAN COLLEGE OF PROBATE COUNSEL

ON
ESTATE AND GIFT TAX REFORM

BEFORE THE
SUBCOMMITTEE ON ESTATE AND GIFT TAXATION

COMMITTEE ON FINANCE
UNITED STATES SENATE

June 5, 1981

This statement has been prepared by the Estate and Gift

Tax Committee of the American College of Probate Counsel (the

"College"), although the positions presented have been

specifically approved either by the Board of Regents or the

Executive Committee of the Board of Regents of the College, and

are submitted at the express direction of the President of the

College, Milton Greenfield, Jr., Esq. of St. Louis, Missouri.

The membership of the Executive Committee of the Board of

Regents and the Estate and Gift Tax Committee of the College is

listed on Exhibit A of this statement.

The College is grateful for being given the opportunity to

appear at this hearing and to express the views of our

membership, which is composed of more than 2,000 lawyers who

specialize in the practice of trusts and estates law and

related tax matters, concerning the estate and gift tax

legislation now pending before this Subcommittee. A major

purpose of the College from its inception more than thirty



188

years ago has been the improvement and reform of probate laws

and procedures, with the ultimate goal of simplifying to the

maximum extent possible the disposition of property and the

administration of estates in this country. There is no doubt

that our estate and gift tax laws represent the most complex

and expensive aspect of our system of property disposition, and

we welcome and accept once again the challenge of working with

the present Congress to find ways of ameliorating the unduly

harsh impact of these laws on our clients.

Increased Unified Credit

Two of the bills pending before the Subcommittee today -

S.395 and S.858 - would increase the estate and gift tax

exemption for property transfers substantially, either through

an increased unified credit or through a combination of an

increased unified credit and reduction of the transfer tax

rates. Obviously, to the extent the unified credit for estate

and gift taxes is increased, estates below the exemption level

will be permanently removed from the transfer tax system; in

effect, the increased unified credit will repeal the federal

estate and gift tax for these estates.
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The College enthusiastically endorses this effort to

Increase the unified credit. It is patently obvious that the

present federal transfer tax system, i.e., the combination of

the estate, gift and generation-skipping tax laws, is overly

complex and burdensome. Transfer taxes force far too many

taxpayers to develop, with the assistance of knowledgeable but

expensive advisors, complicated estate plans that frequently

represent an unhappy compromise between the taxpayer's true

wishes about the disposition of his or her property and tax

realities. Moreover, in recent years changes, and proposed

changes, in our transfer tax laws have caused these estate

plans, and the documents implementing them, to be reviewed and

revised with greater frequency, adding to the expense incurred

by these taxpayers. The upshot has been an increasing level of

resentment on the rart of taxpayers concerning the estate, gift

and generation-skipping tax laws. As inflation pushes more and

more estates into the transfer tax system, or increases the tax

burden of estates that are already in the system, all without a

corresponding increase in the real value of those estates, the

impact of these taxes is being felt by more and more taxpayers.

This resentment over the heightened intrusiveness of the

estate, gift and generation-skipping taxes into the lives of

our citizens is undoubtedly reflected in much of the estate and

gift tax reform legislation pending before this Subcommittee

today.

Wm 0-81-13
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The question of whether, and how, transfers of property

should be taxed is ultimately a political issue. This issue

should be resolved, however, with the fundamental purposes of

the estate and gift taxes in mind. The College submits that

throughout the long and often checkered history of our federal

estate and gift taxes theme purposes have been clouded by an

ambivalence between adherence to the social policies underlying

these taxes and revenue considerations. The estate and gift

tax laws were examined in some depth at an American Assembly

program held in Atlanta, Georgia during December of 1976. At

the conclusion of this program the following 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 property 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 opportunity 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
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has eamited the extent to which that right'and
that freedom should exist or be limited.

Intervention by society Is justified to
curtail harmful concentration or perpetuation of
econowc 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.

sme lasie Premises

Much of the law of succession has origins
in the past, some of which are no longer
compelling or relevant. We are concerned that
much of today's law and even some recent
legislation, including tax legislation, has
developed without adequate analysis of
fundmental reasons for or against public
intervention.

Our systems of wealth transfer can be
appreciated, or properly altered, only after
their premises, structures and procedures have
been subjected to philosophical inquiry, testing
them against economic, social and political
values of today. The Assembly has attempted
that, with particular emphasis on the transfer
of substantial 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,
encouragement of private philanthropy to improve
the quality of life.

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 dis-
tinctions.
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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 ones personality beyond death. In
fact, established patterns of inheritance may be
the least objectionable means of deciding
property ownership on a person's death.

Excessive unearned wealth, however, may
arouse deepseated resehtment, and possibly
alienation from our society, over someone-s
"getting something for nothing."

Examined from an economic perspective, the
right to transfer wealth has the positive values
of fostering incentives in the form of rewarding
industry, ingenuity and creativity, encouraging
capital formation through saving and investment,
permitting 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 concentrations
of economic power, inefficiency in Investment
resource allocation and reduced 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
transmission ultimately will be set by political
judgments rather than solely by a process of
reasoning and logic.
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Taxation of Wealth Transfers

There will continue to be a call for the
relatively modest revenues generated by transfer
t axes,a bt 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 and economic consid-
erations, now justifies either an increase or a
decrease in the present levels of death and gift
taxation.

The considerations reflected in the above summary make an

effe ve-case for the proposition that the federal estate and

gift tax laws should be used primarily as an instrument of

social policy rather than an effort to produce public revenues.

This conclusion may be contrasted with the approach reflected

in a recent pamphlet prepared for the use of the Committee on

Finance by the Staff of the Joint Committee on Taxation in

which the role of estate and gift taxes as a revenue source,

rather than to implement social goals, is emphasized.

Background and Description of Bills (S.395. S.404, S.574 and

S.858) Relating to Estate and Gift Taxes, prepared for the use

of the Committee on Finance by the Joint Committee on Taxation

on April 30, 1981, pages 19-20.



194

It a fundamental objective of the estate and gift tax laws

is to enhance equality of opportunity in this country by

preventing the undue concentration of walth and power in the

hands of a few, the level of the exemption equivalent afforded

by the present unified transfer tax credit, now $175,625, is,

by any standard, ridiculously low. In all too many estates the

value of the decedent's interest in his or her home, household

furnishings and other miscellaneous noninvestment assets exceed

this amount. In other instances the availability of insurance

arrangements and employee benefit plans push many middle-

management taxpayers, who, during their lifetimes find it

difficult to make mortgage payments, into estate tax brackets

that are well above the present level of exemption equivalent.

Viewed from this perspective it seems appropriate to ask
whether $175,625 In really the level of wealth that is deemed

"undue" from the standpoint of our social goals.

The report of the American Assembly that has been referred

to previously also takes the view that transfer taxes should

not conflict with other basic social values, including

"rewarding industry, ingenuity and creativity, encouraging

capital formation through saving and investment, permitting

continuity of on-going enterprise, and supporting diversity and

priorities." While the case may be made that a system that
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permits transfers of enormous wealth from generation to

generation may breed pensioners rather than entripreneurs among

the recipients of that wealth, an equally compelling case can

be made for the proposition that transfers of wealth that are

not deemed excessive provide a desirable continuity of

economically productive capital in the private sector of the

economy. If the owners of successful businesses are not

disrupted from their affairs by transfer tax concerns, their

energies will continue to be directed toward the pursuit of

business opportunities, the creation of jobs and the

improvement of the productivity of the nation. Again, viewed

from this standpoint, the wisdom of imposing estate and gift

taxes upon transfers of property at a level just above $175,000

should properly be questioned.

The case for a substantially increased unified credit was

stated in the following manner by J. Thomas Eubank, Esq. on

March 24, 1980 at hearings before the Subcommittee on Taxation

and Debt Management Generally of the-Committee on Finance:

"In view of the fundamental purposes of the
estate and-gift tax laws, which I believe
have been neither stated well in legislat-
ive histories nor observed well when laws
were written, I now ask whether it is
proper to tax a $500,000 estate very much.
What about a $1,000,000 or even a
$2,000,000 estate? Are these really
concentrations of wealth and power that we
want to break up significantly? Are not
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o gthe very bee of %be
. private stOr economy that we Wish to

* y~~we.becamse they are large enough -to
luds sm~fi nV Iestomnt capitaL
in te Iprivate sector economy but

'note. L G enough to create unaw social
• g hCm~~F estate below

IIeowf d goods, pe l .

bile. and boats, end 'aee woefully it-o.
Investment capitL; Because of t ..hese
differenceS inl t114 natUre Of a*8sses
epenngon qstate sie oMr stt. X

laWs have -tended -' the aggregate to hit
invstt capital harder and personal
assets ealer. Xcepons in tb& Income
tax lama for re.denes indicate that the
sam s tze there to an extent. A nation
wanting to be stronger economically would
not disfavor Imstment capital. specially

hen. there is a shortage of Investment
capital. I he concern Congress expressed In
1976 about fame and their productivity for.
the nation should be expended to Include'a
cowne for all productive investment .....
capital, which our n-ti on needs so much'.

At the time Mr. ubmk vs testifying as iniv idusal and not

as a representative of any firm or organination, but It Is

appropriate to point out ber that be Is a nesler of the Board

of Regents and an officer of the College, and that his views

reflect a commo conceus among our membership.

Viewed from the standoint of zrevut concerns, a

subtantially Increased rifled crett will clearly CMi*e a

Sharp, ece In the XeVwee PreC, bt he *state and gift

tax lawo, because most *states can be found at the lower
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echeln of the economic scale- Since the federal osate and

gift tax -laws produce a very iv percentage of ovezral tax
wevmes. the Impact of -the reve=ue lose prdce ay

substantiallyW-Jbtan~llyincreased viaiied transfer tax credit- can be
absotbedP rather easily, either by adju ments to the income tax
or excise tax legris, or through reduced governmental

expenditures. The Increased unified credit will also result In

a significant reduction both In administrative enforcement

costs and tax-deductible fees, other factors that vil offset

the anticipated revenue loss.

Any effort to draw the line between taxable and tax exempt

estates is a difficult task that necessarily Involves an

arbitrary exercise of -judgment by those charged with the

res iity for developing our tax lavs. We submit., however,

that it will be Impossible to make a rational determination

about the level of the unified credit unless Congress during

the deliberative process first identifies the. fundamental

purposes for the estate and gift tax laws. Otherser, a

Congress that is struggling mightily with the complex problem

of avoiding budget shortfalls will naturally focus Upon the

zrvenue impact of statutory change In this area. We are

co n-rned that's preoccupation 'ith revenue considerations will
force Congress to select a threshold level for the transfer tax
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system that does not provide sufficient relief for our farmers,

ranchers, businessmen and the other taxpayi,& vho now control

the economically productive capital in the private sector of

the economy. When the exemption equivalent for estate and gift

taxes was increased to $175,62S in 1976, the increased

exemption was phased in over a five year period in order to

ameliorate the adverse impact on tax revenues. If, as we

submit, the fundamental purpose of our transfer tax laws is to

implement certain socially desirable goals, rather than to

produce revenue, a decision that is based upon a preoccupation

with revenue implications will inevitably miss the mark. We

urge that the amount of the unified credit be established at a

level that encourages the formation of private capital, "

provides an incentive for estate accumulation and removes from

the transfer tax system those taxpayers whose estates should

clearly be spared the agony of dealing with a necessarily

complex tax process.

It should finally be noted that many nontax benefits will

ensue for taxpayers with smaller and medium-sized taxable

estates from a substantially increased unified credit. First,

and perhaps foremost, the documents needed to implement most of

their estate plans will be shorter, easier to understand and

less expensive to prepare. These taxpayers will therefore have
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some idea of what they are doing when they execute wills and

trusts or administer estates. Furthermore, the necessity for

many trust arrangements, which are now used solely to minimize

estate taxes, will be eliminated. Many unsophisticated

taxpayers are very leery of such esoteric devices as trusts and

would be relieved to know that they will not forfeit tax

savings by failing to use them. Last, but certainly not least,

the energies of trusts and estates lawyers and professional

fiduciaries can be redirected toward more useful and productive

pursuits If they are relieved of the obligation of preparing

complicated estate planning documents for clients who do not

understand or like them and often as not highly resent the fees

incurred in their preparation and implementation.

Rate Reduction

The questions of the amount of the unified credit and tax

rates are Inextricably intertwined. This is illustrated by two

bills now pending before the Subcommittee. 5.858, the Family

Farm Protection Act of 1981, would provide an exemption

equivalent from estate and gift tax for estates with a value of

$600,000 and less by 1985 through the medium of increasing the

unified credit from $47,000 to $192,800 without any change in

the estate and gift tax rate schedules. On the other hand,

S.395, the Family Enterprise Estate and Gift Tax Equity Act,
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would achieve the same exemption equivalent by increasing the

unified credit from $47,000 to $124,750 and by what can

generally be described as a 10% across-the-board reduction In

the estate and gift tax rates.

The College submits that the question of rates should be

postponed until a decision Is made about the level of the

unified credit. for the reasons stated previously, a

substantial increase in the unified credit seems to be entirely

warranted, particularly when the fundamental social goals that

the estate and gift tax laws seek to implement are considered.

After the level of the unified credit has been determined,

however, it would be appropriate to consider a general

reduction in the estate and gift tax rates in order to provide

further tax relief. For example, the current tax rates impose

a tax of 32% on the first dollar above the present exemption

equivalent of $175,625. The College feels strongly that this

level of initial taxation is entirely too high. Moreover, it

seems appropriate to the College that the top tax rate, now set

at 70%, be reexamined in light of the current trend toward

reduction in the top income tax rates. If the top income tax

rate on 'earned income has been. set at 50%, is there any reason

to tax the capital that enables taxpayers to earn that income

at a higher rate? Finally, while the tax rate structure is
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being examined, It would also be appropriate to consider

whether the slope of the present graduated rate structure

should be altered. The present sloye would .appear to be biased

against the smaller and medium-sized taxable estates, thus'

presenting the issue of whether changes in the tax rates should

be implemented more slowly for these estates and adjusted more

sharply upward as the size of the taxable estate increases.

Again, we would call the attention of the Subcommittee to the

testimony and the charts presented by J. Thomas Eubank, Esq.

to the Subcommittee on Taxation and Debt Management Generally

of the Committee on Finance on March 24, 1980. There is much

food for thought in that material about the present estate and

gift tax rates, and we submit that the conclusions reached by

Mr. Eubank merit the close attention and scrutiny of this

Subcommittee during its analysis of our transfer tax laws.

Marital Deduction Changes

Section 4 of S.395, the Family Enterprise Estate and Gift

Tax Equity Act, authorizes an unlimited estate and gift tax

deduction for property transfers between spouses. While this

proposal is labeled as an unlimited marital deduction rule, and

will be referred to as such in this statement, it really

authorizes unlimited interspousal transfers because it applies

both to transfers of separate and community property between

spouses.



The College supports the proposed unlimited marital

deduction, with the key proviso that this change In the marital

deduction rules be accompanied by a change in the terminable

Interest rule that would allow property transfers between

spouses to qualify for the deduction even though the interest

of the recipient spouse in limited to a life estate in the case

of outright transfers or an income interest in the case of

transfers In trust.

There are a number of reasons why thin change is

desirable. The adoption of an unlimited marital deduction

rule, which effectively considers spouses as a marital unit

rather than separate individuals for purposes of the transfer

tax structure, will bring the estate and gift tax laws into

conformity with the widely-held view among married couples that

what belongs to either of them belongs to both. It would also

permit spouses owning only separate property to avoid the

disparate transfer tax treatment accorded spouses owning only

community property under present estate and gift tax laws. A

spouse owning only separate property cannot now arrange to

transfer one-half of that property to his or her spouse prior

to death without the risk of a substantial gift tax ability.

On the other hand, one-half of any community property is

automatically deemed to be owned by each spouse. The advantage
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accorded to CoMaIty property Vnder present estate and gift

tax, lavs is most obvious whero the spouse that does not have

title to the pL'perty dies first, 'he surviving Spouse owning

only separate prope ty vould continue to oin all of the

property for transfer tax purposes and woi4d not have the

advantage of . marital, deduction at death because of the love

of his oir hfr *jous. An to commit property, on the other

hand., at the death of either spouse the ovnership interest of

that spouse in -the comnity property mould be taxed at the

time of death and vould not be taxed aqwu, if properly

handled, at %be death of the surviving Apouse. An unlimited

marital deduction rule would allow spouses to transfer their

separate property assets and structure their separate property

*states in a manner that would produce the transfer tax

advantages wow obtained automatically by spouses owning

Coo)'ty property.

- It is .also likely that an unlimited marital deduction rule

will result in the elimination of many Joint piOperty

-arrangements that nov. exist between spouses. A husband or wife

will frequently regista property Vith hie or her spouse as

Joint tenants or tenants by the e ntirty to reflect the fact

that the spouses consider that the property is owned by the

marital unit.- under. present law this use, of joint tenancy will



create gift tax problems unless the amounts involved are within

the limits of the gift tax marital deduction and the annual

exclusion. Many taxpayers, however, do not have the remotest

idea that these types of transfers can give rise to gift tax

problems. These taxpayers think either that someone ought to

be able to make any transfer to a spouse tax-free or that the

transfer simply reflects the actuality that the spouse already

has an equal ownership interest in the property. In any case,

many spouses do not consider that the use of joint names

Involves a gift. Thus, the adoption of an unlimited marital.

deduction rule will undoubtedly generate desirable tax

compliance benefits.

Another favorable offshoot of this change is that most If

not all of the joint interest property rules under Section 2040

can be scrapped, which will lead to much needed simplification

of the present estate and gift tax laws. Finally, in an era

when many marriages involve couples who are both working, and

thereby jointly producing the income used to acquire marital

property, any tax rule that facilitates transfers between

spouses also reflects social realities.

While there may be some Initial revenue loss attributable

to unlimited transfers of property between spouses, most of

this revenue loss will be reco~uped subsequently because the
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estates of surviving spouses, and the corresponding tax bite on

those estates, will be increased substantially. Today,

particularly in the case of larger separate property estates,

spouses adopt property disposition arrangements that split the

separate property estate into two parts, one of which will be

Included in the gross estate of the surviving spouse for

transfer tax purposes and will be deductible from the gross

estate of the first spouse to die under present marital

deduction-rules, while the other is structured in a manner that

affords the surviving spouse the benefit of the property

without inclusion of that property in his or her estate at

death. An unlimited marital deduction rule, particularly if

coupled with a qualitative expansion of that rule, may cause

many taxpayers to change this strategy in favor of a transfer

of the entire separate property estate to the surviving spouse

in order to obtain a full deferral of estate tax at death, even

though a larger transfer tax will be paid at the death of the

surviving spouse than would have been paid by the combined

estates of the spouses under the split estate approach just

described.

It must be recognized that a quantitative expansion of the

present marital deduction will force many taxpayers, who were

previously in a quandry over the use of the marital deduction

84-8 0-81-14



206

(because the price of the deduction is giving the surviving

spouse full control over the qualifying property) into a more

difficult dilemma about the use of this deduction. Because the

attraction of a complete deferral of estate tax through use of

the-unlimited marital deduction is so great, the College

supports the enactment of the unlimited marital deduction rule

only if that change is accompanied by a modification of the

terminable interest rule now contained in Section 2056. The

proposed modification would allow a taxpayer to claim the

marital deduction for a transfer of property to a spouse

without necessarily granting the surviving spouse an

unrestricted right of disposition over the transferred property

at his or her subsequent death. At present, Section 2056

contains a terminable interest rule that denies a marital

deduction 'for any transfer of property to a surviving spouse if

that spouse is not given an unrestricted right to control the

disposition of that property at his or her death. Thus, the

tax deferral achieved through the marital deduction is

available only if the transferor spouse is willing to concede

to the transferee spouse ultimate control over that property.

In many instances a taxpayer will forego the benefit of the

.marital deduction because of a concern that the surviving

spouse will direct the property at his or her death to persons

whoare unacceptable to the taxpayer. Every experienced tax
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practitioner has encountered situations in which taxpayers have

agonized over the use of the-marital deduction for this very

reason. These situations arise most frequently where multiple

marriages are involved, particularly where the transferor

spouse has children by a prior marriage. The quantitative

expansion of the marital deduction from a maximum of the

greater of one-half of the adjusted gross estate or $250,000 to

the entire estate will obviously exacerbate thin dilemma In

these situations. There does not appear to be any reason,

however, for increasing the likelihood that a taxpayer must

adopt an estate plan that does not accurately reflect his or

her true wishes or which may not be best suited to the

circumstances of his or her family as a condition for receiving

.an added tax benefit. For this reason we recommend that the

expanded marital deduction rule be enacted only if that change

is accompanied by a relaxation of the terminable interest rule.

As we envision this new qualitative marital deduction rule, the

marital deduction would be available for a transfer of property

In trust for a surviving spouse if the surviving spouse must

receive the income for life (and, if desirable, encroachments

upon capital) but is not given a power of appointment over the

trust remainder interest, so long as the transferor spouse

makes a binding election to have the full value of the assets

remaining In the trust subjected to estate tax at the death of
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the surviving spouse. This approach would allow spouses to

take advantage of the quantitative expansion of the marital

deduction rule without a concern that children may be

disinherited through the subsequent actions of a surviving

spouse who may not have been the parent of those children.

The College also recommends that this expansion of the

qualitative marital deduction rule be limited to transfers in

trust where the surviving spouse is the sole beneficiary of the

trust during his or her lifetime or to transfers of property

where the surviving spouse is given a legal life estate in the

transferred property. If the marital deduction election were

extended to transfers of property in trust in which benefici-

aries other then the surviving spouse have current beneficial

rights, the governing tax rules will necessarily become very

complex. In 1969 the Treasury Department published a

comprehensive study and set up recommendations for revisions of

the estate and gift tax laws that, among other things,

supported an unlimited marital deduction on a qualitatively

expanded basis that encompassed transfers in trust for multiple

beneficiaries, including the surviving spouse. The College is

concerned that the rules required to implement a qualitative

marital deduction on this basis will be overly complex. The

underlying purpose for a qualitative expansion of the marital



deduction is, after all, to protect remainder beneficiaries

from disinheritance. It does not follow from this step that

the marital deduction should be extended to allow those

beneficiaries to have a present interest in the transferred

property. In the absence of any qualitative expansion of the

marital deduction, the only person who would have any interest

in the property would be the surviving spouse; thus a

qualitative expansion of the marital deduction rule that is

designed to protect remainder beneficiaries does not. either

require or support a further expansion of the rule aimed 5t

allowing those beneficiaries to receive current rights over the

transferred property during the lifetime of the surviving

spouse.

Generation-Skipping Tax

The present generation-skipping tax rules contained in

Chapter 13 of the Internal Revenue Code are an inappropriate

response to the question of whether multi-generational

transfers should be subject to a tax if they do not otherwise

attract a tax liability under present estate and gift tax laws.

This conclusion is supported by a number of factors. First,

Chapter 13 in its present form is entirely too complex and Is

virtually unworkable from an administrative standpoint. In

addition, It imposes a generation-skipping tax In many
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instances in which that tax should not be imposed.

Furthermore, the tax operates at value levels that are sot

entirely too low and imposes burdensome recordkoeping

requirements upon affected taxpayers and the Internal Revenue

Service for lengths of time that literally span decades.

Finally, since the estimates of the anticipated revenue from

this tax are so slight, that information alone calls into

question the necessity for and the validity of a tax that

accomplishes so little at the expense of so many.

The College arrives at these views on the basis of actual

experience. With very few exceptions, most experienced tax

practitioners will confirm that they have failed to implement

compliance procedures in their offices to deal with the

generation-skipping tax, even though Chapter 13 was adopted

almost five years ago. These practitioners will also confirm

that when will and trust documents that create generation-

skipping tax issues are submitted to professional fiduciaries

for review and comment, that review does not prompt any

meaningful response as to the generation-skipping tax

considerations'involved. To some extent this inactivity on the

part of tax practitioners and professional fiduciaries may be

attributed to the grace period allowed under the Tax Reform Act

of 1976 for wills and revocable trusts that were in existence
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on June 11, 1976, since that grace period extends through the

end of 1981. This inactivity may also be attributed, however,

to the fact that the response from the Treasury Department with

respect to interpretive regulations and tax forms can, at best,

be described as inadequate and tardy; in those instances in

which regulations have been issued either in proposed or final

form, they are technically deficient in many areas and fail to

respond to many critical issues that must be answered in the

process of planning for the generation-skipping tax. The truth

is that there has been. inactivity and confusion on both sides

of the fence insofar as this particular transfer tax is

concerned.

After careful consideration of this state of affairs, the

College submits that Congress should repeal Chapter 13. It may

also be appropriate to convene a study group composed of

qualified practicing professionals to study this issue and file

a report that considers what methods, if any, might be

appropriate to subject untaxed multi-generational transfers to

some form of tra-,ofer tax, and, if so, what form that tax

should take and at what level it should become operative.
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Oift Tax Changes

Legislation now pending before the Subcommittee would

increase significantly the $3,000 annual per donee exclusion

from gift tax contained in Section 2503(b). The $3000 per

donee gift tax exclusion level was set back in 1942, at a time

when that amount would purchase two Cadillac automobiles. The

impact of inflation over the intervening period of almost forty

years has obviously eroded this dollar standard almost

completely. Many transfers, such as the payment of college

tuition by a parent for a child who has reached the age of

majority (now 18 in many states) now cause gift tax problems

that should not be raised. In fact, unless the level of the

annual per donee gift tax exclusion is increased significantly,

the College is concerned that compliance problems relating to

transfers that contain some element of support obligation on

the part of the donor toward donees over age 18 will become so
severe that the voluntary gift tax system as a whole might be

jeopardized.

The possibility of excluding transfers for ,=urrent

consumption from gift tax .' another solution that has been

proposed for redressing the inadequacy of the current level of

the annual gift tax exclusion. This concept was considered in
a study of estate and gift taxation published by the American
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Law Institute In 1969. This proposal was couched an a
supplement to the annual gift tax exclusion, so that transfers

within the exclusion and transfers for current consumption

would both escape gift tax.

In the American Law Institute's study, a transfer for

current consumption was defined as an expenditure for:

uI. The benefit of any person residing in the
transferor's household, or the benefit of a child of the
transferor under twenty-one years of age, whether or not
he resides in the transferor s household, which does not
result in the transferee's acquiring property that will
retain any significant value after the passage of one year
from the date of the transfer; or

I. Current educational, medical or dental costs of any
person, or

I1. 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.'

It is apparent from a reading of the above quotation that the

concept of transfers for current consumption would introduce

into the law a fertile area for dispute and litigation. The

terms "significant value", "in fact dependent on the

transferor', and "reasonable in amount" alone would no doubt

provide many new cases for an already overburdened Tax Court.

The College submits that simplification and avoidance of

potential areas of dispute constitute overriding considerations
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in determining the amount of the annual gift tax exclusion.

The objective of eliminating routine gifts from the impact of

- tax would best be served by increasing the annual exclusion to

its purchasing power equivalent as of the date the present

$3,000 amount was introduced into the law. The question of

whether this amount should be indexed to maintain the value of

the exclusion in terms of purchasing power should also be

addressed.

Other legislative proposals would, in effect, restoris two

administratively helpful elements of the prior gift tax law,

namely, that gift tax returns would be required to be fiLed

only on an annual basis anti that donors would be given the

option of claiming the unified credit against taxable

transfers. The College sitpports both of these proposals. -It

simply makes no sense to :require taxpayers to file gift; tax

returns except on an annual basis. There is no justification,

either from the standpoint of revenue impact or from the

standpoint of administrat:Lve considerations, for requiring more

frequent filings. In addition, under the gift tax law that

existed prior to the Tax Reform Act of 1976, the use of the

lifetime exemption for gift tax transfers was completely

optional. No problems arose as a result of this option, which

enabled donors to structure taxable gift transactions with a

I
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greater degree of certainty and with the expectation that any

issue arising from the transfer would be resolved on an

expedited basis. It should also be made clear that a final

determination of the value of transferred property for gift tax

purposes would be a binding determination of the value of that

transfer as an adjusted taxable gift in the calculation of the

federal estate tax liability. Again, basic fairness and the

lack of any compelling objection to any of these changes, lends

support for their enactment.

Relief Provisions

The legislation currently pending before the Subcommittee

also contains a number of changes that would affect the

principal relief provisions for estate and gift taxes, the

deferral elections under Sections 6166 and 6166A and the

redemption rules under Section 303. The College also submits

that this reexamination of these relief provisions for closely

held business interests, farms and similarly situated assets

should focus not only on the level of relief that is justified,

but also on the manner in which that relief is extended. For

example, each of the provisions alluded to previously, Sections

6166, 6166A, and 303, contains a number of intricate rules that

frequently operate as traps for the unwary and cause many

deserving estates to lose the relief extended by the statute
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because of inadvertent errors. Many of these-rules have been

added to the relief provisions because of a preoccupation with

the potential for abuse that might result from the relief

rules. The College submits that the technical advice that has

been given to Congress in the past in these areas has been

overly cautious and, in many instances, has enabled the

Treasury Department and the Internal Revenue Service to take

technical positions that make a mockery of the statutory

purposes involved. This unfortunate trend undercuts the

concept of tax relief and it should be reversed.

Many of the proposed amendments in this area are designed

to bring these statutes into conformity with each other. For

example (and by way of illustration, only, since a number of

other examples could be cited) Sections 6166 and 6166A, which

ar. based on essentially identical policy considerations,

differ as to:

(1) The maximum deferral period available,

(2) The amount of estate tax that can be deferred,

(3) The required relationship of a closely-held business

interest to the estate for qualification purposes,
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(4) The definition of "an interest in a closely-held

business",

(5) The conditions under which two or more interests in

closely-hold businesses can be aggregated to moet

applicable threshold rules,

(6) The rate of interest payable on unpaid tax

installments, and

(7) The amount of withdrawals from a closely-held

business or dispositions of interests in a

closely-held business that will be permitted without

accelerating deferred tax payments.

It Is difficult to reconcile these differences. It is also

difficult to reconcile the problems that are raised by the use

of one or the other of these tax deferral provisions in tandem

with redemptions of stock in a corporation that are designed to

qualify under Section 303 for capital gains tax treatment. The

College supports this effort to bring all of these statutory

provisions into conformity with each other. The result would

be tax simplification and tax equity. There does not appear to

be any meaningful objection to this reconciliation efforts in

fact, the necessity for these changes has been recognized by

both the Treasury Department and tax practitioners for some

time, and they are long overdue.
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Most of the legislative proposals and combentators'

suggestions for improvement and simplification of the deferred

estate tax election provisions involve the consolidation of

present Sections 6166 and 6166A into a single statute that

would preserve the most favorable (from the standpoint of the

taxpayer) provisions of each of the two existing statutes. The

College supports this approach generally, provided that Section

303 is also brought into conformity with this new statute. For

example, the new statute governing the election to defer estate

taxes will undoubtedly contain some acceleration rule limiting

both withdrawals from the closely-held business by the estate

and dispositions of the estate's closely-held business interest

during the deferral period. These rules and the restrictions

that relate to redemptions under Section 303 should be compared

to be sure that tandem use of these-statutes is preserved to

the maximum extent possible and that the measures required to

utilize one provision do not cancel the relief afforded by the

other. In addition, we submit that a good case can be made for

the elimination of any threshold test, other than some

appropriate de minimus rule, for the use of the election to

defer estate tax payments, since the amount of the estate tax

which may be deferred is limited by the percentage of the value

of the closely-held business interest to the other estate

assets in any event. At the same time the necessity for a



219

threshold qualification test for use of Section 303 should be

reexamined; here again, the amount of the protected redemption

is limited by the amount of estate tax payments and certain

administration expenses, which may provide adequate protection

against the potential for abuse in that area.

The question of the interest rate charged on deferred tax

installments should also be studied. With the exception of the

4% rate charged on limited deferred privileges under Section

6166, the rate of interest charged on elected deferred estate

tax payments changes biennially with the rate of interest

charged on underpayments and late payments of income taxes.

This biennial interest rate adjustment tracks the level of

commercial interest rates every other September under a formula

contained in Section 6621. It is questionable whether the rate

of interest charged on estate taxes that are deferred under a

statutory .relief provision should be tied to commercial

interest rates. In many instances, particularly when

commercial interest rates are high, as they are now, closely

held businesses cannot produce the cash needed to pay operating

expenses, deterred estate taxes and large amounts of interest.

Moreover, while competitive interest rates on underpayments and

late payments of income tax are needed to prevent taxpayers

from deliberately borrowing from the Government, no such
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incentive to borrow deliberately from the Government is

presented by the estate tax deferral rules under Sections 6166

and 6166A; in fact, the exact reverse is true, for estates that

depend upon these statutory deferral provisions are presumably

those who do not have ready access to commercial borrowing

markets.

Section 2032A

A substantially increased unified credit, coupled with

significant rate relief, will obviously benefit all estates

without regard to the nature of their assets. Both of these

steps should be implemented on a priority basis. Thereafter,

theCollege submits that the amount and nature of additional

relief that is justified for taxpayers whose estates are

comprised of interests in family farms and ranches, and other

closely-held businesses, should be determined.

Much of the estate and gift tax reform legislation pending

before the Subcommittee today relates to changes in the

provisions of Section 2032A. This statute, which was a part of

the Tax Reform Act of 1976, enacted an entirely new concept for

valuing real property devoted to farming, ranching, and other

closely-held business use. As such, Section 2032A was,

unequivocably, a relief measure intended to encourage

1~ --
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continuation of family owned and operated farming and other

enterprises by providing a lower estate tax valuation in those

circumstances where, due to low production income and

illiquidity, a family might otherwise be forced to sell a

family farm or a family business in order to pay estate taxes.

Section 2032A as enacted contains numerous conditions and

requirements that are designed to ensure that its statutory

relief will be limited to situations that reflect both family

involvement and substantial liquidity concerns. Because the

concept of special valuation is new, and because of the

numerous conditions and requirements imposed upon its use, it

was inevitable that Section 2032A would produce areas of

vagueness, uncertainty and dispute. It is now clearly apparent

that these areas require technical correction and oversight by

Congress. This situation has been aggravated by the fact that

soon after passage of Section 2032A it became apparent that its

relief exceeded the projections of the Treasury Department in

certain areas of the country. Therefore, the Internal Revenue

Service has adopted an ill-disguised position of attempting to

restrict the application of Section 2032A to the maximum extent

possible in order minimize the tax benefits produced by the

statute. The College submits that this effort has frustrated

the Congressional intent inherent in Section 2032A and that

clarifying amendments to the statute are required to address

84-582 0-81-16



the many problem areas that have developed in this provision

since 1976.

The problems that should be addressed Sy this Congress in

the area of Section 2032A may be described briefly as follows:

2. By regulation and ruling interpretation, the Internal

Revenue Service has disqualified property owned by a decedent

who either rented the property to a member of his family for

cash in more than three of the eight years preceding his death

or was cash renting the property to a member of his family on

the date of his death. Similarly, a qualified heir acquiring

the property would immediately be subject to a recapture of the

tax benefit if he were to cash rent the farm to a member of his

family in the post-death period.

2. Retired and disabled persons owning otherwise

qualified real estate may be denied the benefit of Section

2032A because of their inability to materially participate in

the operation of the farm real estate without jeopardizing

their social security benefits.

3. A surviving spouse (presumably a widow) of advanced

years is frequently unable to preserve eligibility for special

use valuation because of a physical inability to materially

participate in the operation of the enterprise.
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4. Although the statute specifically recognizes the

planting and cultivating of trees as a method of farming, it

has heen difficult for owners of woodlands to qualify under the

material participation test because of the nature of the

industry.

5. The statute requires continued material participation

within the family group for a period of 15 years following

death under threat of recapture of the tax benefit. This

period of time has proven to be burdensome and a restraint on

normal alienation of property as well as a restraint on the use

of property as collateral for financing expansion of the

enterprise.

6. In the case of qualified heirs who are spouses,

minors, students or disabled persons, the material

participation requirement is frequently difficult, if not

impossible, to meet.

7. Many observers feel that the $500,000 limitation on

the benefit from special use valuation has placed an undue

restriction on the benefit from the statute.

8. Present rulings prohibit the benefit of Section 2032A

if there has been a non-taxable exchange of qualified real

property either in the 8-year pre-death or the 15-year

post-death period.



224

9. The avoidance of recapture of the tax benefit in the

event of involuntary conversion is presently an elective

provision that is easily overlooked.

10. The valuation formula for farmland requires that

there be available average cash rent figures for comparable

land. In many areas of the country, cash rent is not commonly

used and consequently, substantial land has been deprived of

the benefit of special use valuation through inability to

satisfy the formula requirement. In addition, the Service has

taken a very narrow view of what is "comparable" for this

purpose.

11. In the event of a cessation of qualified use or a
disposition of the qualified property, the additional federal

estate tax which is required to be paid is equivalent to the

original estate tax based on fair market value. Nevertheless,

the present statute denies the qualified heir the benefit the

stepped-up basis ordinarily obtainable when an estate tax has

been paid on the fair market value of the property.

12. Regulations deny special use valuation in the case of

interests in otherwise qualifying real estate which do not

qualify as present interests under Section 2503.
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13. Present interpretations of the recapture provisions

require an abnormally large recapture tax in the event of a

partial disposition of the interest of the qualified heir.

Most observers believe that a pro rate recapture would be more

appropriate.

14. Present definitions include as members of the family

of the decedent or qualified heir only relationships by blood,

except for a spouse. However, in the case of a qualified heir,

it is unduly restrictive if the family of the decedent is not

also considered to be the family of the surviving spouse.

15. The agreement required to be signed by qualified

heirs and interested persons must, under present regulations,

be signed by a person legally authorized under local law to

sign. This has necessitated opening statutory conservatorships

for minors at substantial expense notwithstanding the fact 
that

their interest might be a very remote interest.

16. To qualify for statutory relief, property must 'pass'

from the decedent to the qualified heir. Present definitions

indicate that property acquired through the exercise of an

option to purchase property from the estate would not qualify

for special use valuation.
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17. The Internal Revenue Service takes the position that
It special use valuation Is used the deduction under Section
20S3 for mortgage debts on the qualified property must be
reduced proportionately to the reduction in value of the

qualified property.

The College submits that the rules contained in present
Section 2032A are inordinately complex and seem to serve

primarily to obstruct the intended use of the statute.
Therefore, to the extent Congress determines that additional
relief should be. extended for family farms and ranches, the
provisions of this statute will require an extensive overhaul
if that relief is to be a reality. There is simply no
justification for extending relief to some farms and ranches
and not to others simply because those farms and ranches are
located in areas where cash rents are commonplace. In
addition, the statutory rules relating to qualified use and
recapture are open invitations (that have been readily
accepted) for imaginative administrative curtailment of the
relief authorized under the statute.

Many of the problem areas noted above are addressed by
statutory proposals now pending before this Subcommittee. The
College understands that an additional proposal relating to
changes in Section 2032A that has been drafted primarily by the
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Federal Tax Section of the Illinois State Bar Association will

be submitted to Congress shortly. It is the position of the

College that a careful and deliberate study of the nature and

form of the statutory modifications required to implement the

Congressional purpose inherent in Section 2032A should be

undertaken. This would be a welcome contrast to the hurried

nature of the enactment of Section 2032A back in 1976. That

approach will also, we are confident, produce a statutory

response that will properly reflect the wishes of Congress and

will also meet the needs of affected taxpayers.

A Plea for Stability

Perhaps going as far back as 1969, when the Tax Reform Act

of 1969 was enacted, but certainly going as far back as the

late summer of 1976, when the estate and gift tax provisions of

the Tax Reform Act of 1976 were suddenly inserted into that

legislative package, our estate and gift tax laws have been in

a state of flux. This is totally undesirable. Taxpayers

expect to file income tax returns, both individual and

corporate, on an annual basis, and, if they are not happy about

the annual changes in the rules involved, they are by now

reconciled to them. The same cannot be said for our estate and

gift tax laws, since compliance with those laws necessarily
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Involves the use of complicated documents that, hopefully, will

stand the test of time and will not have to be reviewed and

changed on an annual basis. The process of preparing wills,

trusts and other forms of property disposition requires

stability and predictability. Annual changes in the estate and

gift tax laws, or the annnual issuance of key regulations

interpreting estate and gift tax law changes, keep the transfer

tax system in a state of turmoil that produces undue expense

and intolerable compliance burdens. As a result, the College

takes this opportunity to again suggest that the process of

changing our estate and gift tax laws should proceed in a

careful and informed manner and pursuant to a schedule that

affords interested parties adequate time to review proposals

for change and comment on them. Hopefully, that type of

process will produce not only the appropriate solutions but

also a bill that will settle all relevant pending issues in the

transfer tax area for some time to come. This will allow

taxpayer% some relief from the destabilization that has

unfortunately crept into this area of tax law in recent years.
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My name is Ben Wallis. I am an attorney and a rancher, and I
appear here today representing the National Association of Pro-
perty Owners, an organization representing some 3,000 members
nationwide engaged in ranching, farming, finance, energy, min-
erals, timber, development, and other fields. In addition, NAPO
represents more than 200 affiliated organizations with approxi-
mately 500,000 members. A majority of NAPO's members would be
classified as owners and operators of family businesses, including
family farm, ranch, and timber operations.

Family businesses, especially family agricultural operations,
today face extinction. They are truly an endangered species.
Chief villain in the plight of these family operations is our
antiquated, unjust, and inappropriate tax structure. While un-
realistic income tax structures merely inhibit and deter the pro-
ductivity and growth of family businesses, our present estate tax
laws make it virtually impossible for the family-owned business to
survive.

The problems are most apparent with family-owned agricultural
enterprises. Following World War I, inflation was rampant
--everywhere but in agricultural product prices. Increased effi-
ciency offset many of the pressures brought on by these infla-
tionary trends of the products bought by agricultural operators.
However, increased efficiency and production can do only so much.
More and more, agricultural operators found themselves borrowing
large sums of money on their land--in ever increasing anounts--as
inflation pushed the price of land upward. For many agricultural
operators, periodic refinancing became a way of life. The dangers
were not truly evident until interest rates skyrocketed.

Now, much of agriculture finds itself in critical condition. The
industry itself, always fragile, faces wholesale bankruptcy. Even
those operations considered sound, and in excellent financial con-
dition, face a very uncertain future upon the death of the present
owner. Estate taxes make the retention of a healthy family agri-
cultural operation virtually impossible. A common scenario in the
past has called for the heirs of an agricultural operation, upon
the death of the original owner, to borrow large sums of money, by
mortgaging the land, to pay the estate taxes. By the end of those
heirs' lifetimes, those debts may be paid off, only to see the
cycle repeated again for the next generation.
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During the last several years, however, the cycle has been dis-
torted. Inflation has pushed the valuation of land to a point
where, In operations of a size sufficient to be viable, a portion
of the estate must be sold to pay estate taxes. For family opera-
tions, the "reform" of the 1976 Estate Tax Revisions was a cruel
hoax.

*A not uncommon scenario is that of the heir to a small family
operation, working at a second job, and who has never made more
than $15,000 per year in his life, inheriting properties on which
up to 70% estate tax must be paid, rendering it impossible to
retain the operation. Even if he is able to hold a portion of the
property--or to hold all by borrowing a large enough sum to pay
the estate taxes--at his death, the cycle will be repeated.

The "family farm" operation Is essential to America. The industry
itself is one of rugged individualists. These individuals' love
of the land, their dedication and efficiency, their willingness to
work long (and often uncompensated) hours, their willingness to
take the accompanying risks, all are elements of competition that
keep our food prices low and our supplies high. Remove the family
farm, and we have either rapidly escalating food costs, or
famine.

Estate taxes derived from these family operations are hardly
essential to the operation of the national budget. The amounts
collected are relatively insignificant. Yet, to the Individual
operation, these taxes often are devastating. If we are to retain
the family business, the Ofamily farm'--the epitome of the
"American dream"--relief from estate taxes must be granted, and it
must be done nowl Time is short.
In an effort to help remove the family-owned business from the
Nendangeredu list, the following recommendation is made:--

ELIMINATE ALL ESTATE TAXES

Realizing full well that, while the American public may be ready
for such a change, the United States Congress may not be, we
recommend several alternatives:

1. Raise the estate tax credit to an equivalent of $500,000,
and add a lifetime exemption of,$300,000 for each estate.

2. Establish an unlimited marital deduction, and extend
those benefits to children of the decedent.

3. Expand the special use valuation, and extend its use to
all closely- held businesses where heirs are actively
involved in the business--define 'active involvement' so
that the IRS cannot circumvent the will of Congress, as
is so often the case.
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4. Eliminate the unified credit; gift and estate -taxes
should be considered separately; establish a $25,000 per
year gift exemption, along with a $300,000 lifetime gift
exemption.

5. A maximum tax on estates and/or gifts should never exceed
50%. It iS inconceivable that the government should be
entitled to more than an heir.

The exemptions and credits should be available to all estates;
however, at a minimum, the above exemptions and credits should at
least be available in transfers to those actively engaged in the
closely-held business. The definition for those actively engaged
in the business should be defined to include those beneficiaries
of trusts who have any active involvement in the operation of the
business.

For years, Congress has given lip service to the concept of the
"family farm* as we speak of farm and ranch (including timber)
operations. This may well be the last opportunity that Congress
has to save the "family farm". What Congress does with Estate Tax
Reform will be a message to the American public as to whether
Congress feels the individual really is important, or whether the
concept of the "family farm" has simply been a cruel hoax per-
petrated upon the American public to generate votes during re-
election.

We have spent billions to preserve endangered plants, animals,
fish, and birds. If individuals really are important to Congress,
this is one of the best chances Congress will ever have to prove
it.
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Senator Symms. We will call up the next to the last panel.
The Chair would announce, we do have a very difficult time

constraint. The plane I am leaving on leaves at 12:45.
I would like to call up the panel of Lynn E. Stalbalm, William

Stimpson, Robert Bellatti, and Donald Knutson.
I have been informed that Senator Armstrong may be able to

show up at 12:20. I think if all members would be willing to submit
their testimony, maybe we could hear from these last two panels
here in the next 15 minutes or so.

I know many of you gentlemen have come a long ways to testify
before the committee. We are glad to have your testimony here. I
want to assure you that your testimony will be a part of our
record. It will be under the consideration of this committee and
members of the committee in the ensuing markup which is to come
in the next month, I hope, in marking up the President's recom-
mended tax proposal.

I hope we can address and make some real headway with respect
to the inheritance and gift tax.

STATEMENT OF LYNN E. STALBAUM, LEGISLATIVE REPRE-
SENTATIVE, NATIONAL MILK PRODUCERS FEDERATION,
WASHINGTON, D.C.
Mr. STALBAUM. Mr. Chairman, before I start--
Senator SyMms. I might mention that Lynn is a former member

of the House of Representatives. We are always glad to have him
before the committee here.

Mr. STALBAUM. Thank you, Senator. With some embarrassment
on that point, I ask to make a correction in my prepared state-
ment, on page 3, in the second paragraph, someone in our staff
spelled your name wrong and Senator Grassley's name wrong,
indicating you only have 3 cosponsors instead of 31.

If that House Agriculture Committee wasn't so busy with the
dairy section yesterday, I would have caught it.

But, be that as it may--
Senator Symms. That will be corrected, don't worry.
Mr. STALBAUM. I thank you very much. I apologize for the error.
We are fundamentally supporting, and I represent the National

Milk Producers Federation, modification in the estate tax law,
primarily as they are incorporated in bill S. 395.

All 'of these are features which we believe would be helpful to
the family type dairy farm which makes up the great share of our
cooperatives and membership.

The proposal to increase the estate tax exemption to $600,000
merely covers an average sized dairy farm of 50 to 60 cows. The
repeal of the widow's tax will get me brownie points all over
America because farm wives have long said, "Why should we have
to pay an estate tax when we have worked alongside our husbands
in developing this farm estate."
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The bill corrects deficiencies in the determination of the special
use valuation, both for the determination of the party who is now
deceased and for the heirs. We support those.

We support the increase in the gift tax exemption from $3,000 to
$10,000.

There are two items which the bill S. 395 does not touch, one of
which I would hope could be incorporated in the drafting of legisla-
tion.

That is the mechanics of determining special use evaluation.
Some of this was taken up in an earlier hearing, in a subcommit-

tee, by Senator Grassley, on share rentals. It goes further than that
in determining comparable properties.

A former home secretary of mine, when I served in the House, is
in the legal field, in this activity now, and finds that it is very
difficult for him as a lawyer to go out in the country and ask five
different people how much rent they are paying on their land.

It would seem to me an appraisal value determining yield on the
farm would be far preferable. We would hope the committee would
consider something of that type.

The second one, which may take a little bit longer, is, How can
we develop a practical way of making gifts in a family farm?

We support raising the limit from $3,000 to $10,000, but you can't
give a son who works with you a piece of a tractor or a piece of a
silo or even a piece of the acreage unless you are going to convey-
ance and appraisal and surveys, filing and so forth.

By contrast, people who own stocks and other investments can
readily transfer them simply by looking in the morning paper,
determining the value of the stock and limit the transfer by gift so
it stays under the exclusion if they so desire.

We would hope, over a period of time, and I know we can't do
this by the time this legislation is considered, we can work out a
more meaningful way of permitting transfers within a family from
the parent to a son who has worked with them.

Even in incorporated farms we run into difficulties because the
IRS contends the book value of the property does not reflect the
actual value of the gift transfer.

Thank you very much, Mr. Chairman.
Senator SYMMS. Thank you very much for an excellent state-

ment.
William Stimpson.

STATEMENT OF WILLIAM H. STIMPSON, CHAIRMAN OF THE
BOARD, GULF LUMBER CO., MOBILE, ALA.

Mr. STIMPSON. Mr. Chairman, my name is Billy Stimpson. I am
one of three owners of Gulf Lumber Co., a corporation cutting pine
timber in Mobile, Ala., with approximately 200 employees.

We buy over two-thirds of our timber from nonindustrial land-
owners. That is one of the main reasons that I am here to testify
today.

Besides that, I am a private landowner myself. I appreciate this
opportunity to testify for the forest industries committee on timber
valuation and taxation.

Our committee speaks on behalf of more than 5 million timber
owners of all sizes and from all regions of the country.

For purposes of this testimony, we also represent 64 forest relat-
ed associations.
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Over 5,000 consumer products come from the forest, products
that are essential to education, sanitation, health, and in general
speaking, the American way of life.

I come here today, gentlemen, to tell you that our country faces
a significant shortage of timber in the decades to come.

The Federal estate tax law must be changed if we are to main-
tain or increase our timber production.
, The real problem, gentlemen, is that I am on the firing line
every day, trying to buy timber for our mill. At the same time, I
a- tying to talk these landowners into properly regenerating
these lands that we cut over.

I get these negative answers. I will die before the trees are old
enough to cut. There is too much risk because of fire, disease, and
storms. You can't prove to me that this is a good investment. There
is no annual income like rents or dividends. Also, I am afraid my
heirs will have to clearcut all of the timber or either sell all of the
land and the timber to py for the taxes.

Senator Symms. On that point, I have wondered why we haven't
had more support from some of the so-called environmental groups
to come in and testify on behalf of this, because there is no ques-
tion about it, the grave robbers tax, as you have referred to it in
other statements when I heard you speak about it is antienviron-
mental, because it forces rapid liquidation of timber that may not
be ready to harvest.

Mr. STUAMoN. True.
Our committee has actually run computer models on whether it

_is feasible to invest in expensive site preparation and planting pine
__trees and it is not possible for them to make a fiscally responsible

investment.
We have even plugged in the computer a maximum of 30 per-

cent, a maximum tax rate of 30 percent or a graduated tax of 30
percent and it still is not a real profitable investment.

In other words, I really think it needs to go down to 20 percent,
but that is me personally talking.

So what happens is the landowner invests his money elsewhere.
I have talked to three of our outstanding southern forest consult-

ants in the South. They are not advising their clients to spend
money site preparing and planting, because they say it is not a
good investment and it is not.

Our social emphasis of using taxation to break up accumulated
estates at death has blinded us to tax timberland fairly.

Most of the large estates have already been broken up. They
have been sold to large corporations or either they have been
forced into foundations. But, gentlemen, we do not have to contin-
ue this method of fragmentization of timber estates.

Actually, I, like you, Mr. Chairman, personally think that the
inheritance tax should be abolished. But this may not be politically
feasible.

Therefore, we think the Wallop bill is a good start.
Senator SyMms. Well, it may not be politically feasible, but I

might mention the fact that the American people have elected
Ronald Reagan President. He is the most popular President we
have had in my lifetime that I can remember of, and that is what
he thinks too, that it should be abolished.
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So, I don't know why we can't get it done. I refuse to accept the
fact that we can't get it done. It is a matter of putting it on the tax
code that is being phased out in the next 5 years and get rid of it.

Mr. STIMPSON. I am with you again.
Our committee strongly supports the Wallop bill because of the
litical feasibility. But, as I said, it does not go far enough. We
lieve special provisions should be added so that timber itself can

be specially valued and a lower rate of tax assessed.
This will keep timberlands in the hands of private landowners

and will stimulate increased productivity. It will promote capital
formation to get trees in the ground and will help our balance of
payments,I might digress here just for a minute just to say that the major

corporations also recognize the fact that the estate taxes do make
people sell these lands and they need their moneys to build new
plants and replace valuable machinery in these days of such gallop-
ing inflation.

They support very strongly as good a tax law as we can get, even
though these lands, when they are sold, they are the only buyer
that is available.

What I am telling you is that the big corporations are behind us
in this effort.

Senator SyMMs. The big corporations end up-they need to be
buying modern saws and equipment instead of wasting their money
investing it in land. They need to let the private citizens own that
and farm it.

I agree with you.
I thank you very much for a very excellent statement.
Mr. STIMPSON. Thank you, sir.
Senator Armstrong has agreed to show up here at 12:10. So, I

guess the last panel, unless we can find some other Senator to
conduct the hearing-I apologize about this, but I have five suit-
cases to check and I have to get to the airport to be in Idaho this
afternoon. I have to leave in a minute.

If you two can summarize here, here in the next couple of
minutes. I don't want to cut you short. If you would prefer to come
back at 12:20 you might.

Mr. BELLATr. I would say a couple of words and come back at
12:10.

Senator SYMMS. Your entire statement will be a part of the
record.

If you could just summarize for a minute. I have to recess the
committee and leave.
STATEMENT OF ROBERT M. BELLATTI, CHAIRMAN, FEDER-

AL TAX SECTION, ILLINOIS STATE BAR ASSOCIATION
Mr. BELLATTI. Yes.
I am here, my name is Robert M. Bellatti. I am chairman of the

Federal tax section, Illinois State Bar Association.
I am pleased to be here on behalf of our 25,000 attorneys. Basi-

cally, what I am here to do is to indicate that we are in favor of
estate and gift tax reform. We have expended great efforts in
coming up with our own draft of legislation, using bills that have
been previously introduced.

We are generally supportive of many of these bills.
Many of our members personally are in favor of repeal. Our

association does not have an official position on that, but we do feel



236
that politically, as others have indicated, maybe there is a problem
in getting it repealed this year, and if that is not done, we must
have estate ind gift tax relief this year.

I can report that yesterday, in both the Senate and House of
Representatives, our legislation was introduced. It is H.R. 803, in
the House, introduced by Congressrman Ed Madigan, of Illinois.

In the Senate it is S. 1332, introduced by Senators Percy and
Dixon, from Illinois.

We expect there will be a number of additional cosponsors to
particular on the House legislation.S. 1332 goes beyond S. 395, although we would like to highly
commend the sponsors of S. 395 for their efforts in bringing atten-
tion to these matters.

In particular, S. 1332 deals much more comprehensively with the
problems under special use valuation. I would like to stress and
then I will quit, because I said a couple of minutes here, we must
have more than an increase in the unified credit this year.

We must have the special use valuation provision.
We have a complete disaster on our hands as far as the fairness

and equity of the IRS situation under 2032(a).
We feelthat our bill, which builds on the Wallop bill in many

respects and special use valuation, will be helpful to the committee
in coming up with a position.

Before you leave, I would like to say one other thing. These four
gentlemen that are on the end, on the last panel, are all from
Illinois. They represent different groups, but they are going to tell
you why the generation skipping tax should be repealed.

The Illinois State Bar Association has voted in favor of that.
Perhaps the greatest single threat to our self-assessment tax
system is the generation skipping tax.

It is simply incomprehensible and I know almost no attorneys
who express any confidence in understanding it.

Thank you.
Senator SYMMS. Thank you very much. I appreciate your state-

ment. I would just like to compliment the Illinois State Bar for the
effort you have obviously made in consideration of coming up with
some positive reforms to the current situation.

Don, would you like to submit your statement to the record and
summarize it?
STATEMENT OF DONALD KNUTSON, CONGRESSIONAL LIAI.

SON, MINNESOTA FARMERS UNION, ST. PAUL, MINN.
Mr. KNUTSON. Yes; I can summarize in a few minutes, Mr.

Chairman.
My name is Don Knutson. I am congressional liaison, Minnesota

Farmers Union, St. Paul, Minn.
Do you have a comment?
Senator SYMMS. I was going to say it will have to be very brief. I

absolutely have to apologize. I have to leave.
Mr. KNUTSON. Yes.
Senator Symms. Go ahead if you can make it in a minute.
Mr. KNUTSON. My remarks here today basically are here to--
Senator SYMMS. Otherwise, you are welcome to come back at

12:20 and participate in the last panel.
Mr. KNUTSON. I think I can wrap it up in a minute or so.
My remarks today are basically in reference to Senator Duren-

berger's bills, S. 360 and S. 858. We are in favor of the $600,000
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exemption for the estate tax, and the doubling of the $3,000 per
year gift tax.

We do however oppose any proposal to totally eliminate estate
taxes for all estates, as we believe such a tax policy would further
precipitate the trend to larger farms.

We realize this committee m going to soon compromise on a
number of legislative tax pro afecting small businesses and
family farms.

The decisions of this committee, if approved by Congress, will
perhaps remedy some of the problems affecting family farmers.
However, it is the belief of Minnesota Farmers Union that chang-
ing the estate tax and gift tax laws will still leave the most impor-
tant tax problem facing family farmers unresolved, and that prob-
lem is the ability to transfer the family farm prior to death, to
succeeding generation.

I bring this problem to the committee's attention at this time,
because in many respects the problem parallels the estate and gift
tax problems.

Changing the estate tax laws to allow more efficient transfer of
farmland often leaves the farm to people who already in their
forties and fifties.

We need to get the farms back to people who are 20 and 30 years
old to insure the future of American agriculture.

In conclusion, I would again like to voice our support for the
various provisions of Senate bills 360 and 858, affecting our mem-
bers, and again, I urge this committee to continue working on
developing programs to get our young people back on the farms.

Thank you.
Senator SymM. Thank you very much.
The committee stands in recess until 12:20, and then we will

hear from the last panel.
[Whereupon, at 12:01 p.m., the hearing recessed, to reconvene at

12:20 p.m., the same day.]
[Statements follow:]

84-582 0-81- 16
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The Notional Milk Producers
Federation is a national form
commodity organization repro-
senting virtually all of the
dairy farmer cooperatives and
their dairy farmer members who
serve this notion by producing
and marketing milk in every
state in the Union.

Since its inception in 1916,
the Federation hes actively
participated in the development
of dairy programs which ore a
pert of a total system of oari.
cultural low and policy which
can oppropriately be termed a
national food policy.

The policies of the Federation
are determined by its member-
ship on a basis that asswos
porticilation from across the
notion. The policy positions
exprestod by NMPF are thus th
only nationwide expression of
'dairy faroms and their coopere-
tives on notional public policy.

national milk producers federation
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Smar of Testimony

Because of the increasing value of the investment in a typical dairy farming

operation the National Milk Producers Federation has long been interested in the

Impact of estate taxes on the continuing operation of such units, including a

transfer through inheritance.

Of the several bills currently before the Senate it believes that bill S.395

is the most practical current vehicle to update estate tax law. The Federation

supports all of its provisions. These are: (1) To increase the estate tax exemp-

tion from $175,000 to $600,000; (2) To repeal the so-called "widows tax"; (3) To

correct deficiencies in present law on determining special use valuation; and

(4) To increase the gift tax exemption from $3,000 to $10,000.

In its testimony the Federation raises questions about two specific areas

which, in its opinion, are not covered by any of the pending Senate bills. These

relate to the mechanics of determining the special use valuation and to the diffi-

culties of making gifts of farm assets.
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The National Milk Producers Federation is the national farm commodity organi-

zation representing dairy cooperative marketing associations owned and operated by

dairy farmers throughout the nation. Most of the nation's milk supply is marketed

through the cooperative associations represented by the Federation. It is the only

,organization whose policy represents a national concensus of dairy farmers. As

such it has long been interested in legislation, including that relating to estates

and gifts, which directly affects the structure and effectiveness of dairy farms.

Your committee is to be commended for its consideration of badly needed changes

in estate and gift tax law, particularly as they relate to family farms. It is

worth noting that when the exemption from estate taxes was set at $60,000 in 1942

it far exceeded the equity found in a typical dairy farm at that time. Today the

$175,000 exemption lags b e1ind the value of such an estate and even those modifi-

cations which are being moss seriously considered barely cover the value of an

average operation of this type.

While there are larger dairy farming operations in some parts of the country,

the average co mercial dairy farm today is one with 50 to 60 milking cows, operated

on 300 to 400 acres of land. A conservative appraisal of this type of operation

reveals the following values:

Land at $1,000 per acre $300,000 to $400,000

Milk cows at $1,200 per head 60,000 to 72,000

Replacement stock at $600 per head 10,000 to 15,000

Feed 10,000 to 15,000

Equipment (tractors, etc.) 75,000 to 100000

Total $455,000 to $602,000

The most commonly proposed adjustment in exemption is to $600,000. From the

above it can be seen that this barely covers an average dairy operation and with

the present inflationary trend that will shortly be surpassed.

I
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The point we are making is that the adjustments which are being considered

are not a bonanza for some super-sized operation. They barely cover an average

operation.

The Senate has before it a number of bills which modify the estate and gift

tax laws in varying degrees. It is our belief that bill S.395, introduced by

Senator Wallop, co-sponsored by Senators Syms, Grassly, Boren and Byrd and three

other Senators, is a realistic and practical proposal to correct a number of in-

equities which now exist. Permit a brief comment on each aspect of this piece of

legislation.

Increasing the exemption from $175,000 to $600,000. As discussed above, an

adjustment of this type is necessary to more realistically reflect the value of a

present-day family-type dairy faring operation. If this committee or the Senate

were to consider increasing this adjustment even further we would support such a

move.

Failure to make adjustments in the existing exemption level will continue the

problem we have sought to overcome--the jeopardizing of a family farm structure in

order to pay the estate tax. As inflation persists, the progressive schedule of

estate tax rates will only tend to make this situation worse. An adjustment is

badly needed now.

Repeal of the "widows tax". No other facet of estate tax law has distressed

dairy farmers sore than the requirements that an estate tax was due on transfer

to a spouse.- Prior to the changes in law made in 1976, these were extremely onerous

because they totally failed to recognize the role of'the farm wife in the development

of equity in a family farm. Nowhere is this more true than in dairying, where the

day-to-day nature of the operation has prompted the wife to work directly with her

spouse in livestock husbandry and in the maintenance of facilities and equipment.

The 1976 legislation was a decided step in recognizing her role by crediting

one-half of the farm estate (or $250,000 if higher) to her.
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But-logically--why should there be any tax obligation when property transfers

in good faith to a spouse, particularly when the spouse has been a participant in

the development of the estate? Repeal of this provision is a welcome section of

bill S.395.

Special use valuation. Bill S.395 also corrects some deficiencies which have

been found to exist in current law, particularly with regard to material partici-

pation in the farming operation, both by the decedent and by the heirs.

This bill is designed to correct a most serious anomaly which had developed

under existing law. For property to qualify the decedent had to materially par-

ticipate in its operation at the time of death. Conversely, if he did so he was

not eligible to collect Social Security benefits if he materially participated and

the income exceed the earned income limitation under that program. S. 395 recognizes

and corrects this problem.

Similarly the special use valuation benefit, under present law, Is lost if

the heir does not continue to operate the farm. Unwittingly this has inflicted a

hardship on one of the types of cases which the law was Intended to benefit--the

young widow, probably with small children, who, for legitimate reasons, could not

physically take over the farming operation. S.395 provides relief in this type of

case.

We feel, however, that S.395 has failed to address one serious problem area

relating to special use valuation. That is the mechanics of deterring such value.

Much of this stems from the need to determine comparative values in other properties.

In one Wisconsin case the special dee valuation could not be taken on a barn, because

no other barns were rented separately nearby. The same estate almost lost this

benefit on its land because of the reluctance of other farmers to divulge their

leasing agreements.

Other problems have arisen, notably on share leasing and on rather strict inter-

pretations of this provision of law by IRS.
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It would therefore seem far more preferable to have the special use valuation

determined on some appraisal basis of the farm. Such appraisal might be on a

yield basis, which could then be converted to an agricultural value.

We encourage your committee to consider :his problem and offer our coopera-

tion in finding a viable solution.

Increase in gift tax exemption. Incredible as it may seem the present gift

tax exclusion has remained at $3,000 for 35 years. If it was a reasonable figure

when enacted it is totally unrealistic now. Adjustment to $10,000, as Is pro-

posed, is long overdue.

There is, however, a problem in connection with transfers of farm assets by

gift, regardless of the exemption level. Farm operators often desire to transfer

the farming operation to a son in an orderly manner. This is particularly true

where the son has been involved in the farm enterprise. A logical way to do this

would be to transfer an increment of the farm, by gift each year, thereby gradually

increasing the son's share of the farm equity.

Currently, even if the gift tax exemption is increased, this is all but im-

possible physically. A farmer cannot give his son a piece of a tractor or a piece

of a silo. He cannot eve transfer a portion of the acreage except by a cumbersome

appraisal, survey and recording process.

Even if the farm is incorporated, difficulties are encountered in determining

the value of the share of stocks which are being transferred.

By contrast the owner of corporate stock has no such problem in making a gift.

He need only check the current stock quotation (usually listed in his daily news-

paper) and then limit his gift of stock accordingly to stay within the legal exemp-

tion.

It Is hoped that ultimately a meaningful approach can be developed which will

permit the transfer of farm assets by gift as readily as other types of assets can

be so transferred.

In summary, an area as complex As estate tax legislation has so many components

that no one bill fits every person's concept of all that should be done. Bill S.395

does much, however, to recognize existing problems and offer meaningful solutions.

We, therefore, urge its passage.
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Mr. Chairman, I appreciate very much this opportunity

to testify on behalf of the Forest Industries Committee on

Timber Valuation and Taxation. Our Committee speaks on behalf

of more than five million forestland owners of all sizes and

from all regions of the country. For the purposes of this

testimony we also represent 68 forest-related associations,

including the American Paper Institute, American Plywood

Association, American Pulpwood Association, Forest Farmers

Association, Industrial Forestry Association, National Forest

Products Association, and Southern Forest Products Association.

A list of the 68 associations is attached to this testimony as

Appendix A. . i / C S.,

The principal public policy objective of our Committee

is the attainment and preservation of equitable a ederal tax pro-

visions that reflect the long-term nature of forest investments

and the unique risks involved.

We come here today to stress one simple fact: Our

country faces a significant shortage of timber in the decades

to come. The Federal estate tax law must be changed if we

are to maintain or increase timber production in this country.

Excessive Federal estate taxes now deter reforestation and

force premature harvesting on our nation's private forestlands.

To this extent our tax policy interferes with our attainment

of the wood and fiber requirements of future generations of

Americans.
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We support Senator Wallop's bill, S. 395, the

general provisions of which allow:

(i) a Rate Reduction and Increased Unified Credit,

(ii) an Unlimited Marita: Deduction, and

(iii) an Increased Annual Gift Tax Exclusion.

But I would like to focus today on timberlands. We especially

support the bill's amendments to Section 2032A, which provide

an alternative special use valuation for timberlands, and

believe the bill should go further. Special provisions should

be added so that timber itself can be specially valued accord-

ing to the income it produces, or, in the alternative, at 50 per-

cent of market value.

I. Ensuring Timber Supply: A National Goal

We start with the premise that ensuring an adequate

timber supply is a vital national goal.

A. Timber Supply and Demand

The Forest Service projects that domestic demand

for paper and wood products will double by the year 2030. The

Forest Service projects demand for paper and wood products to

re3ch 28.7 billion cubic feet in the year 2030, up from 13.3

.billion cubic feet in 1976. Table I summarizes the projected

supply/demand situation:

4
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Table I

Summary of U.S. supply and demand
for softwoods and hardwoods in 1976 and for 2030-

- Billion Cubic Feet -

Category 1976 2030

Softwoods
Total U.S. demand 10.3 19.9
Exports 1.3 1.0
Imports 2.4 3.9
Demand on U.S. forests 9.2 17.0
Supply from U.S. forests 9.2 13.5
Supply/demand balance 0.0 -3.5

Hardwoods
Total U.S. demand 3.0 8.8
Exports 0.2 0.4
Imports 0.3 0.6
Demand on U.S. forests 2.9 8.6
Supply from U.S. forests 2.9 7.7
Supply/demand balance 0.0 -0.9

All timber
Total U.S. demand 13.3 28.7
Exports 1.5 1.4
Imports 2.7 4.5
Demand on U.S. forests 12.1 25.6
Supply from U.S. forests 12.1 21.2
Supply/demand balance 0.0 -4.4

Source: U.S. Forest Service

One reason that insufficient timber supplies are

projected for the future is because excessive Federal estate

taxes have deterred reforestation and have forced premature

harvesting on our nation's private forestlands.

*/ Assumes price rises similar to those experienced from late
T950's to mid-1970's.
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The Forest Industry Council's Forest Productivity

Project shows the enormous need for reforestation and for

carefully managed harvesting. For example, on private, non-

industrial timberlands, only one out of seven acres in the

Southwest and one out of nine acres in the South Central

region are being adequately regenerated.

B. Importance of Timber Growing to National Economy

Over 5,000 consumer products are derived from our

forests--commodities which are essential to education, com-

munication, sanitation and health and many of which contribute

in unique ways to the maintenance of the American standard of

living. A side benefit is that growing forests contribute

significantly to the overall ecosystem.

Forest Service statistics show that for every dollar

that is invested in timber management, a total of $17 is generated

in other economic activity. This is illustrated in Table II.

Table II

Estimated value added and employment
attributable to timber

in timber-based economic activities, 1972

Economic activity

Timber management
Harvesting
Primary manufacturing
Transportation and marketing
Secondary manufacturing
Construction

Total

Value Added (MMM$) Emplogvment (MM People)
Attributed Attributed
to timber to timber

2.9 0.1
3.1 0.2
8.8 0.4
9.3 0.8
12.5 0.9
11.9. 0.8

48.5 3.2

-. Source: U.S. Forest Service, Unpublished
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The reference to "timber management* in Table II

indicates that the value of timber that was harvested in

1972 was $2.9 billion on the stump. Harvesting added $3.1

billion in value, primary manufacturing added $8.8 billion

etc.

Thus, an incentive to help private nonindustrial

forest owners manage their lands rather than neglecting them

will benefit the entire nation.

C. Environmental Considerations

Unlike other basic resources, forests are renewable.

Timber, a storehouse of solar energy, is most compatible 
with

man's use in his present environment because of its strength,

its versatility, its ease of production, and its biodegrad-

ability.

In addition to the quality of renewability, wood

has significant environmental advantages over other materials

in the processing stage. Timber products are produced and

processed with much lower energy requirements and with rela-

tively little adverse environmental effect. Processing steel

for construction, for instance, takes four times the energy

of processing lumber for the same purpose. For aluminum, it

takes 20 times the energy.

Production of wood substitutes also creates more

air, water and solid waste pollution than does the production
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of wood. Much of wood fiber can be recycled. What is not

is biodegradable and returns to the earth. Charts I and II

compare the low energy and pollution cost of processing

solid wood products compared with other substitutes.

Chart I Chart 1I

Moreover, timberlands help provide a home for our

wildlife, support livestock herds, and provide recreational

opportunities.

D. Impact on Inflation

If our tax policies create a reduction in timber

production, severe shortages may result. Historically, such

POLLUTION COSTSOF PROCESSING
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shortages have exerted pressure on the price of wood building

materials and housing. The effects are felt throughout the

entire economy.

B. Balance of Payments

With prudent scientific management, wood and fiber

products could go a long way toward improving our 
balance of

payments. Lee Smith's article in the November 5, 1979 issue

of Fortune magazine, entitled 'The Neglected Promise 
of Our

Forests," outlined the following facts:

The United States is peculiarly well
endowed to be the most efficient pro-
ducer of useful wood in the world. Com-
petitors, chiefly Canada, Scandinavia, the
U.S.S.R., and Brazil, all have special
strengths, but no other country has such a
favorable combination of advantages as the
U.S., including high-quality species of
trees, warm climate, relatively low labor
costs, an extensive transportation network,
and abundant factories to turn trees into
everything from Pampers to rocking chairs.

Yet the U.S. trade deficit in forest products
has tripled in the Seventies. Last year it
reached a record $2.9 billion, 7.4 percent
of the nation's total $39-billion trade
deficit. In an era when the U.S. is being
drained of dollars to pay the staggering
cost of foreign oil, it is paying a need-
lessly hefty sum to import wood and paper
despite its enormous stands of trees.

F. Difficulty of Attracting Capital

It is estimated by forest economists that an

investment of $5.3 billion would be required to adequately

stock or convert the 51.5 million acres of potentially pro-

ductive timberlands which are non-stocked, poorly 
stocked,
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or in need of conversion to another species. Such an invest-

ment would result in a net gain in annual growth of 5.4 billion

cubic feet.

Unfortunately, however, forest landowners know all

too well the hazards of forest investments. You hear these

kinds of comments:

1. I'll die before the trees are old
enough to cut.

2. There is too much risk of fire,
disease, and storms. Casualty loss
insurance is simply not available on
standing timber at any price.

3. The initial capital investment costs
(land preparation# roads, plantings)
and annual maintenance costs are
higher than ever before.

4. There is no annual income, like rents
or dividends.

5. I'm scared that Uncle Sam will take
whatever profits I make away from me
with confiscatory taxes.

Easing the burden of estate taxes would be an

important step in correcting the problem outlined above.

II. Increase in Timber Sipply Must Come

From Private Nonindustrial Landowners

Chart III shows the distribution of forestland

ownership in this country. Of the categories shown, the
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greatest potential for increased production comes from the

283 million acres owned by 5 million private landowners. In

general, these lands are not intensively managed for timber

production and produce wood --t only about 63 percent of

their potential.

Chart III.

COMMERCIAL FORESTLAND
OWNERSHIP
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In contrast, public lands are under constant pressure

for uses other than commercial forestland. Harvest levels are

nearly static and funds perennially have not been provided for

adequate forest management. The industry lands comprise only

84-582 0-81- 17
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14 percent of the total and are producing at close to their

full potential. It is therefore less feasible to achieve

significant improvements in timber production from industrial

or public lands than from nonindustrial private lands.

111. Tax Policy: An Effective Incentive

In any discussion of the impact of tax policy on

forest productivity, it is essential to emphasize at the

outset that absent the same capital gains treatment that is

applicable to all capital assets, there are no ongoing special

tax benefits for growing timber. There is nothing$ for example,

in timber tax treatment comparable to percentage depletion.

The "cost depletion' applicable to timber is nothing more than

the same "cost recovery" applicable to other capital assets

and is not taken into account until the timber is sold.

In 1944, Congress extended capital gains treatment

to the full range of qualified timber transactions rather

than only to lump sum, liquidation-type sales. What followed

was the most dramatic change in growth and planting in the

history of American private forestry.

Charts IV and V show the impact in terms of U.S.

timber growing stock and annual plantings in private forests.

Prior to 1944, seven billion cubic feet more timber was har-

vested than was grown annually. Since 1944, we have grown an

average of over four billion cubic feet more than we harvested

each year, a substantial net gain.
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And, in the case of planting, annual plantings

on private lands have increased from practically zero to

over one million acres per year.

Chart IV Chart V

U.S. TIMBER GROWING STOCK

2

0
193M 50 0 '70 '75

SOURCE US OEPASThT CA AGR'CA7URE FOREST SRVICE

ANNUAL PLANTINGS IN PRIVATE FORESTS I
I

1936'40 '45 '50 '55 0 '65

SORC US CrPMTh[NT OF AGACULTU. FOREST SERVICE



256

IV. Why the Current Estate Tax Cuts Down Productivity
on Private Nonindustrial Porestlands

The current estate tax lowers productivity for two

basic reasons. First, the estates of landowners are often

forced to cut timber before its proper time in order to pay

the estate tax. Articles that we have attached as AppendixP B

underscore this point.

Cutting younger trees before they have reached optimal

harvestable size is bad management. Depending on the region,

tree species and forest management practices, timber crops

take between 30 and 100 years to reach harvestable size. It

is during the latter part of this lengthy growing period the

timber will be increasing in value most rapidly.

Rapid liquidation of timber just to meet tax

liabilities is bad forestry in that it may not coincide with

either optimal biologic or economic management considerations.

The second reason the estate tax lowers productivity

is that it discourages reforestation. As Mr. Larson of our

Committee noted earlier, studies have shown that the present

law reduces the rates of return on growing timber below the

level required for continued investment. An owner usually

will replant solely in order to benefit his heirs. I empha-

size again, the average growing time for mature trees ranges

from 30 to 100 years, which is usually long after the death of

the planter. Yet, before the trees group to a size that will
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yield a fair return, the owner will die and the trees 
will be

cut in order to pay estate taxes. Neither the owner nor his

heirs will ever see a fair return on the initial investment.

The importance of the long-growing period is

further underscored by an American Forest Institute survey

which shows that 37 percent of all tree farmers in 1972 
were

over 60 years old and 28 percent were between 50 and 60 
years

of age. These statistics indicate that 65 percent of the

owners of private forestlands could be involved in estate

tax proceedings between now and the end of the century.

Thus, the impact of the estate taxes may be larger 
than for

other asset groupings with a different ownership 
pattern.

The result of this scenario is a matter of simple

economics. We have reached the point among timber owners

where the obvious adverse economics are redirecting invest-

ments away from forestry. Owners are shying away from

replanting after harvest and intensive management 
is being

curtailed.

V. Section 2032A and the Wallop Bill

We believe that one effective way to reduce the

excessive tax burden on timberlands is through the 
special

use valuation provision found in Section 2032A. Section

2032A of the Code was clearly intended to provide 
at least

a measure of relief by placing a lower special 
use valuation

on woodlands, as well as other farmlands. Unfortunately,
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however, special use valuation has been placed beyond the

reach of many private timberland owners. As I indicated

earlier, there are five major problem areas with the law as

it now applies to timberlands. Three of these the Wallop

bill addresses; two it does not.

A. Percentage Requirements
(Section 2032A(b)(1)(A) and (B))

As the law currently stands, 25 percent of an

estate must be comprised of timberland "real property"and

50 percent timberland related OrealO or "personal property"

in order to qualify for the special use valuation.

Unlike other farmland or closely held businesses,

timberland is not the principal source of livelihood for many

private owners. Section 2032A's percentage requirements make

the special use valuation unavailable to many small owners

whose timberland holdings are not the major asset in their

estates.

In addition, even when timberland is the major asset

of an estate, the Internal Revenue Service has interpreted the

statute in such a way as to eliminate again the benefit of the

special use valuation. See Appendix C.-" When land containing

timber is valued, the value of the timber may not be counted

as real property in the 25 percent test, although it is counted in

valuing the whole estate. Timber, however, is often worth

many times more than the land itself. Obviously when the



259

land by itself is worth less than 25 percent of the whole

estate, the timberland estate will not qualify for the

special use valuation. As a result, the only timberland

that will ever qualify for special use valuation will be

land that has been clearcut or that contains a poorly

stocked stand of timber.

If the pattern of small ownership of timberlands is

to be continued and encouraged, these percentage requirements

should be eliminated in the case of timberland. Section 6(a)

of the Wallop bill corrects this problem.

B. Material Participation Requirement
(Section 2032A(b)(1f)(C)(ii))

Current Section 2032A(b)(1)(C)(ii) requires the

decedent or a member of his family to have "materially par-

ticipated" in the operation of the timberland to qualify for

special use valuation. It is extremely difficult to meet this

requirement in the case of timberland. Most privately owned

timberland operations do not require day-to-day management

decisions and material participation of the owner. As the

Wallop bill proposes in Section 6, the material participation

requirement should not be applicable to timberland.

C. The $500,000 Limitation
(Section 2032A(a)(2))

As the law now stands, the most by which the value of

real property in an estate can be reduced by the special use

valuation, is $500,000. However, the double-digit inflation of

recent years has dramatically increased the appraised value

of timberland, and this $500,000 figure is now obsolete. We,
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therefore, support the provision of the Wallop bill that

repeals this limitation.

D. Special Use Valuation Methods
(Section 2032A(e)(7) and (8))

One problem that the Wallop bill should be amended

to correct involves the methods currently used for arriving at

the special use valuation. Current law under subparagraph

(e)(7) permits farm property to be valued solely on the basis

of the average annual gross cash rental for comparable property.

This valuation method is virtually meaningless in the case of

timberland. Often there is no comparable property for which

cash rental figures can be obtained. In addition, comparable

property is usually not rented for Ocash." Finally, the form-

ula in (e)(7) does not work well because timberland does not

produce a recurring annual crop. Often, timberland is har-

vested in commercial quantities only once every 10, 20 or

even 30 years.

To solve this problem the Wallop bill ought to be

amended to provide an additional special use valuation formula

that an executor may elect for timberland. This formula should

determine the special use valuation by dividing:

(i) the excess of the average annual
income which the property can be
expected to yield in its current
use over the amount of the average
annual State and local real estate
taxes for such qualified real
property, by

(ii) the average annual effective interest
rate for all new Federal Land Bank
loans.
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The computations made under the preceding sentence shall be

made by determining the expected yield over a reasonable

period of time under prudent management, taking into account

current stocking, soil capacity, terrain configuration, and

similar factors.

This alternative is essentially the same approach

taken in current Section 2032A(e)(8)(A). Section 2032A(e)(8)(A)

is one of the five factors of (e)(8) that current law allows

to be taken into account in the valuation of qualified real

property.*/

In addition, we propose another alternative for

situations where the executor either cannot or does not use

the aforementioned formula. Instead of permitting property

to be valued under the highly subjective five factor method

now used in (e)(8), we suggest eliminating current (e)(8)

and allowing the executor simply to value qualified property

at 50 percent of its fair market value.

Finally, it is not clear under current law whether

an election to use a particular method of valuation is irrevo-

cable. Because of disputes that may arise in audit concerning

certain aspects of formula valuation, it may be advantageous

for an executor to change his method of valuation. As a

!/ This method is further supported by a recent U.N. study.
See U.N. Economic Commission for Europe, Effect of Taxation
on Forest Management and Roundwood Supply, (50-51) XXXIII
Timber Bulletin for Europe (1980 Supp. No. 4).
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solution to this problem, we suggest allowing an executor to

change his method of valuation to the 50 percent method,

described above. This new election could be made at any

time before the statute of limitations for assessing addi-

tional estate tax has run.

B. Availability of Special Use
Valuation for the Timber Itself

As I mentioned previously, Section 2032A on its face

states unequivocably that timber is to be granted a special

use valuation. The Section is designed to preserve family-

owned timberlands and to encourage capital investment in

reforestation. However, the Internal Revenue Service's

interpretation of Section 2032A and "timber* has made the

special use valuation unavailable.

To remedy this problem, the Wallop bill should be

amended to provide that timber qualifies as "real property"

"used for a qualified use" under Section 2032A. This would

insure that timber could be specially valued under the methods

of current Section 2032A. As an additional incentive for

capital investment in reforestation, we also recommend that

executors have the option of giving timber a special use

.valuation of 50 percent of its fair market value.

VI. Summary

The current estate tax law interferes with our

attainment of an adequate supply of wood and fiber for the
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future. The estate tax law should be amended so that it

encourages reforestation and proper management techniques.

The Wallop bill's amendments to the special use

valuation provision, Section 2032A. are a step in the right

direction. We also believe the bill should include provisions

that allow timber to be specially valued according to the

income it produces or, in the alternative, at 50 percent of

market value.
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Minnesota Farmers Union
m 1n Univeift Asume
SPLod, MImOOMa N

My name is Don Knutson, congressional liaison for the Minnesota Farmers

Union in St. Paul. Minnesota Farmers Union is a general farm organization

representing more than 24,000 family members in our home state.

I appreciate the opportunity to submit testimony to this committee on

an issue our organization perceives to be of vital importance: the taxation

and transfer of farm land. My remarks today will be in reference to the

tax proposals submitted to Congress by Senator Dave Durenberger (S.360).

Minnesota Farmers Union supports the provisions of S.360 affecting family

farmers. The major points of interest, as we see them, are the measures

increasing the estate tax exemption to $600,000 and the doubling of the per

year gift tax exemption to $6,000 per donee. We do, however, oppose any proposal

to totally eliminate estate taxes for all estates as we believe such a tax

policy would further precipitate the trend to larger farms. The doubling of

the per year exemption is a timely increase in light of the inflation rate

since the $3,000 limit was first enacted into law.

Historically, estate taxes were conceived by Congress as a method to prevent

excessive accumulation of wealth. In retrospect, estate tax laws have tended

to force the largest states to be divided upon the death of the owner. In

recent years, however, the increased value of farm land caused by population

growth, expanded food demand, the nation's inflation rate, and pure land

speculation have caused even average sized farmers considerable estate tax

problems. The proposed $SO0,000 estate tax exemption is a sizable exemption,

but with land values in excess of $2,000 per acre in many regions of the Midwest

the actual exemption would permit an heir to inherit less than 300 acres tax free.
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Under our present estate tax laws, the same 300 acres of farm land too

often has to be sold outright or divided and sold just to pay the tax liability.

It needs to be emphasized that estate taxes were intended by Congress to break

up the largest estates, not to confiscate the smaller ones.

Corporate investment in farming is an issue that should concern all

Americans. The Minnesota state legislature has been a leader in passing laws

preventing the spread of corporate ownership of farm land in our state.

Minnesota Farmers Union believes Congress should also do what it can to stem

the tide toward corporate farming. For this reason, we suggest that the

"capital formation" provision of S.360 should not apply to farming enterprises

organized as small business corporations. The investment tax credit incentives

called for in the capital formation section, for example, could lead to the

formation of small business farming corporations capable of owning thousands

of acres of prime agricultural property.

We understand this committee will soon compromise on a number of legislative

tax proposals affecting small businesses and family farms. The decisions of

the comittee, if approved by Congress, will perhaps remedy. some of the

problems confronted daily by our nation's farmers. however, it is the belief

of Minnesota Farmers Union that changing the estate and gift tax laws will

still leave the most important tax problem facing family farmers unresolved.

The problem is the ability to transfer the family farm to succeeding generations

at a price and at terms suitable for a beginning farmer.

I bring this problem to the committee's attention at this time because in

many respects the problem parallels the estate and gift tax problem. Changing

the estate tax laws to allow more efficient transfers of property upon death
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often results in the estate being handled by the oldest surviving child.

In short, the oldest surviving child is often in his or her 40's or SO's

before the estate is transferred.

This committee needs to study this issue and work to develop tax legislation

that encourages farm land transfers to younger, beginning farmers. Under

our present laws, older farmers nearing retirement age often can really only

sell their farms to established farmers with sound assets and credit records.

Young people interested and knowledgeable about farming simply cannot cope with

IRS regulations regarding imputed interest rates and fair market value deter-

minations. Additionally, older farmers are naturally concerned that selling

their property at a "reduced rate" to give a beginning farmer a chance will

result in a gift tax liability long after the property is officially transferred.

We see the need for Congress to approve tax legislation aimed at allowing

qualified beginning farmers to purchase a farm at less than a fair market value

price and at an interest rate the young farmer can live with. Such a federal

program along with estate tax reforms proposed by Senator Durenberger are parallel

in that both would marginally reduce federal tax revenue while helping to

insure the long range vitality of American agriculture.

In conclusion, I would like to again voice our support for the various

provisions of S.360 affecting our members, and I urge this committee to continue

work on developing programs to encourage our young people back to the farm.

Thank you.
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Senator ARMSTRONG [acting chairman, presiding]. The committee

will continue its deliberations with a panel on the subject of gen-
eration skipping tax.

May I apologize for the delay. We are spread a little thin here
today. I apologize that I was not able to arrive before my predeces-
sor had to excuse himself.

I do regret the delay.
The next panel consists of Mr. Douglas S. Keyt, Mr. Malcolm A.

Moore, Mr. W. Timothy Baetz, Mr. Randall J. Gingiss, and William
P. Sutter.

Mr. KEYT. Mr. Chairman, if you would not have any objection,
we from Chicago have coordinated our testimony.

We would like to start off with Mr. Sutter, followed by myself
and then Mr. Gingiss and Mr. Baetz, if that would be agreeable to
you.

Senator ARMSrRONG. Please do so, and just proceed in whatever
way you feel would be most constructive to the committee.

Mr. KEnT. Thank you very much.
STATEMENT OF WILLIAM IL SUTTER, PAST PRESIDENT,

ILLINOIS BAR ASSOCIATION
Mr. SU7rE. Thank you, Senator.
I am William P. Sutter. I am a past president of the Illinois Bar

Association and a lawyer that has practiced in estate planning and
the Federal Tax Code work for 35 years.

All four of us from Chicago will present the unified front in favor
of repeal of what we believe to be the most totally indefensible tax
in the Internal Revenue Code which is to say the generation skip-
ping tax.

It is with some sense of deju vu that I am here, because 8 years
ago, I appeared before the House committee and testified that
simplicity in taxation was a lot more important than somebody's
idea of what might conceivably be equity.

When the equity was newly perceived or the inequity was a
newly perceived inequity that nobody has seen for the entire exist-
ence of the estate tax, it wasn't much of an inequity and if it
brought great complexity, it was a mistake.

At that time, I was talking about carryover basis, capital gains at
death and the generation skipping tax.

Unfortunately a couple of years afterward we got both carryover
basis and the generation skipping tax.

Immediately thereafter, the disaster that carryover basis was
became evident to virtually everybody and it wasn't so long before
it was repealed with virtually no opposition whatsoever.

Today, we, as well as other previous witnesses urge that the
generation skipping tax follow carryover basis into the limbo to
which well-intentioned, but totally unworkable taxes should go.
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The only justification for the generation skipping tax if there is
one, is there ought to be some kind of a tax on capital transfers
once every generation.

That, of course, runs contrary to the other policy of capital
formation, trusts, invest in stocks and bonds and make money
available for investments.

But more to the point, it doesn't in fact impose a tax on transfers
every generation, as these gentlemen will point out, the wealthy
can avoid it and so forth.

My point is simply to discuss and stress that it is absolutely
incomprehensible to anybody. There are no lawyers, with the ex-
ception of a very few who specialize in this field that can possibly
understand it.

There are certainly no laymen who can understand it without
endless coaching and there are very few trust officers who can
understand it.

When you have a tax that is that complex, then only a few
people know to whom it applies, when it applies and how best to
avoid or minimize it.

Under those circumstances the tax will be either completely
ignored by taxpayers or if they have experts they may have to pay
it, which is unfair, or they will be expert enough to find a way
around it, which is unfair again.

Tax collectors cannot enforce it except the most sophisticated
revenue agents. As a consequence, when it is enforced, it will be
enforced almost entirely against people in the middle classes, with-
out high priced- and skilled counsel.

That isn't the kind of tax that enhances the respect of the public
for our system of laws. It doesn't raise any revenue. The revenue
estimates are absolutely minimal and it is a tax which in short
really is an evil worse than any perceived inequity which it is
designed to correct.I am not going to try to talk about all of the funny things in the
tax. But, just for example, it is possible to give $250,000 to a
grandchild that is not subject to tax, even though the grandchild
spends it all on riotous living, as Senator Long was speaking about
this morning.

A second grandchild comes along and gets $250,000 to provide for
lifetime medical care because of a drastic illness and that $250,000
will be subject to a tax of at least $23,000 and perhaps a great deal
more because of the peculiar way in which the grandchild exclu-
sion works.

You can have two children, a brother and a sister, who are
assigned to two different generations and a transfer to the one will
be totally tax free. The transfer to the other will be totally taxable
in the right situation.

You can have a parent and a child who are assigned to the same
generation. You can have a parent and a child who are assigned as
a first and a third generation.

It is absolutely impossible for anybody to believe that these
things are true. They are true. I touch on them in a little detail in
my paper. This is a tax which is evil, and should be abolished.

Thank you, Mr. Chairman.
Senator ARMSRmONG. Thank you very much.
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Mr. Keyt.

STATEMENT OF DOUGLAS S. KEYT, VICE PRESIDENT, THE
NORTHERN TRUST CO., CHICAGO, ILL.

Mr. KzE . Mr. Chairman and members of the committee. My
name is Douglas S. Keyt and I am a vice president in the trust
department of the Northern Trust Co. in Chicago, Ill.

The Northern Trust Co. is a major financial institution and has
been providing trust services since it was founded in 1889.

Through its trust subsidiaries in Florida and its trust depart-
ment in Chicago, we administer personal trust accounts with assets
valued at nearly $6 billion.

This makes the Northern Trust Co. the largest personal trust
operation in the United States.

At the Northern Trust Co. I am responsible for the tax and
accounting services that are required in the administration of pro-
bate estates and personal trust accounts.

My purpose in coming here today is to attempt to describe for
you some of the administrative difficulties we have experienced
since the generation-skipping transfer tax was passed nearly 5
years ago as part of the 1976 Tax Reform Act. I

We respectfully suggest these provisions are so complex that
they are incapable of administration or enforcement and should be
repealed.

Your subcommittee is considering a number of proposals which
call for major transfer tax reform. Issues relating to such things as
reduction in the estate and gift tax rates, increase in the unified
estate and gift tax credit, increases in the marital deduction, and
so forth, are indeed very important and significant issues for this
subcommittee to consider.

As my comments and those of several of my colleagues here
today demonstrate, the generation skipping transfer tax, a tax,
which since its enactment in 1976, to the bet of my knowledge, has
generated little or no revenue, is frought with 61 kinds of uncer-
tainties and is extremely costly to administer.

Consequently, repeal of these provisions is likewise a major
estate and gift tax transfer that merits your full consideration and
support.

First, permit me to describe for you briefly some of the efforts
that we have undertaken at the Northern Trust Co. in the last 4
years in an effort to comply with this law.

Over the past 4Y years, I and members of my staff have spent in
excess of 3,500 hours, attempting to understand and apply the tax
statute and its regulations.

In addition to this, attorneys in our legal department have spent
more than 5,000 hours trying to assist us in understanding the law
and identifying trusts to which it applies.

The very moderate rate of $30 per hour, this represents an
expense for the Northern Trust Co., and more importantly to its
beneficiaries and trust customers of over a quarter of a million
dollars.

Not included in the above are the numerous hours we have had
to spend writing explanatory material, trying to educate our per-
sonal trust administrators who are on the frontline trying to ad-
minister this tax.

What is particularly frightening about all of this is that after all
of these efforts I can only say that perhaps four or five people

84-582 0-81-18
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within our organization would even profess to have even a moder-
ate understanding of this tax.

It should also be noted that after all of this effort, we have yet to
identify our first taxable distribution or our first taxable termina-
tion, let alone pay our first penny of generation skipping transfer

taxWat is more, in attempting to comply with the law in the
future our costs can only go up.

The second major point I would like to make is that the extent
chapter 13 is enforced, it will be the individual of more moderate
means, in other words, America's already overtaxed and overbur-
dened middle and upper middle classes.

That will bear the brunt of the generation skipping tax and the
cost of administration.

These are the very people that quite properly should use trusts
for the protection of families from a very uncertain and most likely
a very inflationary future.

You may be interested to know that the Northern Trust Co.
administers nearly 7,000 personal trust accounts for the benefit of
more than 20,000 beneficiaries.

More than 40 percent of these trusts are valued at less than
$250,000 and more than 70 percent of these trusts are valued at
less than $500,000.

In this day and age, considering the ravages of inflation and the
effects it has had on the cost of education, medical care, general
cost of living for which many trusts are designed to protect against
an estate of $500,000 or even $750,000 can no longer be considered

so onkee in mind these are the people who during their middle
ears, are the entrepreneurs and producers who are most likely to

motivated by our capitalistic system.
These individuals subscribe to the principle that something

should be set aside and invested each month to protect themselves
and their families from financial hardship in the future.

In other words, these are the people for whom the trust vehicle
is a valid estate planning vehicle.

In summary then, I would suggest that if professionals cannot
understand the tax, consider the difficulty the individual fiducia-
ries as well as corporate fiduciaries will have in attempting to
comply with the tax. I would suggest that it cannot be done and
recommend that chapter 13 be repealed.

Thank you for the opportunity to testify today.
Senator ARMMONG. Thank you. I appreciate your statement. I

read through a portion of it be ore you presented it. After we have
heard from other members of the panel, I have a question.

I was going to ask you one thing. Where do you hire those
attorneys for .$30 an hour? [Laughter.]

Please continue.

STATEMENT OF RANDALL J. GINGISS, SECOND VICE PRESI-
DENT, CONTINENTAL ILLINOIS NATIONAL BANK & TRUST
CO., CHICAGO, ILL.

Mr. GINGIsS. Thank you. Mr. Chairman, my name is Randy
Gingiis. I am here to represent the Corporate Fiduciaries Associ-
ation of Illinois. I am a second vice president of the Continental
Illinois National Bank & Trust Co., of Chicago.

We are here to testify today on that portion of Senate bill 404
which advocates the repeal of the generation skipping transfer tax.
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The Corporate Fiduciaries Association takes no position on the
repea of the estate and gift taxes, a measure we regard as one of
i ovltical or economic philosophy..

Such is not the case with the generation skipping transfer tax.
As Bill Sutter pointed out to you, the purpose of the tax is

ostensibly to prevent the use of trusts to hold property for multiple
generations and to enact a tax that would have been there had the
property been distributed outright.

Not only does that tax fail to accomplish its objective, its com-
plexity is so massive that it is heretofore unknown in a tax of such
widespread application. It affects a significant number of areas
which have no relationship to the purpose of the legislation.

I think it will have a very deleterious effect on the self-assess-
ment system of which this country has long been proud.

Significantly, through the use of sophisticated tax counsel, the
very wealthy can avoid the main thrust of this tax while the
middle class and perhaps even those less wealthy than that will
have to bear the full burden of recordkeeping and potential liabili-
ty.

Some of these problems are addressed by my colleagues Doug
Keyt, Bill Sutter, and Tim Baetz. I have read their statements and
endorse them without reservation.

In my written statement, I went through some of the technical
ways in which the wealthy can avoid this tax. What concerns me
more is the surprising way this can hit some in the middle class or
even less wealthy.

A typical situation involves a custodian under the uniform gift to
minors tax. While it is not clear that the tax applies to that, the
IRS says it does.

What you are dealing with is really an outright distribution to a
minor who sunply is not old enough to receive the assets outright.

If you believe the regulations, a man with as little as a couple of
thousand dollars just gives it to his nephew's children, let's say one
is 17 and one is 21 and both use it for a year at college, for room
and board, there is a tax on the $1,000 going to the 17-year old, but
not to the 21-year old.

And of course, if it is $10 million, there is no tax at all, because
you just give it in trust, properly drafted, with sophisticated coun-
sel.

It points out that where as in the estate and gift tax areas, you
have $175,000 unified credit which we are already talking about as
being too small, gon to $600,000, and in addition, there is a $3,000
exemption for the gifttax, we are again g too small, going up
to $10,000, where the deemed transferor is alive, there is no demin-
imus exemption from the generation skijping transfer tax.

If that deemed transferor who is nothing more than one parent
or the other of the beneficiary is alive, you can have a tax on so
much as a single dollar.

I don't think that is what was intended.
Most of the trusts that estate planners and estate trust compa-

nies deal with as Doug Keyt pointed out, our trusts are really
designed until minors reach a certain age, and while if they all live
and everybody dies in their actuarially proper order, you don't
have a tax.
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If somebody just dies out of order, you can generate the tax
related to no purpose that the Government could possibly have.

This leads me to one final area. To you, the Government, how
are you going to enforce this thing? The custodian--

Senator ARMSTRONG. Make everybody die in the right order.
[Laughter.]

Mr. GINGIss. Well, that is the only way to do it.
Senator, if you can do that, I am all with you. [Laughter.]
I hadn't realized the Government had gotten quite that powerful,

but maybe we have.
Your custodian is never going to know about this tax. There is

nothing in the 1040, the only tax return they are going to file is
going to tell the parent of the child about it.

The Government is not going to have any notice of it and even
when you are talking about trusts where they might with sophisti-
cated agents, when they find out about it, I don't think the Govern-
ment has the manpower to audit the returns they are supposed to
audit now outside it, much less audit the generation skipping
transfer tax.

I don't believe that the middle class and the poor are ever going
to file their 'eturns. I don't believe the Government is going to
catch them. I think it is going to make a mockery out of a system
of self-assessment which this country has been justifiably proud.

The Corporate Fiduciaries Association of Illinois urges its imme-
diate repeal.

Senator ARMSTRONG. Thank you.

STATEMENT OF W. TIMOTHY BAETZ, CHICAGO BAR
ASSOCIATION

Mr. BAmrz. Senator, my name is Tim Baetz. I am here today
representing the 16,200 members of the Chicago Bar Association of
which association I am a past committee chairman.

In addition, I am the chairman of the generation skipping tax
subcommittee of the tax section of the American Bar Association. I
have been instructed to tell you that I am not representing that
group today.

I have listened to 26 witnesses, over several hours, and with
great interest, speak on a number of issues, relating to the Federal
transfer tax system.

While their views on a number of estate and gift tax questions
may be to some extent disparate, I have not heard a single witness
today say one nice thing about the tax on certain generation skip-
ping transfers, and indeed, I have heard several witnesses call for
wholesale repeal.

The Chicago Bar Association doesn't travel to climates this warm
very often. You have not enough snow for us here. But we wanted
to come today because we believe this generation skipping tax is an
exceptionally dangerous device and breeds wholesale disrespect for
our voluntary compliance system.

You have heard several witnesses comment upon the complexity
of the tax. It is worse than complex. It is an army of pompous
phrases moving across the landscape in search of an idea.

It is not simply that it is complicated. All of us who do tax work
are used to complicated provisions. It is the fact that the tax
applies in such a broad range of situations. It is not a tax ainedprimarily at America's super wealthy. It is a tax that impacts
people of modest means all the time.
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Many lawyers in this country perform valuable will and trust
drafting assignments for their clients. Few of those folks, particu-
larly the fellows working in rural areas, would hold themselves out
to be transfer tax experts. It is beyond possibility that these indi-
viduals can master this tax and as a result they and their clients
are going to have to suffer incredible hardship.Even the few of us who have the luxury of spending all our
working hours with this tax can't understand it.

My law firm, according to a recent survey, is the largest estate
plan firm in this country. Over 30 of us do nothing but estate
planning and many more do it some of the time.

When we passed 10,000 man hours in our self-education with
respect to this tax, we stopped counting.

Even today we admit what we are doing for clients makes no
sense at all. It is an embarrassment to us to recommend the kinds
of shenanigans that are necessary to try to cope with this tax and
even in trying to cope, we are simply guessing.

You warp the natural dispositive preferences of clients almost
invariably.

Indeed, the tax applies when trusts aren't involved. It applies to
arrangements that are so far removed from any perceived abuse as
estates, custodianships, and conceivably guardianships for orphan
children.

It may even apply to any corporation, shareholders of which are
assigned to more than two generations.

It doesn't affect the wealthy, as I have said. It affects the middle
class all the time. It was supposed to be equivalent to the gift and
estate tax. There is no gift tax equivalence whatsoever and far
from full estate tax equivalence.It does not coordinate with other provisions of the Internal Reve-
nue Code. So, for example, in a case where this tax applies, the
throwback tax can also apply. You can have a combined throw-
back tax and generation skipping tax, and this is not uncommon,
that equals far more than 100 percent of the property involved.

If there was any way to patch this thing up, I suppose, we would
do our duty and put a long-winded proposal before you. It is not
possible. The only answer is wholesale repeal. We would hope this
would be very high on your list of priorities in deliberations on
transfer tax rules.

Thank you very much.
Senator ARMSTRONG. Thank you.
Mr. Bellatti, are your remarks on the same general subject?
Mr. B ,uATn. Senator, I would prefer that you ask questions of

these speakers before I testify again.
Senator ARMSrmONG. I do have a couple of questions I want to

address.
I would like to ask first of all, who wrote this tax provision?
Mr. Surr=s. Well, it appeared as if by magic, in the 1976 act

when a number of things appeared overnight as if by magic, tax
C.

mS~1nator ARMSTONG. Are you familiar with the legislative histo-
ry of that? Was this put in in the House or in the conference?

Mr. BAmz. It was originally part of a House bill. That bill died
on the floor. Then a new billstarted through the Senate, and, in
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tion skipping tax provisions.

Senator ARMSTRONG. He did what to them?
Mr. BA=gz. He tacked them on to the other tax provisions that

had arrived from the other House.
At the conference level, and I was here, at midnight one night,

they started deliberations on this thing, and some tinkering was
done, and as I recall it was about 2 in the morning when they
decided that they had agreement.

Senator ARMmONG. Was this in the Senate Finance Committee
or conference committee?

Mr. BA=-Z. This was in the conference committee.
Senator ARMSmONG. In the conference.
Mr. BA=TZ. Yes, sir.
Senator ARMmSONG. You mean that it was at 2 o'clock in the

morning that they had agreement on this issue or on the bill
altogether?

Mr. BA=z. I think everyone was very anxious to get some sleep
and agreed that what they now had in front of them was the best
they could do.

Senator ARMSTONG. Was this the same bill that had the dece-
dents' carryover basis provision?

Mr. BAETZ. Yes; same bill.
Senator ARMSTRONG. If it is appropriate for me to do so, I would

like to just let the Illinois Bar Association know that one of the
minor crusades I am interested in is to put a stop to the final vote
in conference committee until there is a printed report available
for the benefit of members and a reasonable period to review it. I
would think 3 days would be a reasonable period for members of
the body and public and maybe even the Illinois Bar Association to
read the language before it is voted on.

I mention that because, while I am not familiar with the genera-
tion skipping tax, I am familiar with decedents' carryover basis,
the legislative history of how it got into the law, and the circum-
stances of the horrible all night conference.

The thing that might surprise some of you is that this is not an
uncommon way of doing business. It doesn't just happen on tax
bills. It happens all the time and only, in my experience, on the
most important legislation. Those matters which are relatively triv-
ial are handled in daylight; a committee report is issued in Nays
and frequently 3 months pass before we are asked to vote on it. It
is handled with all due regard for procedure.

If you get something really important, like the Tax Code, the
Chrysler bill, defense authorization, or anything that has really got
a lot of consequences, it generally ends up being handled in exactly
the way this one was.

At the right time, when I am about to get a vote on my proposal
to require adequate notice, I am going to send a letter to the
Illinois Bar Association seeking support.

Mr. SUTrER. Senator, we wish you would come and run for some-
thing in Illinois. [Laughter.]

Senator ARMMSONG. That I will not do.
I would also like to ask this question. You made the point very

well that the generation skipping tax is not well written.

274.a
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Is it also your position that the idea is a bad one or is it simply
poorly drafted?

Mr. SutrER. I think it is probably brilliantly drafted. If anything,
it is simply that it cannot be drafted so as to be comprehensible or
really to work.

You could tinker with it. You could do some relief things. You
could put in exemptions. You could do a lot of things like that. But
you would never ever in my opinion have a bill that was enforce-
able or understandable either by the public or Government employ-
ees that have to enforce it.

It was my understanding is that it was largely drafted by outside
experts, in whom I have the highest faith in their expertise.

It is the kind of a thing somebody said last night, you could
probably get it down so that a couple of fellows who really like to
play the Japanese Go Game, with a computer, could have more fun
with this than anything in the world.

That is not a tax bill that should be foisted on the American
public.

Senator ARM ONG. That brings me to the last inatter I want to
ask about and comment on and that is the question of what this
kind of tax law says to taxpayers about the voluntary compliance.

Mr. Gingiss, you made the observation that it fostered disrespect
to the point of almost making a mockery of our system.

Two or three of you have made that point. I would be inclined to
agree. I see that as an increasingly serious problem throughout our
tax laws. They are too complicated, and that somehow justifies
improper activity by taxpayers.

Disrespect of the tax laws is growing because of the complexity.
The same people who wouldn't dream of breaking other laws,
somehow think it is justified to do so in this case. .

I don't know if you see this in your professional lives. I see it
among people I come in contact with. Some think it is somehow
honorable to cheat the tax collector. It is a very dangerous prece-
dent.

Mr. Brz. Senator, I think there are two areas of abuse there. I
would judge that by far the greater number of folks won't comply
out of simple but honest ignorance.

The problem is there is another much smaller group, I am afraid,
who takes sustenance from that. They fail to comply knowing that
they should have, but that nobody else is, and therefore, there will
be no penalties imposed if somebody catches it.

Even more important, on the other hand, you can't catch them.
You would need a computer the size of Alaska to retain the infor-
mation necessary to know when taxable events have occurred
under this tax.

Senator ARMSTRONG. I don't disagree with your observations. The
point I was making is that the tax law generally has become so
complex that it is really impossible for average people to prepare
their tax returns and know what their tax liability is if there is
anything out of the ordinary involved.

Their recourse in many cases is simply to turn it over to the
practitioner.
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But in a lot of instances, even practitioners don't know. I am not
now talking about the generation-skipping tax, I am talking about
a lot less exotic kinds of every day transactions.

Frequently it is hard for businessmen, and in real life I am a
businessman, and for business to know what the tax law is.

I think of myself as being reasonably knowledgeable about such
matters. I had an accounting major in college. I did my own tax
return from 1954 through about 5 or 6 years ago.

I finally reached a point where I couldn't be sure I was filling
out my tax form properly, and as a Member of the Congress of the
United States, I perceived it would be really embarassing if I got
caught doing something wrong. It was sort of with a sense of defeat
that I turned my tax return over to our firm of CPA's. It was a
matter of some pride to me that I was doing my own tax return,
even though they were checking it.

Finally, about 5 or 6 years ago, I just threw up my hands and
said, "OK. You guys do it." I now sign it but I don't understand
what I am signing. The same situation occurs with about 99 per-
cent of people who have any degree of complexity in their tax
return at all.

Mr. BArrZ. Senator, I am a tax lawyer. I am not embarassed to
tell you I turned my tax return over to a specialist the same year
you did. [Laughter.]

Mr. SUtrrr. I practiced tax law for 30 years and almost nothing
else, and I haven't prepared my own tax return for at least 10.

People don't really mind paving taxes. They may grumble about
taxes and everyone wishes they were lower, and I don't think
anybody has come and said "Why don't wm abolish taxes," to any
committee.

People are willing to pay taxes. But they are not willing to pay
taxes on things that they don't think make sense.

When you have this gift tax theoretically imposed on the money
spent to educate somebody in college, that doesn't make sense to
the public and they are not going to pay that tax. I don't care if
they get caught, they are not going to pay that tax.

The things that happen in this tax, they are not going to pay. If
somebody points out to them they are supposed to be taxable, and
we said time and again in this one, they will never know it any
way.

That is the problem with the Tax Code. Tax experts worry so
much about perceived loophole, perceived inequity that you can't
close every conceivable loophole that the ingenious mind of man
can devise without creating something that falls of its own weight.

That, unfortunately, is what has become of our Internal Revenue
Code. It was pretty bad when I started. I started just in time to get
the 1939 Code repealed. I had to learn a whole new Code when the
1954 Code came along.

From that time on, it has all been downhill, I am afraid.
Senator ARMSTRONG. You make a very good point.
One final point I would like to make. Not only do inordinately

complex tax provisions, foster disrespect for the law, but they also
divert an enormous amount of productive effort out of producing
and distributing goods and services into the business of just figur-
ing your taxes or devising tax shelters.
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I believe, Mr. Keyt, you made the point that your firm had
devoted thousands of hours to the generation-skipping tax provi-
sions. Someone else said they stopped counting at 10,000 hours.

I presume that these are all people who could have been doing
something else. That same process can be multiplied throughout
our economy, not just with respect to the generation-skipping tax,
but to other parts of the tax law. I think of all the business and
professional people, who instead of devoting their time and atten-
tion to creating ne*r productive enterprises are monkeying around
with all kinds of what seems to me at least crazy tax shelter deals,
because there is more profit in an unproductive tax shelter, in
many cases, then there is in a very productive business enterprise.

I think you have done us a service here today. I am sorry all my
colleagues were not here to take part in this.

Thank you all very much.
[The statements of the preceding panel follow:]
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BEFORE THE SUBCOMMITTEE ON ESTATE AND GIFT TAXATION

FINANCE COMMITTEE, UNITED STATES SENATE - JUNE 5, 1981

Mr. Chairman and Members of the Committee:

My name is Douglas S. Keyt and I am a Vice President in the

Trust Department of The Northern Trust Company in Chicago, Illinois.

The Northern Trust Company is a major financial institution and

has been providing trust services since it was founded in 1889.

Through its Trust Department in Chicago and its trust affiliates in

Florida and Arizona, The Northern Trust Company administers personal

trust assets valued at nearly *6 billion. This makes The Northern

Trust the largest personal trust operation in the United States. As

a result of our long tradition in the trust business and a

commitment to providing the highest quality trust services, we are

recognized nationwide as a leader in the trust industry.
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At The Northern Trust Company, I an responsible for the tax and

accounting services that are required in the administration of

personal trusts and probate estates for which we act as trustee or

executor. My purpose in coming here today is to attempt to describe

for you some of the administrative difficulties we have experienced

since the generation-skipping transfer tax under Chapter 13 of the

Internal Revenue Code was first enacted by the Tax Reform Act of

1976. We respectfully suggest that these provisions are so complex

that they are incapable of administration or enforcement and should

be repealed.

Major Estate and Gift Tax Issues

Your Subcommittee is considering a number of proposals which

call for major transfer tax reform. Issues relating to such things

as a reduction in estate and gift tax rates, an increase in the

unified estate and gift tax credit, increases in the marital

deduction and gift tax annual exclusion and revisions to Sections

2032A, 6166 and 6166A are indeed important and significant issues

for this Subcomittee to consider. As my comments and those of

several of my colleagues here today clearly demonstrate, the

generation-skipping transfer tax, a tax which since its enactment in

1976 to the best of my knowledge has generated no revenue, is

fraught with all kinds of uncertainties and is extremely costly to

administer. Consequently, repeal of these provisions is likewise a

major transfer tax issue that merits your full attention and support.
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Generation-Skipping Transfer Tax Complexities

A Joint Committee on Taxation Staff Pamphlet setting forth the

background and description of estate and gift tax bills being

considered by your Subcommittee was published on May 1, 1981. The

description of the generation-skipping transfer tax contained in the

pamphlet suggests that these provisions are basically very simple.

For example, the pamphlet states in Part II, Paragraph 7t

"In order to prevent the avoidance of the Federal gift or
estate taxes through the use of generation-skipping
arrangements, Congress enacted the generation-skipping tax
provisions as part of the Tax Reform Act of 1976...

"The tax is imposed on generation-skipping transfers under
a trust or similar arrangement upon the distribution of
the trust assets to a generation-skipping heir (for
example, a great-grandchild of the transferor) or upon the
termination of an intervening interest in the trust (for
example, the termination of an interest held by the
transferor's grandchild). Basically, a generation-
skipping trust is one which provides for a splitting of
the benefits between two or more generations which are
younger than the generation of the grantor of the trust...

"The tax is substantially equivalent to the tax which
would have been imposed if the property had been actually
transferred outright to each successive generation. For
example, where a trust is created for the benefit of the
grantor's grandchild, with remainder to the great-
grandchild, then, upon the death of the grandchild, the
tax is computed by adding the grandchild's portion of the
trust assets to the grandchild's estate and taxable gifts
and computing the tax at the grandchild's marginal
transfer tax rate."

To the contrary, the generation-skipping transfer tax

provisions are not simple at all. In order that you and your staff

might gain a greater understanding of this tax as well as an

appreciation for its complexities, I have attached to this statement
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a copy of an article entitled mCoping With The Oeneration-Skipping

Transfer Tax" (Parts 1 & 2) by William C. Weinsheaier, Bernard T.

Wall and James R. Rellige which appeared in ILLINOIS BAR JOURNAL,

Volume 69, pages 166 and 228. This article and the following

commentary confirms that the generation-skipping tax provisions are

in fact so complex that they will do nothing but confuse and mystify

even the most knowledgeable trust administrators, insurance people,

accountants and attorneys alike.

In order to further demonstrate these complexities for you,

permit me to briefly outline the analytical process that must be

followed with respect to each and every personal trust in order to

determine whether it is subject to the provisions of Chapter 13t

1) Is the trust grandfathered? Generally, the Tax Reform Act

of 1976 provides transitional rules for existing irrevocable

and revocable trusts. Trusts which were irrevocable prior to

June 11, 1976, were generally grandfathered from application of

the generation-skipping transfer tax provisions. Revocable

trusts created prior to June 11, 1976 are likewise excluded

from the genoration-skipping tax provisions, provided the

settler dies before January 1, 1982. Therefore, the first

admittedly si ple stop in the generation-skipping transfer tax

analysis is to determine when the trust was created and if

irrevocable, when it became irrevocable.
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2) If the trust is grandfathered, were there any actual or

constructive additions made to the trust after June 11, 1976?

The next step in the analysis is to determine whether any

actual or constructive additions were made to the trust after

June 11, 1976. Generally, such additions will be subject to

the generation-skipping tax. These additions can occur in any

number of ways. A donor night make a gift of the $3,000 annual

exclusion amount to an irrevocable gift trust which he created

prior to June 11, 1976. A life insurance policy made payable

to a trust after June 11, 1976 would also constitute an

addition. Or, consider a typical family estate plan where a

marital trust terminates on the death of a widow and, in

default of the exercise of a general power of appointment,

pours over to a residuary trust. If the surviving spouse dies

after January 1, 1982, this will constitute an addition for

generation-skipping transfer tax purposes. Assets of an estate

which are poured over to a grandfathered trust under agreement

pursuant to a will executed after June 11, 1976, will likewise

constitute an addition for these purposes. An example of a

constructive addition would be where property remains in trust

following the release, exercise or lapse of a general power of

appointment. Most important, however, is the fact that in each

of these cases, trust records must be thoroughly examined to*

determine whether such additions have been made. If so, costly
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separate accounts and records must then be set-up and

maintained, assuming of course that this would be permitted

under the terms of the trust instrument or local law.

3) Who are the trust beneficiaries? The newt step in the

generation-skipping tax analysis is to identify all possible

present and future beneficiaries of the trust. For example,

many times a trustee is directed to pay all income to one

beneficiary and then is given discretionary power to distribute

income or principal to a class of beneficiaries, such as

grandchildren or great-grandchildren, according to their

needs. Many of these permissible beneficiaries very probably

will be born at some undetermined time in the future. Detailed

records regarding each and every one of these beneficiaries

must be maintained in order to avoid making payments that will

have unintended results under the generation-skipping transfer

tax provisions. Needless to say, this process can be time

consuming, expensive and extremely complex.

4) What kind of interest or power ,oes each beneficiary

possess? Once all permissible beneficiaries have been

identified the next step is to establish the exact nature of

the interest or power which each beneficiary possesses. For

example, is it a vested or contingent interest? Is the

beneficiary only a permissit~le recipient of income or corpus?

Is his interest present or future? Does he have the power to

alter the beneficial enjoyment of income or principal? Is his

power limited solely to the management of trust property?
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5) To which generation is each beneficiary assigned?

A taxable event occurs whenever there is a distribution of

corpus to a younger generation beneficiary Wno is younger than

any other younger generation beneficiary. A younger generation

beneficiary must, of course, be assigned to a younger

generation than that of the grantor. More specifically, a

taxable event can occur when distributions to such a

beneficiary exceed trust accounting income, which is then

called a "taxable distribution" or when an interest or power

terminates, which is then called a "taxable termination."

Obviously, it is necessary to know the generation to which each

beneficiary is assigned in order to determine whether a payment

to that beneficiary is a generation-skipping transfer.

6) Who is the *deemed transferor"? Once all of these

questions have been answered, the "deemed transferor" must then

be determined since the generation-skipping tax is calculated

on the basis of his marginal estate tax rate. What is

particularly onerous and burdensome is the fact that the

"deemed transferor" does not necessarily have to be alive when

the taxable event occur@ and need not have ever had any

interest in the trust. The "deemed transferor" concept, which

has been roundly criticized as inequitable, causes

administrative nightmares. An examle of the complexity of

this concept is where a family member creates a trust for his
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nephew and great-grandson. When the nephew dies and the

great-grandson receives the bale.ice of the trust, the "deemed

transferror" is the grandchild and not the great-grandparent or

the nephew as one might expect. Moreover, the' grandchild in

thiscase is not even a beneficiary of the trust.

Generation-Skipping Transfer Tax Regulations and Returns

When all of the basic generation-skipping questions have been

answered and it has been determined that a taxable event has

occurred, the next step is the preparation of required tax returns.

Form 706-B(l) is an information return which must be completed by

the trustee for all taxable terminations or distributions and filed

with the IoR.S. Service Center where the distribution, rather than

the trustee, resides. At the same time the trustee must also

couplet* and send to each distributes of a taxable distribution a

Form 706-B(2) information return. The actual generation-skipping

tax return, Form 706-B must then be prepared by the distributes in

the case of a taxable distribution or the trustee in the case of a

taxable termination. Moreover, the Form 706-B must be filed eve.

though no tax liability results from a given transfer. Thus, even

if the $250,000 grandchild exclusion exempts the transfer from tax,

a generation-skipping tax return must, nevertheless, be filed.

More than 4 years elapsed after enactment of the Tax Reform Act

of 1976 before regulations on generation-skipping definitions and

8-W 0-81-19
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special rules were proposed or first drafts of generation-skipping

tax returns were published for comment . Due to the fact that the

regulations in proposed form were so complex and incomplete, the

American Bar Association's Section on Taxation was prompted to

submit 136 single-spaced pages of comments. Other professional

groups such as the Chicago Bar Association and the American Bankers

Association have likewise submitted voluminous comments.

As a result of the I.R.S.'s inability to draft these forms in a

timely fashion, the initial date of February 5, 1981 for filing

Forms 706-B(l) and B(2) was first postponed until June 30, 1981. 1

understand that there will be a further postponement of this date,

until August 15, 1981, pending publication of new and substantially

revised forms.

Realistically, the I.R.S. could not have been expected to issue

proposed regulations or generation-skipping tax forms any sooner.

In a letter dated May 12, 1981, written by Nelson A. Brooke,

Chairman, Tax Forms Co-ordinating Committee, Internal Revenue

Service# to Joy Tucker, Agency Clearance Officer, U.S. Treasury

Department, regarding the generation-skipping tax return forms, it

-was stated, *The fact that the tax is extraordinarily complex

results in forms which are more complex than we desire. However,

the forms must reflect the law." If the Internal Revenue Service is

unable to fully comprehend the underlying statute so as to issue

understandable regulations or forms, how can Congress reasonably
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expect taxpayers or their tax advisors to even begin to attempt to

comply with the law. In short, the underlying statute is so complex

that it is incapable of being enforced and should therefore be

repealed.

Internal Revenue Service Record-keeping Requirements

A trustee or distributes who is required to file a Form 706-B

may request from the I.R.S. pertinent data needed to prepare the

return and compute any tax that may be due. This request for

information must be filed not less than 90 days before the due date

for filing the Form 706-B, otherwise the failure to obtain

information necessary to complete the return will not be considered

reasonable cause for failure to file m timely return or pay the tax.

In order for the I.R.S. to be able to provide a taxpayer with

the information needed to properly prepare a Form 706-B, it will

need to store and maintain complete and detailed records of all

transfers made by all individuals filing gift, estate or

generation-skipping transfer tax returns. This is necessary

because, at the time an individual makes a gift or dies, the I.R.S.

cannot determine in advance whether such individual will be

considered a "deemed transferor" in some future generation-skipping

transfer tax situation.

According to the May 1, 1981 Joint Comittee on Taxation. Staff

Pamphlet on pending estate and gift tax bills, an estimated 111,733

federal estate tax returns will be filed in 1981. Each one of these
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transfer tax purposes. Assuming such records were to be maintained

for & modest period of only 75 years and that the number of federal

estate tax filings remains constant, the I.*.S. will ultimately be
required to maintain records on nearly 8.4 million potential Odeemed

transform." fOr the IR.S. to comit the man6ower and information

systems resources in an attempt to enforce a tax which, according to

current projections, will provide little revenue, and which the
wealthy are generally able to avoid anyway, is a wasteful
expenditure of time and money and serves no justifiable purpose.

Generation-Skipin Transfer Tax does not accowlieh its intended

generally the stated purpose of Chapter 13 is to insure that a

transfer tax is assessed upon the death of each generation. With

respect to reasonably wealthy individuals with estates of say *2
million or more, the generation-skipping tax does not and will not
accqplish the purposes for which it was enacted. Thu reason for

this is that there are a number of estate planning techniques which
wealthy individuals can eaploy to benefit various generations and

still avoid generation-skipping transfer taxes. For example, one

eiach tahnique is to create separate trusts for each separate

generation. Since two younger generations do not share benefits

from tie same property, the generation skipping transfer tax
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will not apply. This technique 'is available only to the wealthy

since only they can afford the extra administrative expense of

areatig separate trusts.

To the extent Chapter 13 is enforced, it will be the individual

of more moderate means, i.e. America's already overtaxed and

overburdened middle and upper middle class that will bear the brunt

of the generation-skipping tax and the costs of administering it.

These are the very people that quite properly should use trusts for

the protection of their families from a very uncertain and most

likely a very inflationary future.

You may be interested to know that of the nearly 7,000 personal

trusts which The Northern Trust Company administers, more than 404

of them are valued at less than $250,000, more than 70% are valued

at less than *500,000 and more than 80% of our trusts have values of

less than *750,000. In this day and age, considering the ravages of

inflation and the effects it has had on the cost of education,

medical care or the general cost of living, an estate of even

$750,000 can no longer be considered substantial. For example, on

the basis of the past 8 years inflation rate, an estate of $750,000

today would be the equivalent of only $370,000 in 1974. Also, keep

in mind that these are the people who during their middle years, are

the entrepreneurs and producers who are most likely to be motivated

by our capitalistic system. These individuals subscribe to. the

principle that something should be set aside and invested each
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month to protect themselves and their families from financial

hardshipin the future. These are also the people who view the trust

vehicle an a valid means for achieving their financial goals and

they ought not to be discouraged from doing so simply because of the

budensome nature of the generation-skipping transfer tax.

It should also be noted that the Tedeemed transferor's" $47,000

unified gift and estate tax credit is not available when computing

the generation-skipping transfer tax. As a result, after giving

effect to the $250,000 grandchild exclusion assuming it applies, the

Viri---first dollar of every generation-skipping transfer will be

subject to tax. This is but one more example of the unfAir and

discriminatory nature of this tax.

A common misconception is that trusts last for many generations

iind -Substantial periods of time. While it is true that some trusts

can be structured to last for several generations spanning 50 or 60

years, this is clearly the very rare exception. Based on recent

internal samplings, the life of a trust in our Department averages

between 12 and 15 years. This is far less than the normal 20 to

25-year age span between generations and clearly demonstrates that

the vast majority of trusts do not last for multiple generations or

even for unreasonable long periods of time. Accordingly, this

suggests that the imagined evil the generation-skipping tax was

intended to correct does not in fact exist,. Moreover, I submit that

I
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the existing unified estate and gift tax structure is more than

sufficient to accomplish the stated social goal of-the estate tax

which is to increase social and economic mobility by reducing large

accumulations of wealth. Once again, considering the moderate size

of many trusts and the common purposes for which they are

established such as the support of widows, minor 
children and .others

of moderate means in need of financial assistance, the expenses

associated with administering this tax area burden 
which this class

of people ought not to have to bear. Since the generation-skipping

transfer tax will not reach the wealthier people it was intended to

affect, it serves no useful purpose, is a drain on society and ought

to be repealed.

Administrative Burden and Expense

Over the past 4-1/2 years, I and members of my staff have spent

ia excess of 3,500 hours attempting to understand and apply the

generation-skipping tax statute and regulations. In addition to

this, attorneys in our Legal Department have spent more than 5,000

hours trying to assist us in understanding the law and identifying

trusts to which it applies. At a very moderate rate of $30 per

hour, this represents an expense to The Northern Trust Company over

the past 4-1/2 years well in excess of 
one-quarter million dollars.

Not included in the above ara the numerous hours we 
have had to

spend writing explanatory material and trying to educate 
our personal
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trust administrators. Considering all of this, we have yet to

identify our first taxable distribution or termination or pay our

first penny of generation-skipping tax.

As indicated earlier* The Northern Trust Company administers

nearly 7,000 personal trust accounts. You may be interested to know

that in 1980, we only had 400 accounts created after June 11, 1976

or 61 of our total, where distributions to beneficiaries exceeded

trust income and were therefore potentially subject to the

generation-skipping tax. Extensive data on more than 900 account

beneficiaries that was needed to determine the generation-skipping

tax consequences of these distributions, was collected. Due to the

fact that we were able to obtain much of this vital information

through the use of sophisticated computer systems, we were able to

limit the tine devoted to this aspect of the project to a very

modest 175 man hours. Again, assuming a very low rate of *30 per

hour for technically trained personnel, the total expense to The

Northern Trust Company for this supposedly simple project was in

excess of $5,000. Even more significant is the fact that as a

result of our analysis, we did not find one trust that had made a

taxable distribution in 1980. However, we did find four trusts that

will be subject to the generation-skipping tax when they terminate

at some undefined time in the future and we found eleven trusts

that might be subject to the generation-skipping tax, depending

upon the order of deaths of the remaindermen.
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Extensive consideration has been given to automation of

record-keeping and analytical processes involved in the

identification of possible generation skipping trusts and younger

generation beneficiaries. Mr. Dic Dorney, a -prominent tax attorney

working for a large trust company in Detroit has attempted to define

how such a system might work. His definition, which is 1-1/2 inches
thick and approximately 500 pages long, required more than 1,000

hours !of his professional time and that of his staff to compile. It

is estimated that the cost of programming this system alone would

approximate *250,000. These costs do not include any estimates for

a user's cost of converting trust files or beneficiary information to

the system, the equipment needed to access the system, or the staff

expense that would be incurred just to keep the information in the

system current. Preliminary estimates are that it would cost The

Northern Trust Company more than *100,000 to make the initial

conversion to this system. Thereafter, the annual expense of

storing this information on the system, maintaining it and accessing

it when necessary to obtain required data or do a

generation-skipping analysis would very likely exceed $70,000 per

year. . These expenditures reflect the enormity of the burden of

attempting to administer this extremely burdensome tax. Such a

commitment of resources, particularly in view of the revenue

experience thus far, does not justify the diversion of these

substantial resources from other productive purposes.
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Conclusion

The complexity of the generation-skipping transfer tax and its

broad application to trust as well as non-trust entities (the

*generaton-skipping trust equivalents") suggest that as a practical

matter only the most sophisticated trust companies and tax

practitioners will be equipped to make a good faith effort at

compliance. However, individual executors and trustees are likewise

faced with the -task of attempting to comply with this burdensome

tax. For example, in 1980 there were 1,884 estates over $100,000 in

value that were opened in Cook County, Illinois. Banks served as

executor in only 339, or 18% of these estates. In other words,

individuals rather than professional corporate executors were

appointed in more than 1500 Cook County estates. If one assumes

that individual trustees are designated in only 10% or 150 of these

estates, consider the difficulty these individual fiduciaries will

have in complying or the Internal Revenue Service will have in

enforcing the generation-skipping transfer tax provisions. I

respectfully suggest that it cannot be done and therefore strongly

urge that Chapter 13 be repealed.

Respectfully submitted,



295

STATEMENT OF W. TIMOTHY BARTZ
0 BEHALF OF THE CHICAGO BAR ASSOCIATION

FOR THE HEAING ON MAJOR FEDERAL TRANWER TAX ISSUES
HELDBY THE SUBCOMMITTEE ON ESTATE AND GIFT TAXATION'

OF THE COMMITTEE ON FINANCE OF THEUNITED STATES SENATE
June Si, 1981

Mr. Chairman and Members of the Committee:

My name is W. Timothy Baetz, and I am here today

.,on behalf of The Chicago Bar Association, an association of

16,200 attorney members. I am a past Chairman of the Associ-

ation's Trust Law Committee, and I am a partner in the

Chicago law firm of McDermott, Will & Emery, specializing in

estate planning and tax matters.

Subject Matter to Which My Remarks Are Directed

The Chicago Bar Association is grateful for this

opportunity to testify in connection with major federal

transfr*tax issues. The Association realizes that this-

hearing has been called for the purpose of obtaining informa-

tion with respect to a wide range of subjects pertaining to

the federal estate, gift and generation-skipping taxes. The

Association does not intend today to state a position with

respect to any federal estate or gift tax issue, but rather

wishes to take this opportunity to address difficult and

dangerous issues presented by the tax on certain generation-

skipping transfers.
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Members of the Association have wrestled with the

tax on certain generation-skipping transfers for five years.

The more we have studied, the more concerned we have become.

It is apparent to us now that the problems created by this

new tax are insolvable, and we are worried that continuation

of the tax will threaten this nation's voluntary compliance

tax system and result in substantial and counterproductive

expenditures of time and effort both by the federal govern-

ment and by a great many taxpayers.

With these thoughts in mind, the Association

recently passed a resolution supporting repeal of the tax on

certain generation-skipping transfers. In the past few

months, a great many other professional organizations and

trade -associations have done likewise.

Need iorm'bmediate Attention

The resolution of the generation-skipping tax

problems need not and should not be tied tightly to Congres-

sional decisions involving the federal estate and gift

taxes. The estate and gift tax systems are venerable and

generally understood, and decisions regarding major depar-

tures from those systems may require lengthy deliberations

and very detailed consideration. The generation-skipping.
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* tax system is, on the other hand, new and novel and will

-- never be generally understood, and Congressional decisions

'with respect to the generation-skipping tax may be separated

from, and can come 1 efore, major government action with

respect to federal estate and gift tax laws.

As the following remarks will indicate, there is

an immediate need for Congressional action as to the genera-

tion-skipping tax. We are on a collision course with certain

effective dates that, unless changed, will occur very soon

and, without question, long before either the taxpaying

community or the federal government is in a position to

respond adequately to the new rules which these dates will

trigger.

For the reasons stated below, The Chicago Bar

Association is hopeful that Congress will decide at an early

date to repeal the tax on certain generation-skipping trans-

fers or, at the very least, defer its application pending

further investigation and study of its implications and

consequences.

Revenue Effect

The generation-skipping tax has never been and

cannot be defended on revenue grounds. According to the

Staff of the Joint Committee on Internal Revenue Taxation,
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this tax was projected to have no revenue effect in its

early years and only $400 million of revenue generation

effect in its twentieth year. Such revenue impact is

miniscule when compared with the $7.3 billion recently-

estimated by the Staff of the Joint Committee as being the

current annual revenue produced by the federal estate and

gift taxes.

Can Chapter 13 Work?

While the generation-skipping tax cannot be

defended on revenue grounds, neither can it be attacked on

the ground that under no circumstances can the statute,

Chapter 13 of the Internal Revenue Code, be made to work.

As the following comments indicate, the statute does not

work now, but it is theoretically possible that remedial

legislation could be designed to eliminate the many technical

deficiencies. The problem would be, however, that with such

remedial legislation Chapter 13 would be left in a state of

such Brobdingnagian complexity as to defy comprehension,

much less mastery.

Given the broad application of Chapter 13, a

subject explored in greater detail below, additional com-

plexity seems hardly to be a proper answer to the generation-

skipping tax problem. As Chapter 13 stands now, its com-

plexity is among its most damning features.



Why is Chapter 13 So Complex?

Although the generation-skipping tax does not take

up much room (only nine !nternal Revenue Code sections), its

concepts are so monumentally tortuous and complex as to have

prompted an analogy by two commentators to the works of Rube

Goldberg. See Stephens and Calfee, "Skip to M'Loo," 32

Tax L. Rev. 443, 447 (1977). Other commentators have

described the tax variously as "incomprehensible" and "aston-

ishingly complex and sophisticated." At a time when most

Americans are interested in tax simplification, Chapter 13

veers dramatically in the other direction.

There are at least fourteen key defined terms to

master under Chapter 13, as well as a handful of other terms

not actually defined but, nevertheless, essential to the

operation of the statute. As if this were not enough, the

generation-skipping tax has no antecedent in prior law,

meaning that an estate planner's comprehension of federal

estate and gift tax concepts is of little value when grap-

pling with Chapter 13.

Furthermore, significant portions of the law

relating to generation-skipping transfer taxation are not in

the statute and remain to be written. In particular, there

are eight places on the face of Chapter 13 where important
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rule-making authority is delegated to the Secretary, and,

for good measure, there is a ninth resort to the Secretary,

this one for information as opposed to rule-making. As we

speak today, none of these nine delegations has been dis-

charged by issuance of final regulations, even though the

first date upon which a taxable generation-skipping transfer

may have occurred was June 12, 1976.

The tax applies to certain defined 'transfers

even though many of the taxable events subject to the tax

are not transfers at all. The tax is computed by reference

to certain "transferors" who are only deemed to be so and

who may have nothing at all to do with the Ntransfers" in

question and whose identity is often hard to know or unknow-

able. The tax focuses on defined "beneficiaries, many of

whom have no beneficial interest whatsoever. Indeed, as

Professors Stephens and Calfee have so eloquently stated:

Enter now the land of metaphor and make-believe.
"Transfers" are found where in fact there are
none there are phantom "transferors" who are only
deemed to be sol some trusts are only "trust equi-
valents;" and there are *beneficiaries" who in
fact have no beneficial interests. Fiscal alchemy
sometimes converts an "income" distribution into
"corpus, en route to the'distributee; and vice
versa! And, mysteriously, several trusts some-
times crop up where in fact only one exists.,
Stephens and Calfee, op. cit., at 450.
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ven vith respect to the simple threshold question

of whether the tax applies to a pre-existing trust, bizarre

results obtain. Although Congress declared that the tax

does not apply to a trust which was irrevocable on aJne 11,

1976, regulations have defined the word "irrevocable" in

such a way that many trusts which were irrevocable on

June 11, 1976, are deemed not to be irrevocable.

Why Is Coplexity Such -a Problem?

There are many complex provisions in the Internal

Revenue Code, but perhaps none of such wide-ranging applica-

tion as those relating to the generation-skipping tax.

Admittedly, as an actuarial matter, the Chapter 13 tax may

not be applicable with respect to most estate plans for the

simple reason that most Americans intend ultimately to .vest

their property in the possession of takers Who are no more

than one generation removed from the transferor.. But. the

estate planner cannot be assured of such disposition when he

or she drafts an estate planning instrument. Most estate

plans make provision for the possibility of an unorderly

sequence of deaths, so, for example, if a thild dies before

a .stipulated vesting age (may, age thirty) .that deceased

child' s children succeed to the property that would otherwise

have been bound for the now dead parent. Because competent

8-M 0-81--0
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estate planning always takes this "gift over" matter into

account, an estate planner is almost always forced to cope

with the generation-skipping tax in the formulation of

documents.

Many attorneys who would not hold themselves out

as estate planning "experts" nevertheless from time to time

undertake will and trust drafting assignments for clients.

Indeed, such representation is, in the main, good for

America, providing a great many people who would not other-

wise get any assistance with their testamentary affairs the

peace of mind and security of knowing that at death their

estates and affairs have been put in order. But it is

unrealistic to assume that these attorneys can ever attain

the degree of competence required by a discrete and compli-

cated statute like Chapter 13 and needed in order to plan

properly for the generation-skipping tax implications of

their will and trust drafting assignments. Our concern is

that, as a result, these attorneys will fall into the many

traps for the unwary created by Chapter 13 and may in time

cease out of fear to provide the will and trust drafting

services that so many of their clients desperately need.

Even as to the few attorneys who enjoy the status

of "expert" in estate planning affairs, Chapter 13 presents

difficulties which are insurmountable. As an example,
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according to a recent survey,, m law fir has .the largest

estate planning department in the United tates.. About

thirty of us do nothing but estate planning, and we have

spent over 10,000 man-hours analyzing Chapter 13 and trying

to develop proper planning approach to this new tax. Seven

with all this effort, we realize that much of vhat we are

doing amounts to nothing better than educated guessing.

Furthermore, it is clear that, in much of our Chapter 13

planning, client preferences are being dramaticatlly warped -

in reaction to this new tax and provisions are being intro-

duced into documents that in their complexity far transcend

the clients .ability to comprehend.

It is important to note that this question of

oclexity extends far beyond wills and trusts and those who

prepare and sign_them. Chapter 13 applies also to abroad

range of so-called *trust equivalents arrangements which,

while not 'generation-skipping trusts," are deemed to have

"substantially the same effect as a generation-skipping

trust." IRC 52611(d)(1). Practitioners were surprised to

learn that in recently issued proposed regulations both

estates and custodianships under Uniform Gifts to Minors

Adts are considered by the Treasury Department to be .among

the "trust equivalent' arrangements to which Chapter 13

applies. These arrangements are so commonplace, so fixed in
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character, so finite in duration and. so far removed from the

sort-of conduct to which Chapter 13 is directed that exten-

sion of the generation-skipping tax rules to these devices

is sure to result in the uninformed failure to comply with

Chapter 13 on a grand scale.

Threat to the Voluntary Compliance Tax System

The foregoing indicates to many a clear and present

danger to this country's voluntary compliance tax system.

On the one hand, many will fail to comply with the require-

ments of Chapter 13 out of simple ignorance. On the other

'hand, some will be encouraged to ignore Chapter 13 in the

belief that it is impossible for the government effectively

to enforce the tax and that, even in the event that a failure

to comply is discovered, a plea of ignorance may appear to

have sufficient validity to forestall the application of the

penalty provisions..

This is a dangerous state of affairs about which

we are certain that Congress has to be concerned. If we had

any degree of confidence that remedial legislation could

eliminate this potential disrespect for our voluntary com-

pliance system, we would most certainly be recomending such

legislation today. However, it is clear to us that this

particular problem is inherent in Chapter 13 and cannot be
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expunged by any amount of *patch up." By its very nature,

the coulexity of this tax combined with its broad applica-

tion foster the sort of undesirable behavior just described.

Can the Tax be Effectively Enforced?

Tentative regulations are in place indicating that

:" the reporting of Chapter 13 tax liability on Form 706-B must

begin on October 15 of this year. See Tep. Reg. S26a.2621-

l(k). The initial due date for the preliminary Chapter 13

information returns [Forms 706-B(l) and (2)] is June 30,

just twenty-five days away. Yet, none of these Forms is as

yet available in final form.

The delay in the issuance of forms may be evidence

of the basic enforcement problem confronting the federal

government in the Chapter 13 area. The neV tax does not

have the predictability of the federal estate and gift

taxes. The Chapter 13 taxable event, may have nothing to do

with an actual transfer or an individual's death. Indeed,

an event as seemingly innocuous as a trustee's resignation

or death is enough to trigger the tax.

If the federal governmet is to police the tax

effectively, it muat devise a system to keep track of all

trust beneficiaries and all trustees under the hundreds of

thousands of "generation-skipping trusts" in existence. It
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must know when each interest or power under each such trust

terminates and when each trustee dies or -leaves office. It.

must know when and how much property is added to all pre-

existing trusts in order to determine the extent to' which

such trusts have become subject to Chapter 13. It must know

when and in what fashion powers of appointment are exercised

under generation-skipping trusts, and when interests or

powers under such trusts are disclaimed or assigned.

In addition, the federal government must stockpile

similar infozr.ation as to the multiple of "trust equivalent"

arrangements subject to the tax. Moreover, the federal

government must acquire and store gift and estate tax Infor-

mation as to every person classified as a "deemed transferor"

with respect to any "generation-skipping transfer" and must

be prepared to supply that information to each Form 706-B

tax return preparer upon request.

The incredible amount of information thus required

would seem to be beyond the storage capacity of any known

computer system. Even with active help from the taxpaying

community, the collection and constant updating of the

required data is an exercise the magnitude of which boggles

the mind.
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7 Proper staffig .to administer and collect the

generation-skipping tax would have to be immense. Given the

,,complexity of Chapter 13, the training process .alone seems

overwhelming, and the number of civil servants needed to

receive, analyze, store, sort and respond to the required

.Chapter 13 information would have to be staggering.

There are so many important matters now before the

Treasury Department that it is difficult for us to conceive

how Chapter 13 can be paid the requisite attention. And

Syet, even now, as Treasury continues to grapple with these

.very issues, .we are only twenty-five days away from the time

when the first Forms 706-B(i) and (2) must be filed, forms

which as yet have not even been released.

Does Chapter 13 Serve Its Intended Purposes?

Chapter 13 was supposed to be Osubstantially

equivalent to the estate or gift tax which would have been

imposed if the property .had actually been transferred

Outright to each successive generation.' H.R..RMP. at 20.

But Chapter 13 involves anything but this sort of regular

generation-by-generation transfer taxation. Indeed, the

imposition of the tax may occur at irregular intervals not

related to the expiration of generations of actual bene-

ficiaries. Such imposition may occur with respect to the
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entire trust property even though a terminating interest or

power may be in value only. a small part of that property.
The tax may be computed by reference to the tax rates of an

individual, the "deemed transferor," who is totally dis-

associated from the "transfer" in question.

There has been no attempt to build gift tax equi-

valence into Chapter 13. See in this regard, Friedman,

"Corrective Legislation Needed for Transfers from Generation-
Skipping Trusts," 116 Trusts & Estates 462-495 (1977).
There is far from complete estate tax equivalence. See in

this regard, Baetz, "Drafting for the Generation-Skipping

Tax," 5 Notre Dame Estate Plan. Instit. 1053, 1093-1095

(19b).

Furthermore, Chapter 13's interaction with related

parts of the Internal Revenue Code is far from satisfactory.
For example, the interaction of Chapter 13 and the trust

throwback tax rules may often result in combined tax as to a

single event which exceeds the amount of trust property

involved. A combined tax rate in excess of 100 percent is
at the very least a rarity in our federal tax system.

Outright transfers to beneficiaries more than a
generation younger than the transferor are not taxed under

Chapter 13. Ironically, it is the wealthiest segment of our
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transfers to grandoh3 idren and-more remote desc ndants and

which, thus, is in the bost position to avoid the application

of Chapter 13. Contrarily, it is the middle class which'is

most often not in a position to afford such outright trans-

fors and which, therefore, is most often forced to contend

with the intricacies of Chapter 13.

Zn the legislative history, there is a declaration

that Congress Orecognizes that there are many legitimate

non-tax purposes for establishing trusts. However, ICon-

gress] believes that the tax laws should be neutral and that

there should be no tax advantage available in setting up

trusts.* H.R. lZP.# at 47. Other witnesses today are

presenting testimony that suggests that Chapter 
13 is any-

thing but Nneutralw with respect to trusts. Among other

things this tax creates onerous reporting requirements that

represent a clear disincentive for anyone to accept appoint-

mont as a trustee. The tax creates trust administrative

expenses that are substantial and disproportionate to. any

tax revenue collected. And, as mentioned above, the tax

tends to drive the creators of trusts to warped estate

planning schemes at odds with normal dispositive preferences.



810

Is the-Policr Reason for Chapter .13 Sound?

Many would advance the argument that "generation-

skipping" under trusts is more, a chimera than Congress was

led to believe in 1976. Most people do not intend their

trusts to run for generations, but rather resort to trusts

as protectors of property until children reach an age when

they may be counted upon to use such property prudently.

Even as to multi-generational trusts, property paid out to

beneficiaries is, without Chapter 13, caught in the federal

estate and gift tax systems and property over which bene-

ficiaries have power substantially equivalent to outright

ownership is, again without Chapter 13, caught in those same

systems. Chapter 13 imposes tax even in a great many cases

when a beneficiary whose "interest" or powerm terminates

has never received a nickel from the generation-skipping

trust in question, and many wonder what the abuse is in such

circumstances that requires a Chapter 13 to correct.

The Chicago Bar Association does not intend to

take a position on the policy reasons for Chapter 13.

Rather, the Association by the foregoing remarks intends

only to bring to Congress' attention the several problems

presented by the generation-skipping tax, problems which', in
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the Association's viws, aze substantial, mcoorreotablo, and

dangermous and which can only be remedied by ..the wholesale

repeal of the tax on certain generation-skipping transfers.

Respectfully submitted,

W. Timothy J
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ORAL TESTIMONY OF
RANDALL J. GINGISS

ON BEHALF OF
THE CORPORATE FIDUCIARIES ASSOCIATION OF ILLINOIS

ON
ESTATE AND THE GIFT TAX REFORM

BEFORE THE
SUBCOOIMMTTE ON ESTATE AM GIFT TAXATION

(OflTTB ON FINANCE
UNITED STATES SENATE

June 5, 1981

Mr. Chairman and the members of the committee:

My name is Randall J. Gingiss. I a here to represent the Corporate Fiduciaries

Association of Illinois. I am a Second Vice President with the Continental Illinoil

National Bank and Trust Company of Chicago.

The Corporate Fiduciaries Association of Illinois is an unincorporated association,

including among its membership some 55 state and national banks and a trust company

who together administer ore than 85Z of the total trust assets in the state of

Illinois. The association has been in existence for more than 60 years.

We have asked to testify today to be heard on S.404 which, if enacted, would repeal

the Federal Estate.Tax, the Federal Gift Tax, and the Federal Generation Skipping

Transfer Tax. We take no position as to the repeal of the Estate or Gift Tax.

We regard the issues involved in those taxes to be ones of political philosophy. Tc

the extent one believes in having such taxes, the existing system works tolerably

well.

Such is not the case with the Generation Skipping Transfer Tax. The purpose of the

tax is to prevent the use of trusts or other entities for multiple generations to

avoid the taxation that would have been otherwise Imposed on the property at each
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generation. The tax that has been enacted not only falls to accomplish this

objective, but has a coplexity heretofore unknown in a tax of such broad applice-

ftion. The tax affects a significant number of areas which have no relationship to

othe purpose of the legislation and will have a deleterious effect on our self-assess-

ment system. Significantly, through the use of sophisticated tax counsel, the very

-'wealthy can avoid the ain thrust of the tax while the middle class will have to

, bier its full burden of record maintenance and potential liability.

Ses of these problems are covered by my colleagues, Tim Iaetz, ill Sutter, and

11Doug Keyt. I am familiar with their statements and endorse them without reservation.

I will confine my comments to the latter two issues.

Transfer taxation in general has been aimed at preventing the passing of massive

. accumulations of wealth from generation to generation. Yet, with the help of

,-sophisticated tax counsel, it is the very wealthy who have the ability to avoid the

tax.

The Generation Skipping Transfer Tax does not tax outright distributions to genera-

• tions more than one generation below that of the Grantor. All that is needed to

Savoid the tax is for intervening generstions to have sufficient wealth not to be in

need of all of the distributions or at least to provide separate trusts to the extent

there is such a need.

One common device is called mleyeriqg. A Grantor will create one trust for his

Schltdrena, another trust for his grandchildren (tn which children have no interest)

and one for great grandchildren (in which neither children nor grandchildren have an
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interest). In this manner, after the death of the Grantor, all transfer taxes can

be avoided for a number of generations, despite the intent of Chapter Thirteen.

Another technique is the so called "income only" trust which typically provides for

distributions of income to grandchildren and sore remote descendents. To the extent

only income is distributed, there is no tax. With the extremely wealthy, it is

unlikely that children will aver need the use of the funds. While the rich can

avoid the tax, the middle clasd or the unwary will not. A typical situation where

the unwary could be trapped Is a custodianship under the Uniform Gifts to Minors

Act. Such a custodianship Is a creature of state law designed to avoid the difficult-

Ies of a court supervised guardianship where a minor is to recei* assets. While

there is disagreement as to whether custodianships were intended to be included as

Generation Skipping Equivalents, proposed regulations indicate that if a custodian

uses some of the money to satisfy a parent's obligation of support, there is a tax

if the requisite number of generations including the custodian is present.

Simply using funds to send a child to camp which the parent might not otherwise

afford, and thereby providing food and shelter to the child for & few weeks, could

generate a Generation Skipping Transfer, even if the amount of the account is only a

few thousand dollars.

This example illustrates the effect on our self-assessment system. Custodianships

are designed to avoid court supervision and costly legal fees. This law requires

the custodian to know of the existence of a tax, understand the implications of use

of funds, and the effect of payment in triggering the tax, and a filing requirement.

The majority of attorneys, even those who do extensive estate planning, do not

I
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fully understand this tax. A fortiori, a non-lawyer custodian will have no

concept of its luplicatious. What will happen here as a practical matter is that

the custodian is unlikely to file a return, the service will have no notice of a

taxable event, and nothing is likely to ever be done about it other than the

potential exposure to liability of the occasional custodian. This is at complete

odds with our system of self-assessMent.

The Generation Skipping Transfer Tax is overly complex, does not achieve its

purpose, and cannot be salvaged by ptchvork. The Corporate Fiduciary Association

of Illinois urges its repeal.

RJG:iD:903
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UNWSTATU AR AUISOOIAI@IN

CI ON PE1MNAL TAXATION

Robert M. Bellatti, Chairman
First National Bank Building
Springfield, Illinois 62701
(217) 522-9963

STATEMENT OF ILLINOIS STATE BAR ASSOCIATION
FOR JUNE 5, 1981 HEARING OF SUBCOMMITTEE ON

ESTATE AND GIFT TAXATION OF THE SENATE COMMITTEE ON FINANCE

Tho Illinois State Bar Association is pleased to have

the opportunity to submit this written testimony in connection

with the June 5, 1981 hearing of the Subcommittee on Estate

and Gift Taxation of the Senate Committee on Finance on the

estate and gift tax issues raised by various bills that have

been introduced in the Senate in 1981. The Illinois State

Bar Association generally supports most of the provisions in

these bills.

The Federal Tax Section of the Illinois State Bar

Association has been working to develop a comprehensive

estate and gift tax revision bill since the summer of 1980.

The goals of this legislative effort can be sumarized as

follows:

1. To make adjustments in the transfer tax provisions

to mitigate the increasingly severe impact of these taxes

that is caused by inflation;

2. To provide relief to small farms and family businesses

that are being devastated by the estate tax; and,
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3. To eliminate many technical problems and booby

traps that Congress did not intend to impose on small farms

and family businesses when it enacted certain estate tax

relief provisions in 1976.

The Illinois State Bar Association's Board of Governors

approved the Federal Tax Section's estate and gift tax

proposed legislation on May 1, 1981. This proposed legislation

has been called the Transfer Tax Reform Act of 1981. Congressman

Madigan and other co-sponsors are introducing this estate

and gift tax legislation in the House of Representatives,

and Senators Percy and Dixon are sponsoring the legislation

in the Senate.

The Transfer Tax Reform Act of 1981 contains many

provisions that are identical or similar to many of the

prove isions in the bills that are the subject matter of the

June 5 hearing. However, the Illinois State Bar Association

believes that the Transfer Tax Reform Act of 1981 contains

more comprehensive and better balanced provisions than the

other bills, particularly in its revisions to the farm

special use valuation law. To some extent the improvement

in the special use valuation provisions is the result of the

opportunity that the Federal Tax Section has had to review

the other bills and consult with their draftsmen prior to

the final drafting of the Transfer Tax Reform Act of 1981.

The following sections of this statement contain an

explanation of the provisions of the Transfer Tax Reform Act

of 1981.

844,n82-- 0-Si -- 21
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I. Increase In Unified Credit

The bill provides for a substantial increase in the
unified credit available for estate and gift tax purposes.
The increase is phased in over a period of four years.
Reference to the increase in the unified credit exemption
equivalent gives the best illustration of the proposed
iricrease in the unified credit. Under present law, the
unified credit exemption equivalent is approximately $175,000.
Under the proposed increase in the unified credit, the
exemption equivalent amounts would be $250,000 for 1982,
$300,000 for 1983, $400,000 in 1984 and $500,000 in 1985 and
thereafter. The inflation of the last several years that is
still continuing has resulted in an increasing number of
estates, many of them consisting largely of farms and small
businesses, being subject to an increasingly heavy burden of
estate tax. The increase in the unified credit will help
limit the impact of the estate tax to estates that Congress
felt were appropriate to tax back in 2976.

II. Increase in Annual Gift Tax Exclusion

The bill provides for an increase in the annual exclusion
amount for gift tax purposes from $3,000 to $10,000. This
provision would be effective for gifts made after 1981. The
$10,000 amount has been made necessary by inflation. If the
$3,000 amount was fully increased for the inflation that has
occurred from the time that the $3,000 amount was initially
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established in the 1940's, the annual exclusion should be

increased to $15,000. The $3,000 amount now does not allow

a parent to give a child an American made car or even to 
pay

for a year of college tuition at many schools without 
gift

tax consequences! Imposing tax consequences on these common

parental expenditures erodes the citizen's respect for the

entire transfer tax system.

III. Estate Tax Treatment of Transfers Made Within

Three Years of Death

The bill provides for a change in the valuation date

for certain gifts made within the three year period prior 
to

the decedent's death. Under present law, such gifts are to

be revalued on the date of the decedent's death for purposes

of including the gift in the donor's gross estate. Many

times this presents a difficult tracing problem for the

estate, because the donee may be unavailable or may have

disposed of the asset prior to the decedent's death. The

bill provides that the date of valuation of such gifts for

estate tax purposes shall be the date of the gift rather

than the date of death.

Under present law, certain gifts made by the decedent

during the three years prior to his death must be included

in his gross estate. However, the gross estate of a decedent

does not include gifts made by the decedent during this

period if no gift tax return was required to be filed by 
the

decedent because the gifts were within the $3,000-per-donee
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annual exclusion. Gifts made by the donor and the donor's

spouse may, with the consent of both, be treated as made
one-half by each, and the full annual exclusion is allowed
with respect to each spouse's one-half share of such gifts.
Present law does not allow the exclusion of these "split-
gifts" from the donor's gross estate if the gifts were made
within three years of death. The pullback of these gifts is
an unnecessary complexity for executors of decedents' estates.

The bill excludes these "split-gifts" made within three
years of the decedent's death from the decedent's estate if
there was no gift tax liability with respect to the gifts.

This section of the bill would apply to gifts made

after 1981.

IV. Election To Pay Gift Tax

-The bill makes the application of the unified credit
against gift tax elective rather than mandatory. The purpose
of this change is to permit a donor to elect to pay gift tax

by not utilizing any part or all of the available unified
credit in order to have the value of the gift for tax purposes

finally determined within three years from the time that the
gift tax return reporting the gift must be filed. This
provision also makes the valuation of the gift binding for
estate tax purposes and generation skipping tax purposes, as
well as for purposes of determining the tax on subsequent

gifts. These corresponding changes are necessary under the
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unified transfer tax system that was enacted in 1976. This

section of the bill would be applicable to gifts made after

1981.

V. Necessary Revisions In Estate Tax Special

Use Valuation Provisions

The bill makes several amendments to Section 2032A of

the Internal Revenue Code regarding the special use valuation

of farms and other business real property for estate tax

purposes.

A. Qualified Use Problem

The so-called "qualified use" problem is eliminated by

providing that the farm doos not have to be a trade 
or

business with respect to the decedent on the date of death,

as long as it is a trade or business with respect to the

decedent or a member of the dececent's family for five of

the eight years prior to the decedent's death. The qualified

use problem under present law can best be illustrated by the

IRS position that the estate of a retired farmer who was

cash renting the farm to a neighbor at the time of death,

even if the farm operation was a trade or business of the

decedent or a family member for five of the eight years

prior to death, cannot qualify for special use valuation.

The bill resolves this problem by eliminating the requirement

that the property must have been used in a qualified use on

the exact date of the decedent's death. The property must

have been used in a qualified use for five of the eight



years prior to the decedent's death, but such qualified use
may have been by either the decedent or a member of the
decedent's family. This provision of the bill imi effective
for estates of decedents dying after December 31, 1976.

B. Material Participation Problems
The bill provides for exceptions to the material participation

requirement during the eight-year period prior to the decedent's
death. The bill would add three exceptions to Section
2032A(b). The first exception is for decedents who were
retired-or disabled at the time of their death. This exception
provides that the date of retirement or the beginning of
disability would be treated as the date of death for purposes
of determining whether the five out of eight year material

participation requirement has been met.
The second exception to the material participation

requirement is for the estate of a decedent who inherited
the farm from a spouse. The decedent may have difficulty,
either because of lack of experience or poor health, in
meeting the material participatiGn requirement and there may
be no member of her family available to operate the farm for
her while she is living. The bill provides in these circumstances
that the decedent who has received the property from a
spouse need only be involved in the "active management" of
the property, which means the making of the significant
management decisions rather than participation in the daily
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operations of the farm or other business. It should be

noted that if there are no qualified heirs of such a decedent

involved in the farm management after the decedent's death,

then the decedent's estate will not be able to permanently

obtain the tax savings resulting from special use valuation.

The third exception to the material participation

requirement is for the estates of woodland owners. Most

privately owned timber operations do not require day-to-day

management decisions and material participation by the

owner. The bill provides that woodlands can qualify for

special use valuation if the decedent or family member has

actively managed the property, even if the material participation

requirement is not satisfied.

These three exceptions to the material participation

requirement do not remove the basic requirement of active

family involvement both before and after the decedent's

death in order to permanently obtain the tax savings from

special use valuation. This provision of the bill is effective

for estates of decedents dying after December 31, 1981.

C. Future and Partial Interests

The IRS has taken the position that if any interest in

the property passes to a person other than a qualified heir,

then even the interests in the property that pass to qualified

heirs will not qualify for special use valuation. The bill

provides that as long as the aggregate value of the interests
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in the property not passing to qualified heirs does not
exceed 5% of the value of the property, the interests passing
to qualified heirs will qualify for special use valuation.
The interests passing to qualified heirs will qualify for
special use valuation even if such interests are "future
interests" for purposes of the gift tax law, either as a
future interest in a trust that holds the property or as a
legal remainder or reversionary interest in the property.
This provision of the bill is effective for estates of
decedents dying after December 31, 1981.

D. Recapture Provisions
The bill shortens the recapture period after the decedent's

death from 15 years to 10 years. The current 15 year period
is unduly long and the 10 year period is still sufficient to
deter non-farm investors from acquiring farm land for estate
tax shelter purposes. This subsection of the bill also
eliminates the qualified use requirement of the bill for
qualified heirs by providing that the qualified use can be
by either the qualified heir or a member of the qualified
heir's family after the decedent's death. This clarification
of present law is required by the IRS interpretation that if
a daughter receives an interest in a farm from her deceased
father and cash rents her interest to her brother who operates
the farm, then the daughter has ceased her qualified use
because she personally is not at risk in the farm operation
and must pay recapture tax.
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The bill provides for limited exceptions to the material

participation requirement for the qualified heir or family

member after the decedent's death. A qualified heir who is

a spouse of the decedent, a minor, a student or a disabled

person would not have to materially participate in the farm

management. Instead, such a qualified heir or his fiduciary

or family member could elect to have the farm actively

managed by such persons to preserve the tax savings obtained

by special use valuation. This subsection also allows a

qualified heir receiving an interest in woodlands to actively

manage the property rather than satisfy the material participation

requirement.

The bill clarifies the manner in which the amount of

recapture tax is calculated when only a portion of the

property which has been specially valued ceases to be used

in a qualified use or is disposed of to a non-family member.

This provision limits the amount of the recapture tax to the

same proportion of the total potential recapture tax as the

value of the property ceased to be used in a qualified use

bears to the total value of all property specially valued.

This provision of the bill is effective for estates of

decedents dying after December 31, 1976.

E. Increase In Value Reduction Limitation

Present law provides that special valuation cannot

reduce the estate tax value of the decedent's interest in
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qualifying property by more than $500,000. Special use

valuation was intended to provide estate tax relief to small

family farms and closely held business real estate. The

total elimination of the value reduction limitation might

tend to increase the concentration of land ownership in

extremely large farming operations. However, the value

reduction limitation should be increased to reflect the

inflation that has occurred since 1976. The $500,000 limitation

is increased by $100,000 for each of five consecutive years

starting in 1982, so that for the estates of decedent's

dying in 1986 and thereafter there will be a $1,000,000

reduction'permitted. This provision of the bill is effective

for estates of decedents dying after December 31, 1981.

F. Trades and Exchanges of Qualifyina Property

One of the extremely unfair results under the present

special use valuation law is that if there are trades of

farm property either before the decedent's death or by the

qualified heir after the decedent's death, special use

valuation is denied to the decedent's estate or a recapture

tax is payable after the decedent's death. The bill eliminates

both of these problems by allowing qualified property to be

traded prior to the decedent's death or after the decedent's

death as long as other qualified property is received in

exchange and retained in the family business.

The bill-permits qualified real property which has been

valued under Section 2032A of the Code to be exchanged in a
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capital gain-free Section 1031 transaction for other real

property without triggering a recapture tax under Section

2032A. The real property received in the Section 1031

transaction would be subject to the same restrictions and

potential recapture tax treatment as the qualified real

property prior to the Section 1031 transaction. This provision

of the bill is effective for estates of decedents dying

after December 31, 1976.

The bill permits special valuation of real property

that has been received in a Section 1031 exchange within the

eight-year period prior to the death of the decedent. This

provision permits the tacking of the ownership, qualified

use and material participation periods with respect to the

property transferred in a Section 1031 transaction to such

periods with respect to the property received in the transaction.

If only a portion of the property transferred in the transaction

was qualified exchange property, then the tacking would be

permitted with respect to only a portion of the real property

received in the transaction. This provision of the bill is

effective for estates of decedents dying after December 31,

- 1981.

G. Election Requirement Eliminated

For Involuntary Conversions .

The bill eliminates the requirement that qualified

heirs make a special election to receive the benefits of

Section 2032A(h) when an involuntary conversion occurs.
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When specially valued property is involuntarily converted,

the estate tax saved by special use valuation will not be

recaptured as long as the proceeds of the involuntary

conversion are reinvested in other qualified property and

such property is used in the family business. This provision

of the bill is effective for estates of decedents dying

after December 31, 1976.

H. Valuation Methods Revised

Some of the more important changes in this bill are the

revisions to the two special use valuation methods available.

under the present law. The first valuation method is for

farms only, and is described as the cash rental formula.

Under present law, there are serious problems in implementing

this formula where most of the farms in the particular

locality are rented on a crop share basis. Present law

requires reference to comparable farms in the locality that

are rented on a cash basis in order to utilize the cash

rental formula. The bill eliminates this problem by specifying

that rental value can be used in the formula, without specific

reference to other comparable farms leased on either a crop

share basis or a cash rent basis. This change would permit

the rental value to be determined from specific oomparables,

from area-wide averages or by appraisal in a manner similar

to the traditional fair market valuation method.

A new optional valuation method is provided for woodlands

where the executor elects to utilize it. This optional method

I
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is similar to the revised rental value formula, but it

permits the income factor in the formula to be based upon

the current woodland use of the property which may not

necessarily produce income annually. This optional method

would permit the expected income over a reasonable period of

time to be annualized for use as the income factor in the

formula.

The other method of special use valuation under present

law is a five-factor formula, which appears to be of very

little use to either farms or other business real estate.

This bill would eliminate the five-factor method and substitute

in its place a 50% discount from fair market value for any

qualifying farm or other business real estate where the real

estate does not qualify for the rental formula method or

where the executor elects not to use the rental formula

method.

These changes in the valuation method should eliminate

many problems under current law and make special use valuation

available to a broader group of farms and small businesses,

as was originally intended by Congress. The values produced

by either of the new methods would still be subject to the

value reduction limitation applicable to special use valuation.

Under present law, once the executor elects a particular

method of special use valuation when the return is filed,

the election is irrevocable. Because of disputes which may

arise in audit about certain aspects of the valuation method,
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valuation method. The bill permits an executor who has made

an initial election on a return to later elect to use one of

- the other valuation methods at any time the statute of

limitations for assessing additional estate tax is open.

All of these changes in the valuation methods are effective

for estates of decedents dying after December 31, 1981.

I. Elimination of Basis Penalty Upon Recapture

The bill provides that in the event that the estate

tax that was initially saved by electing special use valuation

is recaptured under the provisions of Section 2032A(c), then

the qualified heir may elect to have his basis in the property

increased under Section 1014 to what the qualified heir's

basis in the property would have been if Section 2032A had

not been elected. If the qualified heir does elect to

receive the increase in basis, then interest on the recapture

tax must be paid from the date on which the decedent's

estate tax was due under Section 2001 to the date that the

recapture tax is paid. Once the basis penalty under Section

2032A is eliminated, interest should be imposed for the

period of deferral of the estate tax in the event that a

recapture event occurs, in order to deter abusive special

use valuation elections made merely to obtain interest-free

deferral of estate tax payment. This provision of the bill

is effective for estates of decedents dying after December.

31, 1976.
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J. "Family Member" Definition Revised

The bill expands the definition of family member for

purposes of special use valuation to include relatives of

,the decedent's or qualified heir's spouse. This change will

permit special use valuation of property left to a decedent's

spouse when a brother of the decedent is the farm tenant on

the property, for example. This expanded definition of

family members is needed to make special use valuation

applicable to many small family farming operations.

The bill also makes other significant Ohanges in the

definition of family membership. The family members of the

decedent are defined more narrowly than under present law by

including only the descendants of parents of the decedent,

rather than the descendants of grandparents of the decedent.

However, with respect to the qualified heir the family

members include persons who are family members of the decedent,

as well as family members of a qualified heir. This would

result in maintaining approximately the same family membership

definition with respect to a qualified heir as under present

law in cases where the qualified heir is a descendant of the

d~cedent. Finally, the bill provides that a change in the

marital status of an in-law through death or divorce will

not affect special use valuation eligiblity or cause a

recapture event. This provision applies to estates of

decedents dying after December 31, 1981, except that for

purposes of the recapture tax the additional family members
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under the new definition will apply to estates of decedents

dying after December 31, 1976.

K. Signina Aareement On Behalf of Minor

or Disabled Person

One of the important technical problems under present

law concerns the signing of the special use valuation agreement

on behalf of a qualified heir who is a minor or disabled

person. The bill provides that the agreement may be signed

by the disabled person's legal representative, parent or

attorney in fact (acting under a power of attorney valid

under applicable state law). This provision would in many

cases eliminate the expensive and cumbersome requirement

that a guardian be appointed by a court to sign the agreement

on behalf of a minor child or grandchild in circumstances

where there is no other reason to have a guardian appointed

by a court. This provision is effective for estates of

decedents dying after December 31, 1976.

L. Special Use Valuation of Trust Property

The bill specifically provides that a beneficial interest

in a trust that holds legal title to qualified real property

shall qualify for special use valuation in the same manner

as if the owner of the beneficial i interest in the trust

owned the interest directly in the property held by the

trust. It is further specifically provided that this rule

applies even if the beneficial interest in the trust is
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law. This provision is not a change in existing law, but

is merely added to clarify existing law in the absence of

regulations on this matter at the present time. This

provision is effective for estates of decedents dying after

December 31, 1976.

U. Certain Purchases By Qualified Heirs

The bill eliminates the questions about special use

valuation eligibility under present law when a qualified

heir exercises an option to purchase qualified real property

from the decedent's estate or trust. This provision is also

generally directed at other eligibility questions that have

arisen under present law when a qualified heir purchases an

interest in the qualified real property after the decedent's

death. These questions are resolved by specifying that

generally a qualified heir who purchases an interest in the

qualified real property from the estate or a trust or who

makes payments to other persons required by the Will or

trust agreement as a condition fc.r receiving the interest in

the qualified real property shall be deemed to have acquired

the interest from the decedent. This provision is effective

for estates of decedents dying after December 31, 1976.

N. No Reduction of Mortgage or Otiler

Lien Deduction Is Roguired

Under present law the Service has contended that where

special use valuation is elected, the deduction permitted

O4-6 0-81--
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under section 2053 of the Code for mortgages or other liens

on the specially valued property must be reduced in the same
proportion that special use valuation reduces the estate tax
value of the property. There is no statutory basis for the
Service's position and such a reduction in the estate tax

deduction for such liens was not intended by Congress when
it provided estate tax relief through special use valuation

in 1976. The bill adds specific language to section 2053 of

the Code to provide that there shall be no reduction in the
amount of the estate tax deduction for such liens where the

underlying property is specially valued. This provision is,
effective for estates of decedents dying after December 31,

1976.

VI. Improvements To Installment Payment of

Estate Tax Provisions

The Internal Revenue Code contains two separate elective
provisions allowing the installment payment of estate taxes
where a major portion of the estate consists of an Interest
in a closely held business (or interests in closely held

businesses). These rules contain different payout periods,
interest rates, and conditions under which payments are

accelerated. The Code also contains a special rule under
which a qualified redemption of stock to pay estate taxes,

funeral expenses, and administration expenses would be taxed

as capital gain, rather than ordinary income, even though a
similar redemption during the decedent's lifetime would have

been treated as a dividend.
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In general, the bill revises the provision allowing the

more liberal extended payment rules by expanding it to

include all those cases where an estate would qualify for

either of the extended payment rules under present law (and

eliminates the loes liberal provision). Consequently, under

the bill, an estate in which the value of a closely held

business (or businesses) included in the estate exceeds 35

percent of the value of the gross estate or 50 percent of

the taxable estate would be eligible for payment of the

estate tax over 15 years, with interest only payable over

the first five years. Also, the rules relating to acceleration

of deferred payments would be liberalized by increasing from

33 1/3 percent to 50 percent the amount of a business interest

that could be withdrawn before payments would be accelerated.

Furthermore, a late payment made within six months of the

due date would not accelerate all payments; instead, a

penalty of 5 percent per month would be imposed.

The bill also revises the special Code Section relating

to qualified stock redemptions to pay estate taxes, funeral

expenses, and administration expenses to make it applicable

if the value of the closely held business meets the 35-

percent test or the 50-percent test. The rules relating to

aggregation of two or more businesses are also conformed to

those in the deferred payment provisions.

Under present law, the closely held business interest

must be either a trade or business carried on by the decedent
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as a proprietor or an interest in a partnership or corporation

which is engaged in carrying on a trade or business at the

time of the decedent's death. If business is carried on by

a decedent as a sole proprietor, the interest in a closely

held business-includes only the assets of the decedent which

are actually utilized by him in the trade or business.

In a series of rulings, the IRS has set forth guidelines

for determining what amounts to a trade or business for

purposes of the extended payout sections. These guidelines

set up a somewhat narrower definition of trade or business

than the meaning given the phrase "trade or business" in

other areas of the tax law. In general, these rulings do

not treat the management of income-producing property as a

trade or business. Consequently, the splitting of an owner's

business between an operating corporation and his perconal

retention of the premises may prevent his estate from using

installment payments for estate tax purposes. Thus, in -

one situation, a decedent incorporated his sole proprietorship

but retained personal ownership of the land and building

used in the business. Decedent leased the real property to

the corporation which actually used it in the corporation's

business. The IRS ruled that decedent's ownership of the

real property did not qualify as a business interest and

thus could not be taken into account in determining whether

the estate met the percentage requirements for deferral of

estate taxes.



Similarly, giving up active participation in farming

because of age and health may result in the loss of the use

of the installment payment provisions. In one situation a

96-yeat-old farmer gave his children the livestock used on

his farm and leased the farm property to them on a rent-free

basis. The farmer, who took no further interest in the

management of the farm, died a year later. The IR8 ruled

that neither the livestock, which was included in his estate

because the gift was made within three years of death, nor

his real property qualified as an interest in a closely held

business because he had not actively participated in carrying

on the farm business.

These IRS positions indicate that the current rules are

not adequate to allow estate tax deferral in many situations

where the family is carrying on a trade or business on

property even though the decedent is not personally doing

so. Also, the rules should allow more flexibility so that,

as long as the property is used in the trade or business,

it does not have to be owned by the same entity that is

engaged in the trade or business

The bill provides that a decedent's direct or indirect

ownership in an asset or assets which are leased to or used

by a family-owned business shall be deemed to be an interest

in a closely held business carried on by the decedent.

Generally,'a family-owned business would qualify under this

rule if a member of the decedent's family is engaged in tho
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active management of a trade or business conducted by a

proprietorship, a partnership, or a corporation, and the

business is otherwise treated as a closely held bualnesa

under the extended payout rules. The bill also provides

that, in the case of property which is Included In the

decedent's estate because it was given away within three

years of death, the time for testing as to whether the

decedent was actually using such property in a closely held

business is to be made as of the time immediately before the

transfer (rather than immediately before death as is done

for other property). This section of the bill is effective

for estates of decedents dying after December 31, 1981.

VII. Revision of Disclaimer Rules

The bill amends the disclaimer provisions found in
Section 2518 of the Internal Revenue Code by completely

restating subsections (b) and (c). Disclaimer permits one

to refuse an interest in property, so that it will be taxed

as though it had never passed to him, if the disclaimant

acts promptly after the interest becomes his and does nothing

in the meantime to accept it. The amendment clarifies '

several important points in the application of the disclaimer

rules to make the rules more intelligible to the average

taxpayer and to insure that taxpayers who are similarly

situated will be treated alike. The most important changes

are: 1) to delay the running of the disclaimer period for
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full nature and extent of the interest he is to receive; 2)

to permit disclaimer of any type of partial interests in any

property, right or power; 3) to permit an interest in Joint

property acquired by right of survivorship to be disclaimed

at the death of the first Joint owner to die; 4) to permit a

personal representative to disclaim if the disclaimant dies

or becomes incompentent; and 5) to permit a disclaimer which

complies with the federal rules to be effective for federal

tax purposes even though it does not fully comply with all

the technicalities of state law. This section of the bill

would apply to all interests that become indefeasibly vested

in the disclaimant after December 31, 1981.
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SUMMARY OF STATEMENT OF MALCOLM A. MOORE
Davis, Wright, Todd, Riese & Jones

Seattle, Washington

HEARINGS HELD BY SUBCOMMITTEE ON ESTATE AND GIFT
TAXATION OF SENATE FINANCE COMMITTEE

June 5, 1981

I. IN GENERAL

The estate and gift tax laws should not apply to the

majority of U.S. citizens and their estates because of

the intrusiveness and hardship to those estates caused by

the law's application, without significant offsetting benefit.

II. REPEAL OF THE ESTATE AND GIFT TAX LAWS

While no position is taken with respect to the total

repeal of the estate and gift tax laws to all estates, they

should be repealed in terms of their application to the great

majority of U.S. citizens' estates.

III. UNIFIED CREDIT AND RATES

The unified credit should be ir.creased substantially,

partly to keep up with inflation, and partly to remove the

bulk of U.S. estates from the system. The rates should also

be adjusted downward if an increase in unified credit will not

have the desired result.
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IV. INTERSPOUSAL TRANSFERS

Any kind of interspousal transfers, be they outright,

or in trust, or otherwise, should be exempt from estate and

gift taxation, and the exemption should be unlimited. Such

a Oqualitative0 and a "quantitative" change should apply to

transfers both during life and at death.

V. GENERATION SKIPPING TAX

The generation skipping tax should be repealed.

VI. THE GIFT TAX ANNUAL EXCLUSION

The gift tax annual exclusion should be substantially

increased.

VII. OTHER MATTERS

Rules relating to taxation of joint tenancies should be

vastly simplified, Sections 2035 through 2038 should in large

part be eliminated, the orphan's deduction should be applied

without condition or if this does not happen, it should be

repealed, and Sections 2032A, 6166 and 6166A should be combined

into a single broad statute simply providing for deferral of

estate tax in those cases which Congress believes require special

treatment.
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VIII. CONCLUSION

What is needed is not more "reform" which has brought

complexity, but rather elimination of the application of the

estate and gift tax laws to the great majority of U.S. citizens

and their estates, which would be real reform in terms of the

simplicity it would bring to the system.
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STATEMENT OF MALCOLM A. MOORE
Davis, Wright, Todd, Riese & Jones

Seattle, Washington

HEARINGS HELD BY SUBCOMMITTEE ON ESTATE AND GIFT
TAXATION OF SENATE FINANCE COMMITTEE

June 5, 1981

I. In General.

The touchstone of my position with respect to various pro-

posals now pending before Congress for reform of the estate and

gift tax laws is my belief that those laws should not apply to

the great majority of U.S. citizens. It is my position, derived

from nearly nineteen years of experience as a practising trusts

and estates lawyer, and from extensive contact, on a national

basis, with other lawyers having similar practices, that the

intrusivenesfi and hardship caused by the application of the

estate and gift tax laws to the vast majority of estates far

outweighs any benefit, in the form of revenue or otherwise, to be

derived front the application of those laws. The costs of apply-

ing and enforcing the estate and gift tax laws to most taxpayers

is not only calculated in terms of the Internal Revenue Service

payroll, but much more importantly, in terms of the monetary and

psychological cost to our citizens, including distortions in

normal living patterns, in planning for, and coping with, the

application of those laws.

The lawyers in this country whose practice in large part

involves trust and estate matters (which includes my own) know
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that their clients worry a great deal about how much of their

estates will be taken in taxes, whether there will be enough left

for their families to enjoy the fruits of their labors, and

whether their assets (be they business enterprises, farms, secu-

rities, or other forms of investment) will have to be sold over a

short period of time in order to meet those taxes.

II. Repeal of the Estate and Gift Tax Laws.

I do not take a position with respect to total repeal of the

estate and gift tax laws because I consider that question essen-

tially a political one related primarily to public policy as to

concentrations of wealth vis-a-vis the encouragement of private

capital development; my expertise and experience (and the reason

for my desire to participate in these hearings) relates only to

the problems of both lawyers and clients in coping with these

laws over the years. From that perspective, however, I do en-

dorse repeal of the estate and gift tax laws as they apply to

those situations where the overall cost and intrusiveness result-

ing from the tax outweighs the assumed benefits (both fiscal and

social) of collecting it. I believe that such is the case with

the overwhelming number of estates in this country now subject to

the estate and gift tax laws.

III. The Unified Credit and Rates.

I believe that the unified credit should be increased sub-

stantially over its present level. Part of the basis for believ-

ing that such an increase -is essential is due to the seemingly

constant inflation which has become a part of this country's
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economics. J. Thomas Eubank, Jr., former chairman of the Section

of Real Property, Probate and Trust Law of the American Bar

Association, graphically illustrated the effects of inflation on

a modest estate, in his testimony in 1980 before the Subcommittee

on Taxation and Management of the U.S. Senate Committee on Fi-

nance:

If we consider a $250,000 estate on
January 1, 1977, when the current rates
became effective, and look at that same
estate seven years later on January 1, 1984,
assuming that the inflationary rate during
each of those seven years is 10 percent and
that no change in value has occurred except
an increase commensurate with inflation, that
$250,000 estate will, be a $500,000 estate in
1984 with no reel increase in value. The tax
on that estate will increase from $24,800 in
1977 to $108,000 in 1984. To produce an
accurate measure of the effect of inflation
alone, a unified credit of $47,000 can be
used in all calculations, even though the
credit was less than that in 1977. If we
measure the tax increase in constant 1977
dollars, the $108,800 tax is halved to
$54,000. The tax increase in constant dol-
lars is thus from $23,800 to $54,400, which
is, most would agree, an alarming increase
that Congress probably did not intend in 1976
when it enacted the present rates.

If similar calculations are performed in
1977 estates ranging from $250,000 in value
to $2,500,000 in value, an interesting pat-
tern develops. With 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 for 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 $500,000, the percentage tax in-
crease is 37 percent. In the case of a 1977
estate of $250,000, the percentage tax in-
crease is an alarming 129 percent. Stated
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differently, the tax on that estate increases
from 10 percent of the estate to 22 percent
of the estate, without any real increase in
the size of the estate.

These calculations lead to several
important conclusions. 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 1976 is to be main-
tained. Second, the unified credit that will
reach $47,000 in 1981 is in need of adjust-
ment upward, because its static character
relative to inflation and rate progressivity
produces the dramatic increases at the lower
end. Third, the need for adjustments is
greatest in the case of estates shown at the
lower end, specifically, estates between
$175,625 and about $500,000. Fourth, in-
flation has had and increasingly will have
the effect of moving many 1977 nontaxable
estates, those below $175,625, into the
taxable category, thus taxing a great number
of estates Congress did not intend in 1976 to
tax.

I am not prepared to suggest a precise amount for the in-
creased unified credit, or of an exemption equivalent. However,
the level should be high enough so that the net revenue benefits

of imposing and collecting the tax are not outweighed by the

burdens and dislocations, both of property and planning, caused
to the decedent's estate and family by reason of the tax. If

Congress is not willing to raise the unified credit enough so
that it alone will remove the burden and hardship of the tax's
imposition on the great bulk of estates, the tax rates should be
reduced so that, taken in conjunction with the amount of the

unified credit, the relief I feel to be appropriate will be



847

achieved. A reconsideration of the rate structure is also sug-

gested by the fact that, once the unified credit is taken into

account, the starting tax rate applicable to the portion of a

person's estate in excess of the exemption equivalent is 32%.

Hence, at present, the first $1 of wealth subject to tax is taxed

at 32%.

Some combination of unified credit and rate structure simi-

lar to the proposals contained in S.395 would come close to

achieving the balance between those burdens and benefits just

mentioned.

IV. Interspousal Transfers.

A. In General.

Among those citizens who, as pointed out earlier, worry a

great deal about what estate and gift taxes will do to their

families, married couples in particular feel threatened by, and

are fearful of, the estate tax. Present problems they face under

present law are threefold:

First, only $250,000 or one-half of a spouse's

separate property, whichever is greater, can be left

tax free to the surviving spouse; the death taxes which

are imposed on the balance substantially reduce the

amounts left available for the surviving spouse's

benefit, which is perhaps the primary reason for the

apprehension of married taxpayers.

Second, there are needlessly technical and complex

rules (particularly the so-called "terminable interest"



348

rule) which must be followed with great precision in

order to "qualify" that portion of a spouse's property

passing to the survivor which can be deducted; if these

requirements are not satisfied, no deduction is allow-

ed, even though the property intended for deduction in

many cases ends up taxable in the surviving spouse's

estate.

Third, in order to avoid having to pay estate tax

at the second spouse's death on property already taxed

at the first death, part or all of that property is

often directed to be held in trust for the surviving

spouse's benefit, even if neither of the spouses see

any utility to such a trust (e.g., in terms of manage-

ment or protection for the surviving spouse).

Should it really be the policy of the United States that the

existence of arbitrary rules and the imposition of taxes on

transfers between spouses should result in depriving spouses who

have worked, and in many -.ases, struggled to produce that prop-

erty, of its full and unfettered enjoyment?

B. Qualifying Property Transfers
for Deduction.

I believe that the present complex rules for the qualifica-

tion of property for the gift and estate tax marital deduction

which, among other things, deny any deduction for a simple life

estate in property given to the surviving or donee spouse, should

be eliminated so that all forms of property transferred during

I
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life and at death from one spouse to another will "qualify" for

the marital deduction. Even though there are a great number of

spouses who make tranfers to the surviving or donee spouse in

outright form, there are those who are legitimately concerned

that the surviving or donee spouse (in many cases a spouse by a

second marriage) might later redirect the property's ultimate

disposition to persons outside the transferor's family -- such as

to a new spouse or to the second spouse's children. Those who

have this concern want to insure, insofar as possible, that after

the surviving or donee spouse's death some property remains for

the transferor's children.

Under present law, since a marital deduction can only be

obtained for property which is either transferred outright to the

surviving or donee spouse, or transferred in such manner that

such spouse is granted complete lifetime, or at least testamen-

tary, control over the property's ultimate disposition, such

assurance is not possible. If a person wishes his spouse to have

the full use of the property during such spouse's life, but also

wishes his children to benefit from it after the spouse's death,

should the law deny him a deduction from transfer tax for such a

disposition, when such a deduction is granted for other types of

transfers?

A qualitative expansion of the marital deduction for both

testamentary and lifetime interspousal transfers need not result

in the exclusion of such transferred property from both spouses'

84-582 0-81-23
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estates. If the property qualifies for deduction in the trans-
feror's estate, or for gift tax purposes, then that property

should be includable, to the extent it is extant at the surviving

or donee spouse's death, in such spouse's estate. Where the
nature of the property interest involved would not cause its
inclusion in the spouse's estate, such inclusion could be accom-
plished by an election by the transferor to have such transferred

property (i) qualify for a current deduction (as a qualified

interspousal transfer) and (ii) be subject to inclusion in the
spouse's estate with the increase in tax caused by such inclusion

being paid from such property if the spouse does not direct

otherwise. If the transferor makes no such election, then the
surviving or donee spouse could make the election, in which event

the increase in tax caused by such inclusion would be paid by
such spouse's estate in the usual manner.

C. Transfers at Death.

I further believe that there should be an unlimited deduc-
tion for all transfers at death between spouses, so that if 100%

of a spouse's property is left to or for the benefit of the
surviving spouse, there would be no tax. Regardless of how the
legal ownership of property is recorded, most spouses do not
regard the property as "mine" or "yours" but rather as "ours"
(at least insofar as its use is concerned) and, consistent
with this perception, a great number of planned and unplanned
deathtime transfers of property between spouses occur, which
transfers should not be subject to estate tax. Many couples feel
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that their properties should be wholly available for the surviv-

ing spouse's use and their testamentary planning reflects this

desire, either by an outright disposition to the spouse or by a

disposition in trust for the spouse's benefit. Unplanned trans-

fers at death take place all the time because of the common

practice of holding property in joint tenancy with right of

survivorship (e.g., real estate, stocks, bank accunts, etc.)

which means that, at the death of the first spouse, all such

property passes outright to the surviving spouse.

Under present law, since only the greater of $250,000 or

one-half of property transferred to a surviving spouse in qual-

ifying form is deductible in the first estate, part of the prop-

erty in many cases ends up being taxed twice -- one-half is taxed

in the first estate, and all in th. second estate. This has led

to the practice of creating a trust for the surviving spouse's

benefit of the property subject to tax at the first death, so

that it will not be taxed again at the second spouse's death,

even if the spouses would prefer not to have such a trust.

Providing -a deduction in the first decedent's estate for all

interspousal transfers would eliminate this unfair second tax on

the presently nondeductible portion of the first spouse's estate

currently payable if there is no such trust, and allow disposi-

tive decisions to be made on the basis of what the couple deems

best for them, not on the basis of the tax consequences. In par-

ticular, such a change in law would give relief to those estates

which are essentially unplanned, and become overtaxed, by reason
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of titling in joint tenancy. Citizens should not be penalized in

terms of taxation, as they now are, if all of their property is

held in such joint tenancy fashion.

D. Transfers During Life.

I also believe that, as with transfers at death, no transfer

tax should be payable in connection with the many planned and

unplanned transfers of property which take place between spouses

during life. Often such planned transfers occur simply because

of the desire to give a spouse a more secure feeling that the

property involved is really "ours" -- both legally and actually.

Even though, as a practical matter, the income from property

owned by one of the spouses is usually available to, and utilized

by, both spouses during the marriage, such equal access to income

in many cases does not satisfy the psychological need of a spouse

to be an "owner" or "co-owner" of the property.

Another reason for planned lifetime interspousal transfers

is that the spouse with the property desires to insure against

the impecunious spouse dying first with the resultant loss of

that spouse's unified credit. If community property is involved,

there is an automatic sharing (and ownership) so that the exemp-

tion equivalent and unified credit will not be wasted with re-

spect to such property. However, there are presently only eight

community property jurisdictions and it is natural that as to

separate property (which is the dominant property interest in the

other forty-two states) spouses want to (and should) have, and by

lifetime transfers insure against losing, that same advantage,

without paying a tax penalty.
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Unplanned lifetime interspousal transfers also take place

with great frequency. For example, these transfers occur when

assets are placed in joint name (stocks and bonds, business

interests, cash, etc.) which spouses are also advised, and desire

to do. Similarly, when a married couple moves from a separate

property state to a community property state and uses one

spouse's separate property to buy a house which is thereafter

held as community property, an unplanned taxable transfer occurs,

unless state law imposes a right of reimbursement from the com-

munity property to the separate property.

The result of such planned and unplanned transfers, if the

amount involved exc-teds $3,000, is imposition of the federal gift

tax law which, even if no tax is payable by reason of the trans-

fer being under $100,000 or by reason of the unified credit

shielding such transfers from tax, still requires the filing of

gift tax returns. Since most spouses have no idea that these

transfers may result in taxable gifts, they end up not filing the

required returns. At worst, this makes them law breakers, and at

best it muddies the waters with respect to ownership; the failure

to comply with the gift tax law can also create real problems

upon the death of either spouse. Any tax system that thus in-

trudes upon normal dealings between spouses during life is inap-

propriate. Planned and unplanned interspousal lifetime transfers

will continue to take place among the great majority of the

population and the law should allow all such transfers to be made

free of gift tax.
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E. Considerations Common to Both Life-
time and Death Transfers.

Provision for a qualitative expansion of the forms of prop-
erty disposition between spouses which would qualify for deduc-
tion, coupled with removal of the amount which could be deducted,
would also in large part solve the very difficult and unnecessary

problems caused by the application of the estate and gift tax
laws to the creation and severance of joint tenancies between
spouses. Under such changed law, creations and severances of
joint tenancies between spouses would not be subject to any

transfer tax, nor would deemed transfers of such joint property
upon death from one spouse to the survivor result in taxation.
Such changes in the tax laws, coupled with an increased exemption

equivalent and rate reduction, would also serve to relieve li-
quidity and other problems now faced by owners of farms, closely
held businesses and other illiquid assets.

Providing for the complete exemption from tax for inter-
spousal transfers in any form is consistent with my belief that
federal transfer tax laws should not apply in a manner which
unnecessarily intrudes into the decisions of taxpayers (as they

currently do) in terms of artificially limiting either how or
what they might transfer to spouses. It would also eliminate the

necessity which now exists for maintenance by spouses of compli-
cated bookkeeping and accounting records relating to property
transfer and ownership. There is also great merit (and common
sense) in taking completely honest tax payers out of the "law
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breaker" category in which many of them now find themselves

(albeit unknowingly and innocently) because of the complex and

limiting requirements with respect to the present gift and estate

tax marital deduction. The qualitative expansion, coupled with

an unlimited deduction in amount for interspousal transfers,-

would also allow the removal of much of the complexity now pres-

ent in many spouse's wills by reasons of the conditions and

limitations imposed by the current interspousal transfer tax

laws, and the artificial "push" in many cases to create trusts.

V. Generation Skipping Tax.

I believe that the present law imposing tax on generation

skipping transfers should be repealed. Again, the primary reason

for my position is my belief that the tax creates an unreasonable

intrusion upon a citizen's financial affairs, and the planning

necessitated by the law results in a cost far in excess of any

possible benefits. The law is extremely complex in its provi-

sions and operation. Now, five years after the law's enactment,

the taxpayers and their advisers have yet to see any final regu-

lations dealing with the law's major provisions, and proposed

regulations have been issued on only a few of the law's many

complex features. One can only conclude that this delay is in

part attributable to difficulties that the Treasury and the

Internal Revtnue Service are having understanding and interpret-

ing the law. The law requires extensive record keeping, both by

the Internal Revenue Service and by trustees and beneficiaries,

to deal with what apparently was perceived to be widespread
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utilization by taxpayers of transfers in trust designed to avoid

death taxes at several generational levels. In fact, in my

experience, prior to 1976 such long term trusts for tax avoidance

purposes were few in number and affected only a very small per-

centage of taxpayers. Enactment of the law was clearly an over-

reaction to a "nonproblem". The comment made by J. Thomas

Eubank, Jr. in the 1980 hearings before the Subcommittee on

Taxation and Debt Management, when he was commenting on dis-

claimers, seems particularly apt here:

It would be nice if someone took away their
[i.e., the tax technicians'] blunderbusses
and issued them small bore rifles along with
safety instructions and comzon sense.

As will be pointed out in the next several paragraphs, the gen-

eration skipping tax in fact applies to a wide segment of our

citizens, who, along with their advisers, must plan for and cope

with tax a that was never intended to apply to them.

For example, the tax now applies in such a broad fashion

that it catches, and, subjects to tax as though it were a part of

a child's estate, property which was never designed to be held

for the child's life for the purpose of avoiding tax at the

child's death. A typical illustration of this is a trust created

for a child which will terminate at age 25 and which provides

that if the child dies before age 25 leaving surviving children,

they are to receive the trust property. If, in fact, the child

dies before age 25, the trust property will be subject to the

generation skipping tax (that is, it will be taxed as though it
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were included in the child's taxable estate) unless the property

passes to the child's children in outright form or otherwise

"vests" in those grandchildren for tax purposes in- a highly

technical sense that disqualifies many transfers on the basis of

insubstantial distinctions and even then the exclusion from the

child's estate is limited to $250,000. That kind of a trust was

never designed to escape death taxes upon the child's death, but

rather to provide a reasonable means for managing property for

the child's benefit until the child reached what the transferor

considered an age at which the child should be able to manage the

property. Why should lawyers and their clients be forced to

insert basically "unnatural" provisions (e.g., "vesting" provi-

sions insuring inclusion of property in grandchildren's estates

in order to qualify for the $250,000 grandchildren's exclusion)

into completely natural dispositions directing that property be

held for a child until age 25 or 30? The families of those

clients whose wills do not contain the "magic" vesting language

end up paying a tax which could have been avoided by the inclu-

sion of certain technical provisions (although perhaps unwise and

undesired) and that result is unfair to the client who ha6 not

engaged counsel expert in the intricacies and unexpected applica-

tion of this new and confusing law.

Another example of the law's unfair and unplanned applica-

tion involves the case where a person gives property to a person

in a younger generation to hold for an even younger generation

beneficiary. For example, assume that an uncle leaves property
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with his nephew as trustee to hold for the benefit of his grand-
nieces and grandnephews. Upon the death of the nephew while the
trust is still extant, the value of the trust property will, in
effect, be included in the nephew's estate as a generation skip-
ping transfer even though he never had any enjoyment or bene-
ficial interest in the property. The same result occurs if the

transfer is not in trust, but to the very commonly used cus-
todianship under the Uniform Gifts to Minors Acts of many states.

The law should not apply to fiduciaries who have no beneficial
interest in the trust property. The presence of that provision

in the law puts individual fiduciaries under a great disadvantage

vis-a-vis corporate fiduciaries to whom the transfer tax does not

apply. Individual fudiciaries are also at a disadvantage when it

comes to complying with the new law; corporate fiduciaries are
having a difficult enough time dealing with the law (and are

making increased charges to the trusts they administer because of

its presence). In many cases individual fiduciaries simply will
not know enough to know when and how to comply with the law.
Here is another example of citizens being made lawbreakers by the

presence of intrusive and overreaching laws which are complex and,

apply witL, much too broad a brush.

The generation skipping tax applies in so many instances

to so many trusts that it is difficult today to create a trust

with any kind of non tax-motivated flexibility without running
afoul of the tax. For example, a garden variety "sprinkling"
tiust which provides present benefits for children as well as
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the surviving spouse, but which also provides benefits for

children of a deceased child) is a generation skipping trust with

possible transfer taxes payable merely by reason of the death of

a child while the trust is still in existence. However, to add

further complexity, the tax will probably not be due until the

trust's termination, which could be many years after that child's

death. What this means is that records with respect to that

child's estate's assets will have to be maintained (even if they

are not large enough to require an estate tax return) in order to

ascertain at what bracket the property subject to the generation

skipping tax will be reported and taxed.

The vast majority of testators or donors simply do not

create trusts for their children with the idea of saving or

eliminating death taxes upon a child's death. The trusts are set

up for good and understandable reasons, such as holding property

until the beneficiary is deemed mature enough to deal with it, or

placing property in a trust for a child's benefit rather than

giving it to him outright, perhaps to protect the child (in this

day of so many broken marriages) against a spouse's access to

such funds. Why should donors and transferors not be allowed to

make these transfers without having to be mindful of complex,

intrusive, and costly (both in terms of planning and collection)

tax laws?

VI. The Gift Tax Annual Exclusion.

I believe that the gift tax annual exclusion should be

substantially increased. It has been at its present level since
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1942. 1 do not propose particular figures for the exclusion, but

it should be high enough to deal with those everyday "non gift"

transfers which we find our clients making but which are, in the

absence of a substantial increase, caught by the gift tax law's

application. For example, the exclusion should be large enough

so that a parent's payment of tuition and related expenses for

his child attending college would be outside the ambit of the

gift tax. It is certainly the case today that virtually no

taxpayers file gift tax returns in connection with payments made

for such college expenses, yet there is no exclusion from the

gift tax for such clearly "non gift" transfers. Almost all

taxpayers would find it amusing and probably offensive that such

expenditures which drain the family pocketbook should be taxable

as gifts. In the same category are payments by adult children

for support of elderly parents which are treated as gifts if,

under state law, the child does not have an obligation to support

the parent. Likewise, in most cases an automobile cannot be

given to a young adult by his parents without exceeding the

present exclusion limits. There is simply no reason that the

gift tax laws should have any effect or impact on such transfers.

The gift tax exclusion was enacted to take de minimus trans-

fers out of the gift tax system. If $3,000 was considered de

minimus in 1942, surely a much greater amount would be considered

so in 1981, and the laws should be changed to reflect this real-

ity.
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As was mentioned in the section of the paper dealing with

interspousal transfers, a significantly large increase in the

gift tax exclusion would also remove honest taxpayers from the

Ulaw breaker" category. Transfers of property which most tax

payers today regard as insubstantial are made all the time among

families, in both the education and support category, and in the

"pure" gift category, and it is inappropriate to require tax-

payers making such transfers to file gift tax returns in connec-

tion with them.

VII. Other Matters.

There are a number of other sections in the Internal Revenue

Code which are addressed by various tax bills now in Congress.

It is not my intent at this point to become any more specific in

this regard than to point out the following: The rules with

respect to taxation of joint tenancy interests are still a morass

of complexity, and should be vastly simplified; the need for such

laws, however, would be largely obviated by an increased exemp-

tion equivalent and an unlimited interspousal transfer provision.

In the context of a unified transfer tax structure, Sections 2035

through 2038, of the Internal Revenue Code are inappropriate and

unnecessarily complex, and should be drastically revised and

simplified and some provisions can be wholly eliminated. While

having a laudable purpose, the orphan's deduction, because of its

complex and restrictive qualification requirements, creates such

tremendous distortions and unwarranted risks in drafting property

dispositions for any person having a child under age 21 that I
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believe it either should be applied without any conditions or
should be repealed. Finally, Section 2032A, Section 6166, and
Section 6166A should be considered as a package, with the same
threshhold percentage requirements being applied in all cases
covered by such sections and with greatly reduced complexity or,
better yet, those provisions should be combined into a single
broad statute simply providing for deferral of estate tax in
those cases which Congress may believe require special treatment,
as is currently the case with certain closely held businesses and

farms.

VIII. Conclusion.

Since 1969 three Tax Reform Acts have dealt with the prob-
lems of taxaton of gifts and estates: the 1969 Act dealing with
charitable gifts, the 1976 Act dealing with unification of rates
and substantive reforms including carryover basis and generation
skipping provisions, and the 1978 Act dealing with the repeal of
carryover basis and other corrections to the 1976 Act. What has
been enacted in the name of reform has introduced complex con-
cepts into estate planning so that even the Internal Revenue
Service is having difficulty drafting regulations. Curiously

vested remainders, which lawyers have avoided for centuries, now
become tax saving devices. The new concepts introduced in these
so-called reform acts have no relationship to the realities of
estate planning in the real world. No one will ever know how
much time, effort and expense has been incurred, or will be
incurred in the future, by the American public because of the new
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complexities introduced in estate planning and death taxation in

the name of reform. However, on a daily basis in estate planning

and estate administration, I believe that burden has been and is

too expensive and unfair to the American taxpayer.

We do not need more "reform" which adds complexity to a

system which is already so complex that few lawyers, let alone

the general public, understands it. What we do need is to simply

eliminate, along the lines set forth in this paper, the estate

and gift tax as it applies to the great majority of U.S.

citizens.
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STATEMENT OF WILLIAM P. SUTTER
PAST PRESIDENT, ON BEHALF OF THE ILLINOIS
STATE BAR ASSOCIATION, ON ESTATE AND GIFT

TAX REFORM, BEFORE THE SUBCOMMITTEE ON ESTATE AND
TAXATION, COMMITTEE ON FINANCE, UNITED STATES SENATE

June 5, 1981

Mr. Chairman, members of the Committee, my name is

William P. Sutter. I am appearing here on behalf of the 25,000

members of the Illinois State Bar Association, of which I am a

past President. I have been chairman of the Probate Practice

Committee of the Chicago Bar Association and chairman of the

Committee on Income Taxation of Estates and Trusts of the

American Bar Association Section of Taxation. I am a member of

the Board of Regents and of the Estate and Gift Tax Committee

of the American College of Probate Counsel. I am a partner in

Hopkins & Sutter in Chicago.

It is with a sense of deja vue that I appear here this

morning because it was a little over 8 years ago that I

appeared before the House Ways and Means Committee at the 1973

Hearings on Estate and Gift Tax Revision to advance the same

arguments which I present today.

In 1973 I stressed to the House Committee that there

is often a dichotomy between simplicity and what is intended to

be equity. I pointed out that, in Illinois, there are a great

many practitioners who are not.technical tax experts, and that

they feel strongly that, unless an inequity is so gross and so
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apparent as to be obvious to all members of the Committee and

all Members of the Congress, simplicity in taxation rather than

an elusive concept of equity is to be preferred. I also

pointed out that this is particularly true where the alleged

inequity results from a tax provision which has existed for

many, many years without change.

At that time, I was addressing and opposing a proposal

for constructive realization of capital gains at death, an

alternative proposal for carryover of basis at death, and a

proposed tax on generation-skipping transfers. Unfortunately,

a few years later, both carryover basis and the generation-

skipping tax were enacted. However, it was shortly demon-

strated so conclusively that carryover basis is -totally

unworkable because of both legal and factual complexities that

its repeal was accomplished almost without opposition. Today,

I join with numerous other witnesses in urging that the

generation-skipping tax be relegated to the same limbo to which

the well-intentioned, but friendless, carryover basis has

already been consigned.

Statements filed with this Committee, which I have

read and with which I am in complete agreement, demonstrate

conclusively that the generation-skipping tax is unquestionably

the most complex piece of legislation with which large numbers

of individuals, fiduciaries and attorneys have ever been asked

84-582 0-81-24
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to deal. When a tax is so complex that only a very few of the

most expert tax practitioners know when it applies, to whom it

applies, and how best to avoid or minimize its consequences, it

is a tax which will be widely ignored by taxpayers, which

cannot be enforced by revenue agents other than the most

sophisticated, and which, when enforced, will be enforced

chiefly against those without high-priced and skilled counsel.

Indeed, the Treasury Department has not even yet been able to

draft workable regulations and forms interpreting the Code

provisions. Proposed regulations recently issued were so

deficient that they provoked 58 pages of single-space comments

by the Trust Division of the American Bankers Association,

together with elaborate suggested revisions. The comments of

the Section of Taxation of the American Bar Association ran to

a mere 136 pages. Such a tax makes a mockery of our

self-assessment system, lowers the respect of the tax-paying

public for such system, raises little or no revenue, and, in

short, is an evil far worse than any perceived inequity which

it is intended to correct.

It is not my intention to discuss in detail .1itse

complexities, but I hope to give a few simple illustrations as

to why the tax is unfair, incomprehensible and unworthy of

retention.
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Section 2613(b)(6) provides that the $250,000

grandchild exclusion from the generation-skipping tax is to be

applied to transfers in the order in which they occur. Assume

a generation-skipping trust of $1,000,000 where principal may

be distributed to grandchildren only for specified purposes,

any such distribution being treated-as an advancement of the

recipient's share in the trust. A corporate trustee

distributes $250,000 to grandchild A for such a purpose, for

example, investment in his business. Thereafter, the child of

the grantor who is the parent of the grandchildren and is the

deemed transferor of the trust dies, the remaining $750,000

becoming distributable equally to grandchildren B, C and D.

The death of the child is a taxable termination, and a

generation-skipping tax is payable from the trust assets. The

distribution to A, however, was not a taxable distribution,

because of the availability of the $250,000 grandchild

exclusion. Thus, A receives $250,000 unreduced by tax. If the

deceased child had no taxable estate whatever, a most unlikely

case, the tax on the $750,000 remaining in the trust would be

$201,300; each of B, C, and D would receive $67,100 less

than A. A tax which operates in such an arbitrary fashion is

not one which can expect to command either support or respect.

The generation-skipping trust which truly skips a

generation, i.e., the trust which benefits only grandchildren

of the grantor, is not subject to a generation-skipping tax.



368

Thus, families of great wealth can avoid the tax, whereas those

whose children require assistance may be subject to it. The

tax fails to deal properly with the problem it was intended to

solve. Even worse, the tax can lead to extremely poor family

planning. Assume that G has an estate of $1,250,000 after

taxes, and that GIs son, S, has no assets of his own. If G

leaves $1,250,000 outright to S, on S's death the estate tax on

this amount will be $401,300. If the $1,250,000 is left in a

generation-skipping trust for S's life, with remainder to S's

children, the $250,000 grandchild exclusion causes the

generation-skipping tax to be imposed on $1,000,000, rather

than $1,250,000. The tax will be reduced to $298,800, a saving

of $102,500. However, if the generation-skipping trust is cut

to $750,000, and $500,000 is placed in a trust for the sole

benefit of G's grandchildren in which S has no interest, the

tax will be only $108,800, because the grandchildren's trust

will not be taxed.

Example

Estate tax on $1,250,000 $401,300
Generation-skipping tax on $1,000,000 298,800

Saving $102,500
Generation-skipping tax on $500,000 108,800
Added saving 190,000
Total saving possible $292,500

To begin with, only if G has access to a sophisticated

tax planner, will G comprehend the possibility of such saving.
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The creation of two trusts, one in which S will have an

interest and one in which S will have no interest, is contrary

to all ordinary notions of family estate planning, and is -,-

purely a tax avoidance device. Secondly, if G has expert tax

advice, and learns of the chance to save $292,500, how can G be

expected to resist? Yet, if G succumbs, S, with no other

assets, is left to rely on a trust of $750,000, not a large sum

in today's world, because S may not be given any interest

whatever in the 3500,000 trust for grandchildren. Indeed, S

cannot even be given an unrestricted right to withdraw the

principal of his own $750,000 trust, because such a right will

cause that trust to be subject to the estate tax, rather than

the generation-skipping tax and the benefit of the $250,000

grandchild exclusion will be lost at a cost of $92,500 in

additional tax. The generation-skipping tax is both arcane and

conducive to unwise planning in the name of tax avoidance.

If a generation-skipping transfer occurs at the same

time as or within 9 months after, the death of the deemed

transferor, for purposes of section 2056, section 2602(c) (5) (A)

provides that the value of the gross estate of the deemed

transferor is deemed to be increased by the amount of the

generation-skipping transfer. Assume that H has an actual

adjusted gross estate of $1,000,000 and he is the deemed

transferor of a generation-skipping transfer of another

$1,000,000. His adjusted gross estate is $2,000,000 and his
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maximum marital deduction is $1,000,000. Since the marital

trust created by H's will can only be funded out of H's own

property, his entire probate estate will be used to fund such

trust. If the beneficiaries of H's residuary estate are his

children by a second marriage, whereas the transferees of the

generation-skipping trust created by HIs father are H's

children by a first marriage, the children of the second

marriage will receive nothing, except to the extent that they

collect in a malpractice suit against H's attorney for failing

to deal with the situation.

Of course, where H's attorney knows of this effect of

the generation-skipping tax provisions, H's will can be so

drafted as to contain a provision that, in computing the size

of the marital trust, the value of H's adjusted gross estate

will not be increased by the value of any generation-skipping

transfer of which H is the deemed transferor. If this were

done, H's marital deduction would be limited to $500,000, and

H's estate tax would be $108,800. This would be paid out of

the residuary estate, leaving $391,200 for the children of the

second marriage. For generation-skipping tax purposes,

assuming a $250,000 grandchild exclusion, the taxable estate

would be $1,250,000; total taxes would be $401,300, of which

$292,500 would be paid out of the generation-skipping trust.

The children of the first marriage would receive $707,500, and

W-2 would get $500,000.
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If H was only married once, however, and his children

were the beneficiaries of both the residuary estate and the

generation-skipping trust, H's will should require that the

value of the trust be taken into account in determining the

size of the marital trust. -In such case, total taxes would be

$201,300, $200,000 less than if the marital deduction were not

so increased. The children would receive $798,700 and W would

receive $1,000,000, whereas if the generation-skipping transfer

were not taken into account, the children would receive

$1,098,7000 ($300,000 more), but their mother would receive

$500,000 less. In such case, it might well be mother who would

expect the will draftsman to make her whole.

One final example illustrates the crazy quilt which

has been embroidered in the generation-skipping tax

provisions. Assume a trust created by G, born in 1907, for his

life-long impecunious friend, F, born in 1910, and F's

descendants. F has four children, A, born in 1940; B, born

1944i C, born in 1947; and D, born in 1950. The corporate

trustee has power to distribute income or principal to F or F's

descendants, with distribution on the death of F to his

descendants, per stirpes. F will be assigned to the same

generation as G, because they were born within 12-1/2 years of

each other. A and B are in the first generation below G,

because they were born more than 12-1/2 years but not more than

37-1/2 years after G. However, C and D are in the second
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generation below G, since they were born more than 37-1/2 years

after G, even though they are actually in the same generation

as A and B. Thus, the trust is a generation-E ipping trust,

and upon the death of F, if all four children survive him, the

distributions to A and B will not be taxable distributions, but

there will be a taxable termination with respect to C and D,

since there was a present interest in two generations below

that of G. Similarly, prior to F's death, distributions to C

and D would be taxable distributions, but distributions to A

and B would be tax-free.

Even more ridiculous is the fact that, if C had a

child, GC, born in 1968, GC would be i, the second generation

below G, since GC would have been born more than 37-1/2 years

but not more than 62-1/2 years after G. Thus, GC and GC's

parent, C, would be in the same generation. On the other hand,

if A had a child, GC-2, born in 1971, GC-2 would be in the

third generation below G, even though A was only in the first

generation below G.

It would be possible to continue ad nauseum with like

examples of the peculiar, utterly unforeseeable results which

the generation-skipping tax provisions of the Code produce. It

is unnecessary to do so. The tax is not a significant revenue

producer and will never be such; it is unavoidably complex; it

is unfair; it is unenforceable. It should be repealed.

[Whereupon, at 1:07 p.m., the hearing adjourned, subject to the
call of the Chair.]

[By direction of the chairman the following communications were
made a part of the hearing record:]
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STATEMENT OF SENATOR SAN NUNN

Mr. Chairman, I am pleased to have this opportunity to

present my views to the Committee on estate tax reform, a criti-

cal issue to millions of small business owners and family farmers.

Estate tax laws were originally conceived to prevent huge

aggregations of wealth that could have adverse effects on society.

But the estate tax law of today increasingly imperils the transfer

of family business and farms from one generation to another.

In 1976, the Congress increased the estate tax exemption

from $60,000 to $175,000 and the marital deduction was increased

to $250,000 or one-half of the estate, whichever is greater. That

was the first estate tax reform since 1942 and an important step

toward improving business continuity. I am hopeful that Congress

will soon take another step in that direction and that we will not

have to wait for another 35 years for further estate tax relief.

Earlier this year, I Joined in introducing S. 360, the Omnibus

Small Business Capital Formation Act of 1981. That comprehensive

measure contains estate tax provisions which would give additional

protection from inflation and high taxes to the estates and lifelong

work of millions of Americans. That bill would:

-- Raise the present estate tax provision so that up to

$600,000 of an estate can be passed on tax-free to a descen-

dant's children;

-- Provide for an unlimited gift and estate tax.narital deduc-

tion so that an entire estate can be passed on tax-free to

a surviving~:~~

-- Increase t!.e annual gift tax exclusion to S6,170 per d r:ee;

-ike cert n c'.: -,s In t'.o . 1 * . *'u"es

fr ,l.. l/ ' ' " s .c ,- .. d :, ;
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-- Set the value-of gifts made within 3 years of 3 descendant's

death at the value at the time of gift rather than at the

time of death; and

-- Permit the 5-year deferral/lO year installment election for

payment of estate taxes, provided that at least 35 percent of

gross estate, or alternatively, 50 percent of the taxable

estate is a closely held business.

Mr. Chairman, runaway inflation and outmoded federal estate

taxes now threaten the very existence of a whole generation of family

enterprises. Inflation is artificially distorting the value of

estates by making them appear more and more valuable while taxes in

turn are taking away a bigger and bigger piece of the estate.

Since 1970, the average value of an operating farm in Georgia

has increased by 232 percent. The value of an acre of farmland in the

State has increased by nearly 300 percent. Similar increases in

the values of small businesses and homes throughout the nation has

taken place.

The time is ripe to give additional protection to the estates

of small business owners and f-nily farmers. After a lifetime of

building their businesses for their children, their heirs should not

be forced to sell the business or farm to pay the estate taxes.

The estate tax reforms proposed in the Omnibus Small Business

Capital ForT.ation Act would r.ake significant and necessary changes

in the law. I encourage the Committee to act expeditiously to adopt

* badly needed estate tax reform and I co-- end the Conri ttee for

holding 1.earings on this vital issje.

I
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SVMIART STATUIT
JOHN H. FITCH, JR.

NATIONAL AS=CIATIOW Or WHOLSA M-DISTRIUTORS
COMII 'IZE O rINANCZ

SUDCC ONI ? ON ESTATE AND GIFT TAXATION

June 5, 1981

Mr. Chairman, on behalf of NAN's 119 national commodity line
association@ and their 45,000 wholesaler-distributor members, I
would like to commend this Subcommittee for the efforts it has
undertaken to reform the estate tax laws.

There is a *crisis of perpetuation" for the small, family-owned
wholesaler-distributor. Bach succeeding year, it becomes harder and
harder to continue the independence of the business and keep it
within the family structure under today's estate tax laws.

Unless efforts such as yours here today are successful, the
entrepreneurial uniqueness of America's free enterprise system will
wither and die, and with it will go much of the competitive and
innovative nature of our economy.

The National Association of Wholesaler-Distributoru supports the
outright repeal of the estate tax laws or, in the alternate, the
following legislative initiatives which would significantly reform
the current estate tax lasr

1. increase the estate tax exemption to include an unlimited
deduction for the passing of a closely held business to a
spouse or to children

2. revise current estate tax brackets to counter *bracket
creep' that has occurred as a result of inflation

3. increase the time allowed for filing and payment of estate
taxes

4. reduce the requirement for a decendent's interest in a
closely held business to 20t of gross estate or 35% of
taxable estate, which would allow for use of ESOPs in
closely held business estate tax valuation.
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FULL 8"TEU

Mr. Chairman, Members of the Subcommittee, this statement is

presented on behalf of the wholesale distribution industry by the

National Association of Wholesaler-Distributors. My name is John H.

Fitch, Jr.# Vice President-Government Relations for MAW.

Mr. Chairman, before I get into the substance of my statement, I

would like to commend your efforts and those of the Subcommittee to

address the crisis of perpetuation. For the small, family-owned

wholesaler-distributor, it is difficult to continue the independence

of the operation and keep it within the family structure.

Unless the estate tax lavs are changed, the entrepreneurial

uniqueness of America's free enterprise system will wither and die,

and with it will go much of the competitive and innovative nature of

our economy.

The National Association of Wholesaler-Distributors is a federation

of 119 national wholesale distribution associations_ which have an

_ Appendix A, '-4s



377

aggregate membership of approximately 45,000 wholesaler-disttibutors,

with 150,000 places of business.

The members of our constituent associations are responsible for 60% of

the $1 trillion of merchandise which viii flow through wholesale

channels this year, according to the Commerce Department. They employ

a comparable percentage, or 2.5 million, of the 4 million Americans who

work in wholesale trade.

Although the individual firms which our organization represents are

small- to medium-sized businesses Individually, their collective

economic importance is most significant.

The industry

The wholesale distribution industry, in contrast to the manufacturing

sector of the economy, continues to be dominated by small- to medium-
sized, closely held, family-owned businesses. Of the 238,000 merchant

wholesaler-distributor corporations filing tax returns in 1977, 99% had

assets of $10 million or less. These smaller firms accounted for about

58% of the industry's sales volume. In contrast, in the manufacturing

sector, approximately 2% of the firms controlled about 88% of the

assets and accounted for approximately 80% of sales.

The wholesale distribution industry provides year-round employment for

over 4 million individuals. In 1977, average hourly earnings ($6.78)
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in wholesale trade exceeded those for all private industry ($5.14),

while average weekly earnings ($212) were 150 above those in private

industry ($18S). In short, the wholesale distribution industry

provides dependable, veil-paying jobs throughout the U.S. economy.

Industry sales totaled approximately $955 billion in 1980 and are

expected to reach over $1 trillion in 1981, according to United States

Commerce Department estimates.

A 1980 profile of the wholesale trade, as compiled by the U. S.

Department of Commerce from Census Bureau figures, shows the following:

SIC COMSs 50-51

Sales (million $).........................955,175

Employment (000) .......................... 5,280

Number of establishments (1977) ........... 307,264

Compound annual rate of change, 1975-80:

Sales (percent) .......................... 12.3

Employment (percent)...................... 3.6

Payroll (million $)......................72,000

Merchant wholesaler-distributors perform an essential economic

function. They make goods and commodities of every description

available at the place of need, at the time of need. Wholesaler-

distributors purchase goods from producers, inventory these goods,

break bulk, sell, deliver, and extend credit to retailers and industrial,

commercial, institutional, governmental and contractor business users.

4
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Wholesaler-distributors are essential to the efficient satisfaction of

consumer and business needs. Further, by the market coverage which

they offer smaller suppliers and the support which they provide to

their customers, wholesaler-distributors preserve and enhance

competition, the critical safeguard of our economic system. According

to an NAW survey, the typical vholosaler-distributor established the

market connection between 133 manufacturers and 533 business customers.

Many of these manufacturers are themselves small businessmen who must

rely on wholesaler-distributors to establish, maintain, and nurture

markets for their products. The majority of customers are small

businessmen, also, who look to the merchant wholesaler-distributor to

provide merchandise availability, credit and other critical services.

RST TAXATIE AND TU WUOLESALR DISTRIBUTION INDUSTJU

Business Perpetuation in the Wholesale Distribution industry

In 1973, NAN initiated a broad study to gain a precise understanding of

the actual ownership and perpetuation status of wholesaler-

distributors8/.

The survey involved 38 commodity line associations and was distributed

to 18,000 firms. An astounding 5,000 responses were received, of which

4,700 were usable for the computerized analysis.

_ A copy of the full study is appended to this statement. ,
A-'7 /"&
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The study was conducted by Robert C. Bansik, Ph.D.# and Harold Squire,

Ph.D., of the Capital University Graduate School of Business

Administration in Columbus, Ohio. Data collected through the study

revealed much about the individual wholesale distribution business and

its ability to exist in its present form beyond one generation. The

following typical ownership profile was determined from the survey

results:

1) The firm has a net worth of between $250,000 and $499,000.

2) The Chief Executive Officer (CEO) himself owns ffom 51 to 74

percent of the firm's outstanding stock.

3) The CEO is between 50 and 59 years of age.

4) The CEO's personal maximum federal tax bracket is in the range

of 35 to 49 percent.

5) iis ownership in the company represents from 51 to 74 percent

of the CEO's personal net worth.

6) Less than $100,000 in life insurance on the CEO is owned by

the corporation, and payable to it upon his death.

Although the study was conducted in 1973, its conclusions remain valid

today. Indeed, the situation has even more urgency associated with it
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due to mortality figures and due to inflation since 1976, when the lay

was last revised.

Based upon the determination of the typical ownership profile, the NAW

Perpetuation Survey sought to answer the following question. "What is

the likelihood that this firm can be perpetuated beyond the life of the

present chief executive officer, in its present form?" The researchers

concluded that's "In fact, given the present situation of U. S.

inheritance/estate taxation and valuation, perpetuation in its present

form may be highly unlikely."

The urgency of this problem cannot be emphasized strongly enough.

Standard mortality tables, accurate to within a fraction of a percent,

permit a very realistic projection of how many people, in various age

groups, will die during any future specified period. Based on the

*Commissioners' Standard Ordinary Table of Mortality," in conjunction

with age data provided by the NAW Perpetuation Survey respondents, it

was determined that at least 61 of the almost 4,700 owners replying

would die by the end of 1975. Chief executive officers of the firms

surveyed are dying at the rate of at least one per week.

84-582 0-81-25
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Table 1

A=O DISTIBTI AND ALITr

Expected Deaths by 1985

Age Reported Number Reporting Actuarial Age Deaths by 1985

Under 40 423 40 22.0
40-49 1235 45 147.1
50-59 1817 55 359.1
60+ 1266 60 364.4

89 2.6

Sources NAM Perpetuation Survey, 1975.

Moreover, the study also showed that nearly 8 percent -- or 363 -- of

the owners responding would die before 1980. As Table I shows, 19
percent, or 893, will have died before 1985.- The figures may be morbid,
but they are clear, one in every five chief executive officers of

wholesaling firms faces death before 1985. The statistical figures

shown are for general mortality; ye would expect data for stressed

businessmen to be higher -- accelerating the death rates for the

respondents of the survey.

Over the years, the problem of perpetuation has gained in prominence

for the ovner or chief executive officer of a wholesale distribution

concern as he plans for che disposition of his estate upon his death.

The tax crunch resulting from present estate taxes becomes a major
concern to everyone faced with this problem. The tremendous estate tax

liabilities, which are certain to come due upon the death of a
principal owner of the small wholesale distribution business, leave the
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heirs of the estate with fey options -- pay up vith cash on hand, or

sell or merge the business to generate the needed amount of cash.

Payment of the estate tax, regardless of vhich methods are employed,

will adversely affect the economic health of the small business

community 7- by reducing the funds available to the smaller business

for continued growth, or by outright extinction of the small business

firm through sale or merger.

Public policy has a tremendous impact on the preservation of a viable

small business community in our nation, and on the unique needs and

problems of the small business community. This has been recognized by

the Congress, as is evidenced by the creation of the Small Business

Administration, whose sole purpose is the preservation of a viable

smell business sector in the econonyl the establishment of Small

Business Committees in both the House and the Senates the enactment of

various small business oriented statutes and the introduction each

year of numerous legislative and regulatory measures specifically

designed to aid small businesses.

Despite this recognition and awareness on the part of the federal

government, nothing can protect large numbers of small businesses from

dying a gradual death unless reform measures are enacted to mitigate

the impact of estate taxation on small business. We recognize the fact

that the estate tax system was never intended by the Congress to Impact

in any adverse manner on the small business community. However, the
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application of the law in today's economy has in fact done so -- a
consequence completely at variance with the intent of the Congress.

RePeal of Betate Taxes

While we recognize the validity of the original purposes for the

enactment of the estate tax laws: (1) as a revenue source; (2) to
increase mobility and redistribute wealth and (3) to enhance the

progressivity of the overall tax system, these purposes have lost most,

if not all* of their validity.

Ai a source of revenue to the Treasury, estate taxes provide precious

little contributions 1977 Treasury statistics show that estate taxes

provided only 1.4 percent of total federal revenue in 1977.

As a tool for social reform, it is my opinion that since the enactment

of the Tax Reform Act of 1916 when the present tax was first imposed,

the number and percentage of those actively participating in the

economic system has substantially increased. Moreover, Treasury

figures show that the quality of that participation has also increased

over the broad scope of our social spectrum. Thus, the necessity to

prevent large accumulations of wealth from being passed along untouched
by taxes to succeeding generations consequently reducing the nobility

of other segments of society is passed. The goal has been achieved.
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With the advent of this affluence came an increase in personal spending

and a reduction in savings and Investment, which have been exacerbated
by Inflation and government disincentives such as estate taxes and

taxes on interest and dividends. The obvious result of that collective

environment is the current disastrous economic situation in which our

embers find themselves today.

a barrier to savings estate tax runs counter to what the Admnitration

and Congress are trying to accomplish with the recent budget cuts, tax

reform and regulatory reform. It is clear that the social goals have

changed from mobility and redistribution of wealth to savings,

investment, and preservation of independent fEmily fares and closely

held businesses.

finally, estate taxes distort normal processes which small businesses'

owners and others would otherwise use in the distribution of their

estates upon death.

In our opinions the evidence, as outlined above, Is overwhelmingly in

favor of the total abolition 6f estate taxes.

it, in fact, the repeal of estate tax laws is not easibl*e at this

tim, UA would urge the following significant reforms to them
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State Tax EXemotion

The burden of estate taxation has fallen increasingly on small
businessmen and other middle-income taxpayers in recent years. The
basic cause for this has been the long-term inflationary trend in our
economy. No one needs to be reminded of the tremendous erosion vhich
has occurred in the value of the dollar over the years. To illustrate
the debilitating effect of inflation on the wholesale distribution
industry, the Distribution Research and Education Foundation
commissioned a study/ by the senior faculty at the Graduate School of
Business of the University of Michigan. The results of that study
clearly reflect the need to take immediate steps such as estate tax
reform, to alleviate this critical problem. inherent In this
inflationary trend is the fact that the cost of dying has also increased.
Changes in the income tax exemption'have been made numerous times over
the years to account for the rising cost of living, but the
corresponding changes made in the level of the estate tax exemption

have not kept pace.

Therefore, MAN recommends that the specific exemption be increased to
reflect the current inflationary value of estates since 1976.

We fully recognize that, should the exemption figure be increased, the
impact on the revenue derived from estate taxes could be sizable.

2/ Copies or this study, inflation in Wholesale Distribution have beenprovided to the Comittee.
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Therefore, if economic conditions and budget considerations should

preclude this immediate increase in the specific exemption, MA would

not be adverse to adoption of a Ophased-in" method of in, reading the

exemption, as was done in the Tax Reform Act of 1976.

However, it must be remembered that total revenues from estate and gift

taxation represent a small percentage of total federal revenues. When

considering the total economic impact of this proposal# thil fact

should be kept in mind.

This inflationary erosion of the estate tax exemption has led to

serious structural changes in the free market system. That is, smaller

businesses, because of the current estate tax laws, have less

opportunity to remain independent and grow into medium-sized or even

larger businesses.

state Tax Rates

Another aspect of estate taxation which requires examination is the

rate structure. This structure is clearly a highly progressive tax,

with marginal tax rates spanning from 18 to 70 percent. However, a

close examination of the tax rates shows the sharpest rise in

progressivity occurs in the lower rate brackets, while the upper

brackets increase only mildly.

Clearly, the impact of the estate tax on the lower brackets seems

unfairly severe.
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A olear ezmple of this can be seen when one examines the tax rate on
$500,000 -0 32 percent. Tot, the rate on twice that amount -- $1
million -- is only 37 percent. it oan easily be seen that inflation
has severely distorted the rate structure, resulting in an effective
rate of taxation completely foreign to that originally enacted. Thus,
in practLe, the marginal tax rates have also been raised due to

Inflation; i.e., estate tax bracket creep.

In the interest of returning parity to the estate tax structure, MAN

recoimends that Congress revise the tax brackets to obviate bracket

creep generated by Inflation using the same approach recommended by the
Administration in reducing the individual tax rates as proposed in

UR 2400 or 8 683.

Table 2 presents an analysis of the effects of this "bracket creep"
phenomenon on the average wholesale distribution firm.

The heirs of a family-owned distribution firm will naturally look to
the business to pay the estate taxes attributable to the business. In
our example, we have considered the business asset as representing the
entire estate (this allows for the application of the full exemptLon
and the lowest possible rate of estate taxation).

Table 2 shows the average asset size and net income for the typical
wholesale distribution firm in the $250,000 to $500,000 asset grouping,
as derived from the Treasury Department's Statistics of Income Series,
the latest year for which data are available.
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Table 2

IMPACT Or ROUTS TAX= ON TYPICAL wiMaaaz DISTRID (WUT
VIM ASW 81= CU&M

set Size $250,000-500,000

srage Asset $359,031

as Exemption $175,625

sable Estate $183,606

tate Tax $ 49,553

t Income After Tax $ 16,792

Ratio of Estate Tax
Liability to Asset
Earnings

Source: Derived from applicable estate tax
Estate Gift Taxation).

2.95

rates (Guide to Federal

The typical firm in the $250,000 - $500,000 asset category has $359,031

in assets which would represent a $183,606 taxable estate with estate

taxes due of $49,553 -- and an earning capacity of $16,792. The ratio

of estate tax liability to asset earnings is almost 3 to 11

The estate tax burden and the liability of the heirs and the executor

of the estate to pay this tax seriously threaten the continued existence

of this firm.

Clearly, inflation and the rate structure of the estate tax have had a

tremendous adverse impact over the years, but most specifically, this
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impact has been felt to a greater degree by the relatively small

estate.

We have Illustrated the tremendous tax liabilities which fall due upon
the death of a principal owner of a small, closely held business..
However, this problem is compounded when one considers the nature and

liquidity of the assets which comprise the estate consisting mainly of

an interest in a closely held business. Closely held stock is highly

illiquid, as there is not a ready market for the stock and such stock

is not easily salable. In addition, it is highly unlikely that a

prospective buyer of closely held stock would be interested in obtaining

only a minority interest in the firm, thereby allowing the heirs of the

estate to continue control of the family interest in the business. One

must also consider the tremendous problems encountered in valuation of

the closely held stock, as there are no truly objective standards

employed in the IRS valuation of the closely held stock for estate tax

purposes.

The preceding discussion clearly demonstrates the problems which face

the small, closely held business upon the death of a principal owner.

The-future of that business can be very directly affected by the

ability of the heirs to pay the estate tax. Inability to generate a

sufficient amount of cash to satisfy the estate tax liabilities may

force the heirs to sell their interest in the closely held busi;iess for

this purpose.
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It must be understood that the closely held business which has lost its

princpal owner is already in a precarious position, notwithstanding

the additional burden of estate taxes. A difficult transition period

takes place during which time the individuals) charged with directing

the business must seek to compensate for the loss of valuable

;'management skill and leadership which the principal owner had furnished

over the years. Customers and suppliers must be assured that the

'business will continue to provide goods and services in an efficient

manner, that existing financial obligations will not be neglected for

any reason, and that future profitability will not be adversely

hampered.

The problems and concerns of the closely held business staLed above are

by no means all-inclUsive. The fact remains that the closely held

business will face a period 6f uncertainty and remain particularly

vulnerable to a variety of situations when faced with the death of a

.,-principal owner, who was most likely the chief executive officer.

At the same time, however, the heirs Of the business must also be

concerned with the payment of estate taxes. When the estate consists

largely of an interest in a closely held business, heirs have few

options open to them with regard to payment of the estate tax: pay

with cash on hand (usually not a viable option)l pay with cash obtained

-through a loan; pay on an extended basis in yearly installments; or pay

with cash obtained through sale or merger of the firm.



892

extension of additional credit at this time Is highly questionable.
Indeed, the contrary Is likely to happen as the principal owner is also
the chief executive officer, the one looked to by the bank to manage
the business in such a vay that the bank will be repaid its already
outstanding loans to the closely held business. When the closely held
business loses its chief executive officer, the bank is very likely to
recall a portion of the loan or decline to extend additional credit or
renew current loans until the future of the business is more certain.

Section 6166 - Extension of Time for Payment

-in the Case of a Clos"el Beld Business

In the case of an estate consisting Largely of an interest in a closely
held business (i.e., where such an interest comprises 25 percent of the
vale of the gross estate or 50 percent of the taxable estate), the
executor of the estate may elect to pay that portion of the estate tax
attributable to the business interest in not nore than five years, with
payment on a yearly basis. The Code defines Oclosely held business
ant a) a proprietorshipi b) a partnership having no more than 15
partners or one in which the business interest is at least 20 percent
or a) a corporation having no more than 15 shareholders or one in which
the decedent held at least 20 percent of the voting stock.

This option has been included in the tax code in an effort to provide a
measure of relief and protection to the closely held business. In
practice, such provisions which grant an extension of time for payment
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of taxes are largely ineffective, mainly because of the stringent

criteria set down in the Code. MAN firmly believes the effectiveness

of Section 6166 would be enhanced greatly it the requirements were

eased -- by reducing the percentage requirements tot the decedent's

interest in the closely held. business from the present 25 percent of

gross estate or 50 percent of taxable estate to 20 percent of gross

estate or 35 percent of taxable estate.

in this regard, one must also consider the impact of Employee Stock

Ownership Plans (3SOPm) on the ability of the closely beld firm to

elect to pay that portion of the decedent's estate tax attributable to

the business interest in installments. The Congress has, on many

occasions, endorsed the concept and utilization of ESOPs. However, if

the closely held business determines that an ESOP should be established

within that firm, the resulting increase in the closely held business's

number of shareholders (and decrease in the percentage of voting stock

held by the previous stockholders) could prohibit that firm from paying

the tax in installments upon the death of a principal owner. The

decision to establish an ESOP within a closely held business may

therefore be tempered by considerations of the estate tax consequences.

The enactment of liberalized provisions for payment of estate taxes

attributable to an interest in a closely held business would do much to

enhance the perpetuation prospects of those businesses. Further, the

revenue considerations involved in any liberalization of payment of

these taxes would be small. Payment in full -- plus interest -- will

be made; we are not advocating a forgiveness of any portion of the tax.
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Unlimited Karital Deduction

Additionally$ Ve observe that many legislative proposals dealing with
estate tax reforM also would provide for an unlimited estate tax
marital deduction. VAN strongly endorses this concept and would go
even further by providing a separate unlimited children's deduction or
expending the marital deduction into an unlimited family deduction.

Hr. Chairman, in closing I vish to express HNA's strong support for

your bill S 404 to repeal the estate tax laws and; in the alternative,

other bills which would address the substantive changes in the estate

tax laws which I have outlined in my statement.

Without some immediate and substantial estate tax relief for the small

family-owned wholesaler-distributors, the independent entrepreneur will

slowly atrophy, and with that atrophy will go the unique characteristic

that separates the American tree enterprise system from any other

economic system In the world.

Can we afford that kind of desecration?
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Statement of Edward Andersen

Master of The National Grange

Mr. Chairman and Members of the Committee:

On behalf of the National Grange and its 450,000 members in 41 states, I

am pleased to offer our views on the important subject of estate and gift

taxation involving family farms and other small family enterprises. I wish

to thank you, Mr. Chairman, and the M4mbers of this Subcommittee. for your

interest in this issue. Clearly, your concern for equity in the generational

transfer of farms and ',usinesses is of great importance to many Americans.

The-National Grange has a long and proud tradition of service to family

.farmers and ranchers-dating back to 1867. In those times, there was a need

for rural Americans to band together in an economic and political union to

draw attention to problems peculiar to' rural life. Today, the need for the

strong leadership of the Grange is just as great, given the fact that less

thin 3 percent of the U.S. population now resides in rural areas. Since

its beginning, the Grange has championed the value of family agriculture.

It is in this tradition that I offer our views on estate and gift taxation.

It must be recognized that taxes are not necessarily levied for the sole purpose

of financing government. Taxes can be a useful tool for implementing public

policy and addressing public concerns. The Grange has worked in concert with

other groups to establish as public policy the need to preserve and protect farmla

for our future needs and to encourage family-sized farms and ranches to furnish

food and fiber for domestic needs and international trade. The Grange is

alarmed at the rate at which this country is losing its farmland and the

decreasing number of families deriving their income from agriculture.
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Increasingly, America's production agriculture is being concentrated in the

hands of fewer individuals.

The concerns of our organization for the future of family agriculture involve

the issues of resource'conservatLon and farm structure, and both can be

addressed through estate and gift taxation. Estate and gift taxation must be

placed in the broader context of agricultural and land use policy.

Simply stated, estate and gift taxes significantly affect farm structure.

Changes are needed to allow agriculture to continue to be a feasible vocation

for'the sons and 'daughters of those in the agricultural industry today. By

facilitating the means by which farm estates can be passed on intact to heirs

who desire to remain on the farm, efficient-sized agricultural operations will

be assured for the future. uch of the decrease in the number of farm

families can be attributed to the changes in agricultural production methods and

technological improvements within agriculture. There are, however, limits

to economies of scale, and farms should not be encouraged to expand beyond

these limits.

The Grange feels strongly that the total repeal of estate and gift taxation

will encourage farms to grow at the expense of family farmers and U.S.

consumers. For the good of the agricultural industry and of the nation,

there must be some means of assuring that farmland ownership does not

become limited to a small proportion of the citizenry -- a "landed gentry".

The Grange believes estate taxes are based on a sound premise, but the

present exemption level is unrealistically low. Congress should act to

raise the exemption levels to sore accurately reflect the increased value of

farmland. We recommend a $500,000 exemption to the adjusted gross estate

*1
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value and an increase in the annual gift tax exclusion to $6,000..

The marital deduction must also be examined. The Grange believe, the present

estate and gift tax provisions fail to recognize the contribution of wsmen

in the operation of farm or ranch. We recomend an unlimited gift and estate

marital deduction, as a proper way to recognize the economic rights of women.

Marriage is an econoaLc .partnerchLp, and the present tax provisions fail to

recognize that fact. The Grange has a long and proud history of upholding

the rights of women, and we urge Congress to address the serious Inequity of

present estate tax-law.

Estate and gift tax laws can be a tool for Implementing a public policy favoring

the rettmtLon of farmland in agricultural production. Too much good,

productive farmland is being lost to uses of less strategic importance to this

country. Unless policy makers at all levels act to check present land use

trends, our agricultural industry, the envy of the world, will be seriously

affected. Farmland preservation for future generations must become a top

priority of U.S. agricultural and tax policy.

When Congress enacted the Tax Reform Act of 1976, Its intent was to allow

farms and other small businesses to be valued, for estate tax purposes, on

their current use rather than on the market value. This was a wLse and proper*

decision. But certain subsequent decisions and interpretations seen to

conflict with the original Congressional intent. The special use valuation

provisions of the Internal Revenue Code need to be revised to enhance the

future of family agriculture in America.

84-a8 0-81-26
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The National Grange strongly advocates the following changes in the special

use valuation procedure outlined in Section 2032 A of the Internal Revenue Code:

(1) Allow crop share rentals to be used for estate valuation purposes;

(2) Substitute the "date of disability or retirement" for the date of death

in qualifying under the materiall participation" test; (3) Substitute "active

management" for "material participation" if the property is inherited from

a spouse who otherwise qualifies; (4) Place a reasonable total dollar limit

on qualifying for special use valuation; (5) retain the current percentage-of-

estate requirement in order to qualify for the special use valuation; and

(6) retain the currefit 15-year recapture period.

The Grange believes that with the provisions outlined above, estate and gift

taxes can be an effective tool for implementing a positive federal policy in behal

of agticulture. These changes will provide assurances that family farms

and ranches can be passed along through generations without encouraging the

enormous accumqulation of farmland holdings that have the signs of an eventual

agricultural cartel. We believe these to be fair and equitable recommendations,

and we urge their adoption.

Respectfully submitted

Edward Andersen

-i
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The Honorable Steven D. Symms
Chairman# Estate and Gift

Taxation Subcommittee
United States Senate
Russell Senate Office Building
Washington, D. C. 20510

Dear Senator Symms:

The Specialty Advertising Association International,

by its attorneys, hereby submits its views on S.395 and

other bills which seek to revise the estate and gift tax

laws and minimize the burden on small and moderate size

estates. So that our views can be considered in their

proper perspective, we shall begin with a brief descrip-

tion of our association client and the industry it

represents.



400

The Specialty Advertising Industry

The Specialty Advertising Association International

is the trade association that represents the specialty

advertising industry. Its 2,400 member firms, located in

virtually all states, manufacture or distribute specialty

advertising products. Specialty advertising is an adver-

tising medium that uses useful but inexpensive products to

carry an advertising message. Examples of such products

are ballpoint pens, key chains and calendars, which are

custom-imprinted with the name, logo or other message of

the advertiser and distributed free of charge for their

promotional value.

By any definition, specialty advertising is a small

business industry. It is composed primarily of two types

of businesses: manufacturers that produce and/or imprint

products and distributor firms that sell them. There are

from 800 to 1,000 manufacturers of products used for

specialty advertising purposes, most of which have specialty

advertising sales of less than $500,000. Of the 4,000 dis-

tributor firms in the industry, more than 70 percent are

estimated to have sales of less than $250,000.

Specialty advertising firms face all of the tax and

other economic disadvantages of all small business companies.

In addition, however, they have the problem of being in

I
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constant and direct competition with other advertising

media composed primarily of large firms that do not have

-.these disadvantages. These media consist of television,

radio, newspaper and magazine publishing companies.

Views On Proposed Legislation

Mr. Chairman, we conmend you and the members of your

subcommittee for your in-depth consideration of this sub-

ject of vital interest to our industry and to taxpayers

generally. Much has been said about the tax and other

economic inequities faced by small business owners and we

shall not elaborate on them here. We do wish to point out,

however, that we believe these inequities impinge most

"heavily on specialty advertising firms because they have

the additional burden of competing vigorously with large

and, in some cases, huge companies.

We note that the subcommittee's hearings have dealt

with various bills, including S.404, S.395, 8.858, S.574,

8.23, and 8.557. We further note that some of these

measures" particularly S.395, seek to provide estate and

gift tax relief for family enterprises, including small

businesses, in addition to providing relief for taxpayers

generally.
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Our Association has examined the-provisions of S.395,

the measure entitled the uFamily Enterprise Estate and

Gift Equity Act." We believe that this bill deals with a

number of inequities in a realistic manner and that it

would provide much needed benefits to our industry. We,

therefore, strongly support its enactment.

The proposed reduction in the estate tai rates con-

tained in S.395'is long overdue and we approve it, although

we believe an even greater reduction is justified. We also

strongly support provisions in S.395 which would increase

the unified credit from $47,000 to $124,000, increase the

present estate tax exemption from $175,000 to $600,000,

increase the annual gift tax exclusion from $3,000 to $10,000,

and provide an unlimited marital tax deduction.

We also believe that the repeal of the $500,000 limi-

tation in the valuation of qualified real property excluded

from the gross estate under Section 2032A of the Internal

Revenue Code is highly appropriate. The present exclusion

of $50,000 is outdated and inadequate.

Finally, it is exceedingly important to the specialty

advertising industry to provide for extensions of time for

payment of estate tax where the estate consists largely of

interests in a closely held business. S.395 addresses

this point adequately and we support it. In addition,
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however, we would irge consideration of a provision which

would exclude from the value of an estate for tax purposes

all small business property if a certain percent (e.g.,

60 percent) or more of the estate consists of such property.

We respectfully request that this letter be made part

of the record of the subcommittee's hearings on estate and

gift tax proposals.

Sincerely,

Malcolm D. MacArthur
General Counsel
Specialty Advertising Association
International

cc: Robert B. Lighthizer, Esquire (5 copies)
Chief Counsel
Committee on Finance
Dirksen Senate Office Building, 1m. 2227
Washington, D. C. 20510
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SOCIETY OF AMERICAN FORESTERS i4 o osvm. oa ,.NI. WASI:.CTo,,, 0. c .!oot, %1,0,) 897-8720

Statement of the Society of American Foresters
Submitted to the Subcommittee on Estate & Gift Taxation

Committee on Finance
United States Senate

June 5, 1981

Re: S. 395, To amend the Internal
Revenue Code of 1954 to provide
estate and gift tax equity for
family enterprises, and for other
purposes.

Mr. Chairman,

This statement is presented on behalf of the 21,000 members of the Society

of American Foresters, a national organization representing all segments of the

forestry profession of the United States. Membership includes public and private

practitioners, researchers, administrators, and students.

Our statement is offered in support of the objectives and purposes of S. 395

with regard to provisions relating to tax rates and credits, and the "material

participation" rule.

Forest taxation policies should encourage forest conservation and stable

land ownership patterns. Current federal estate tax laws impose double taxation

on inherited property, since private owners pay on both appreciation of the asset

and income from it.

Estate tax liabilities often necessitate drastic harvesting, provided that

markets make this option feasible. Even when feasible, however, such harvesting

often constitutes bad forestry and disrupts established management programs. It

may also disrupt the local market situation, reducing prices. Therefore, the

executor say be forced into a sale of all or part of the forestland to a large

company or to a developer. Such action Is detrimental to the established social

Approved by the President and Executive Vice President of the Society of American
Foresters on June 1, 1981, in accord with section 11-B(2) of the SAP Bylaws. A
position of the Society of American Foresters expires thred years after the date
of its adoption unless, after thorough review, its continuance is approved.

0
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preitase of maintaining a balance of ownerships between the Industrial and non-

industrial sector.

Congress was evidently concerned about such occurrences and included special

provisions for family farmers and timberlands, and certain closely held businesses

In the estate tax portion of the 1976 Tax Reform Act.

These provisions are two-fold. First, a special rule permits certain managed

woodlands to be valued for estate taxes on the basis of current use rather than

at fair market (u. eculatlve) value. Second, payment over a 10-year period of that

portion of the tax attributable to the forestlend is now automatic in certain

c eases. In some situations, the first payment may be deferred for five years and
p

the remainder made from the sixth through the fifteenth years.

In practice, a number of prerequisites and restrictions will severely limit

use of these options. Three of the most burdensome are as follows. First, those

assets qualifying for use-valuation must, at fair market value, comprise at least

50 percent of the total estate. Thus, the heirs of a forest owner who also had

substantial other assets-large amounts of life insurance, for example--could very

"sily be precluded from utilizing the use-value provision. Second, in order for

a property to qualify for use-valuation, the decedent or a member of his family

msat have materially participated in the management of the property, and such

materiel participation by a family member must continue after probate. Regulations

issued by the Internal'Revenue Service with respect to this stipulation virtually

exclude lad managed by a forestry consultant or under lease to industry. Third,

in order to qualify for the 10- to 15-yer tax payment extension, the forest prop-

arty must have been a "closely held business" under the strict definition of the

internal Revenue Code for this purpose.

Thus, estate tax problems with respect to forest properties will in all prob-

ability continue despite the 1976 Tax Reform Act's increase In credits and deductions
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that apply generally to all estates. The very restrictive nature of the special

requirements pertaining to farms and woodlands suggest actual benefits will be

extremely limited. Congress was obviously convinced that a problem existed, but

its intentions seem not to be served by the legislation as It exists today.

Therefore. the Society of American Foresters supports the objectives and

purposes of those provisions of S. 395 relating to estate taxation rates and

credits, and the "material participation" rule.

Hr. Chairman, we appreciate this opportunity to submit our views for your

consideration.

I
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PUDUC ACCOUNTANT

328 ROXBURY ROAD

SHIPPENSBURG, PA. 17257

PHONE: 532-4473

ity 11, 1981

. Robert E. Lightizer, Chief Counsel
_Cowittes on Finance, Roam 2227
Diicgken Sente Office Building

itlngiton, 0. C. 20510

R E.tat and Gift Tax Legielative Proposal.

Dowr Sir:
It he. coma to our attention tbat hearings are being held

by your committee on change to the Estate and Gift Tax law.
ie support efforts in this direction We feel the estate andL ift tax 1m In their present form ae excessive end out of

dt. It puts exceseive fimmonal strains on small faiily
business,. and Is an Invasion of the Jptereste between huahand
and wife, mostly In later yeos, not'hention the difficulty

_of pasielgon herd earned monles to close family members.

Most funds subject to these taxes were earned over a life
islm, and on which taxes have already been paid many times.
In addition, Inflation In recant yor hem increased estate

" 'value fer out of proportion to the value of the puroheaing
power of the money which crested the estate. We would strong-,ly support the repeal of this law or at least Incrase the
metal deduction to much higher limits, and sxpsnd this to
:other family mmbers an well.

Me have read that President Reagan supports ligisletion
along this line. We do ancourgs your committee to recommend
these obbngeso. Inflation Is minly the result of government
action. These tax" are ompounding this situation, which
Is almost out of control.

-Very truly yo

Weyni B. Beyl
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ILLINOIS WOMEN FOR AGRICULTURE

qA 
Route #1

Tamaroa, IllinoisMay 11, 1981
Robert ;. Lighthizer, Chief Council
Committee on Finance
Room 2227, Dirksen senate Building','ashington, D.C. 20510

Dear Jir:

I wizh to support ' -395, legislation which will eliminate the
"widow's tax" when estates are settled.

The transfer of property valued up to $600,000, tax free, is a
more realistic figure than the present $175,625. figure. In
keeping with inflation the gift exemption of $10,000 is not un-
reaEonablo.
Farmers and ranchers need to be nurtuzd and protected, not penal-
ized for being diligent and successful during a lifetime of hard
work.
I have a friend whoso farm has been divided in order to settle an
estate. In less than 100 years, one million dollars in taxes have
been paid on the same 160 acres!
Estate taxes have a deleterious effect on the economy. Money taken
froya the private sector decreases the supply available for increas-
ed production and investments in business. More production creates
more Jobs which generate more income and taxes.

Sincerely yours,

San Ibendahl, Adviser

ILLINOI3 O'J0MN FOR AGRICULTUR
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J PHILIP 111091ING

rw svooum.aK VomA

Nay 4t 1981

Mr. Robert Z. Lightizer, Chief Counsel
Honorable members, Senate finance Committee
Room 2227
Dirkeen Senate Office Building

* Washington, D. C. 20510

Dear Sires

I would like to share a few thoughts with you regarding taxes and
our national economy. Perhaps my point of view from nearing retire-
sent age might be one that had not occurred to you.

First, I would strongly support a substantial decrease in the federal
income tax rates. With the steeply graduated rates as they are now,
very few people, no matter how efficient and productive they may be,
can accumulate any significant amount of savings. I recognize that
large tax cut may, in the short run, be inflationary.''However, I
would point out that two or three large tax outs in our national
history were followed, within eighteen months, by a substantial re-
duction In the rate of Inflation.

.Second, and perhaps more important for our national economy, I believe
a drastic reduction or a complete abolishment of the federal estate
tax would prove very productive for the economy. It would have the
immediate effect of countering the inflationary effect of a reduction
in income tax.

'During our early and middle productive years, our prime incentive is
to provide a good standard of living forourselves and our families,
and to provide some security for our retirement years. However, from
that point on, and during the most productive period for many, our
incentives center increasigly around passing something on to our
children and grandchildren.

Host of us would prefer to pass our savings on to our children in
the form of a family business or.as investments in good American
Industry. in this way, our saVings would continue to produce income
for us as long an we live, and then pass to our children with little

1or no interruption in the productive function of our accumulation.
This should take some of the pressure off the social security program,
,and at the same time keep capital productive in the national economy.
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However, with estate tax rates as they are, it is natural and in-
escapable that a couple In their declining years will consider putting
a large part of their savings into tax shelters, tax haven&, foreign
investments# collectables, gem stones, precious metal's, or some other
part of what is cinoq referred to as the invisible economy, in the
hope of passing their savings on without having the government con-
fiscate a large part of them. The I.R.S. probably considers many
of these methods immor4l or illegal. However, many people, when
they seriously think about the estate tax, consider it an Immoral
tax, and have little moral compunction against avoiding it any way
they can. After all, they paid income tax on those savings as they
earned then. It Is probably true that disrespect for qome law breeds
disrespect for all law, particularly all tag law.

All moral and tax considerations aside, the estate tax seems to a
to be counter-productive for the economy as well as for the many
individuals involved. I have read that, even at present levels,
the estate tax brings in only a relatively small per cent of total
tax revenue. I believe that the los of this relatively small amount
of revenue would very quickly be recouped through a more productive
economy for the nation. The abolishment of the estate tax would
provide a strong incentive to save and invest a part of earnings
rather to spend them on consumer goods, or to hord them or spend
them on non-productivo collectables. This woul4 be counter-
inflationary, both from the short and the long view. It would
rapidly put savings to work In Amer~can industry to create more
jobs and a higher standard of living for all.

I hope that you can agzee-th my reasoning# and I strongly urge
you to work for the reduction, or preferably the total abolishment
of the federal estate tax.

Respectfully yours,

Philip Ro bins
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ROBERT M. WUP.ZMAN
ATTORNEY AT LAW

100 LEADSII UlLDING - SUPERIOR AVENUE AT EAST GV STREET

CLEVELAND, OHIO 44114
TELl PONE 216/641-O030

May 6, 1981

Robert E. Lightizer
Chief Counsel
Committee on Finance
Room 2227, Dirksen Senate Office Building
Washington, D.C., 20510

Dear Sir:

The undersigned is an attorney dealing with estates,
estate planning and has served as a public official for over
eighteen years and as such is familiar with the growing
distrust of the American Taxing Establishment and with the tax
rising discontent of overburdened citizens.

First of all, there should be no taxing consequences
arising out of transactions between husband and wife. In our
society they are one unit and should not be compelled to
think in terms of mine and thine.

The low $3,000.00 deduction for exemption from
gift tax is ridiculous in this day and age. It should be an
absolute minimum of $100,000.00 and should be free of Estate
Tax consequences. The present law is --well--"obscenew is
the only word I can know of. It is unworkable and unrealistic
to give a "tax creditO for a lifetime of giving and again at
death.

The I.R.S. regulations are incomprehensible, drawn so
as to confound, unfair, and a disgrace. Realistic enforcement
is impossible and the cost unrelated to efficient over all
operation.

I note the the growing anger and frustration of all
having to deal with the overwhelming verbosity of I.R.S.
regulations, memos, treasury letters, rulings and other printers
diahorea arising out of confusion. The morass of forms must be
eliminated.

Unless a sane tax and tax policy is adopted there

will be a growing rebellion among the abused and mistreated

taxpayers which can lead to most harmful, long term problems. I

$i cerely,

C nert ct. wur n Bah,Councilman, City of Beachwood
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EDISON KADERLY

ATCN OY-AT-IL.AW

P. 0. BOX 459

An" R ME06a 1116 WEST 10TH
May S. 1981 LAMAR, MISSOURI 64750

Mr. Robert E. Lightizer
Chief Counsel
Committee on Finance
Room 2227
Dirksen Senate Office Building
Washington, D. C. 20515

Dear Mr. Lightizer:

This letter is written in connection with the Senate Finance
Sub Comittee Hearings on Estate and Gift Taxation.

I first wish to comment that I have been a member of the Missouri
Bar for approximately 30 years, 12 years of which were devoted
to service as a Probate Judge, and the remainder devoted to the
private practice of law wherein much of my practice has been
confined to probate practice and estate planning.

I live in a small rural area where farmers have become wealthy
because of inflated land values. However, they are not wealthy
from the standpoint of cash flow, cash available for the payment
of expenses and debts. As a result, there is never any cash
with which to pay the federal estate tax. The same situation
also generally exists with respect to the small business man who
has a small business which he wishes to pass on to his children.

The present exclusion of $3,000 for gift tax purposes has beenaround for approximately 40 years. If this exclusion had kept
up with inflation, the annual exclusion should probably amount to
about $40,000 per year. Certainly, there should be an extensive
increase in the annual exclusion.

My main concern arises from the area of contribution of the spouse.
It is my feeling there should be unlimited transfer of property
between husband and wife without any tax consequences. This matterof proof of contribution actually makes ,a liar out of most practicing
attorneys wherein they attempt to prove contribution with no idea
as to what the eventual outcome 4ill be when questioned by Internal
Revenue Service upon the death of the first spouse. It is my feelingthat husband and wife should have an absolute right to hold their
property jointly and to be relieved of the problem of contribution.
If they want to split the property and hold the property as tenants
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in common to take advantage of various trust arrangements, there
should be no tax consequences or no problem involved in the
splitting of the property. I would request you please give us
something we can work with which is somewhat simple and which
can guarantee to the taxpayer that he will not be questioned
about his decisions concerning his property when the first spouse
dies. In other words, he must have some assurance that what he
does will not be questioned when he dies.

I am sure you realize it is common practice to hold property in
joint ownership. This certainly escapes the problems of excessive
attorney fees and excessive court costs and assures one spouse
that the other spouse will become the owner of the property when
the first one dies. However, joint ownership is the worst possible
type of ownership when it comes to effective estate planning.
It would appear that you could surely simply remove the problem
of contribution and permit husband and wife to have full flexibility
in the transfer and exchange of property between spouses without
any complications.

Over the years, I have attended so many seminars on estate planning,
and I have heard the very wise experts lecture on the various aspects
of estate planning, but they all will admit that the final and
bottom line represents at best an educated guess which will be
seriously questioned by Internal Revenue Service upon the death of
the first spouse. This is not fair to the taxpayer and it should
be eliminated because of the high-handed activities of the Internal
Revenue Service. In some manner, give us some simple method whereby
husband and wife can transfer property, hold property as they so
choose, not worry about contribution and in the end result each
spouse could own one-half of the entire estate as his sole and
separate property without being taxed by Internal Revenue Service.
Naturally, one-half would then be taxed by Internal Revenue Service.

Naturally, it goes without saying that the exclusion should be
greatly increased and certainly an unlimited marital deduction
would help greatly.

Finally, I would hope you might in some manner simplify the procedure
whereby you could help the practicing attorney work with the
available tools and give him some assurance that what he does will
not be questioned by Internal Revenue Service. It seems as though
every tax measure results in more complications and very seldom
is there any movement towards simplification.

Sincerely y u ,

EK/lh - 9

84- 0-81-27
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SKELTON, TAINTOR & ABBOTT, P A.
ATTORNEYS AT LAW

465 MAIN STREET
1PACDCRIC01 O. AINO01 P.O 0 ox112 WILLIAN W. SOLEUtON
WIA LWiTON MAIC 04240 M,-4
e"A"MLs ". Aset? EiOA04240 NAaILO N. ONELtON
StEPH9N P. SEALS 0-54,?
551fAM M.OENCH

JOHN U. COLE

JILL4,. AN*N9 L* May 6, 1981

Robert E. Lightizer, Chief Counsel
Committee on Finance, Room 2227
Dirksen Senate Office Building
Washington, D.C. 20510

Dear Mr. Lightizer:

Subcommittee on Estate and Gift Taxation Hearings

I support repeal of the estate and gift tax, as
proposed by S.404. Given the nominal amount of revenues
they raise, and the tremendous burden imposed on a fewtaxpayers in complying with them, these two taxes ought
to be eliminated. Also well known is the tremendous
administrative burden and cost in collection and
enforcement of these taxes.

My practice focuses substantially on estate planning,pa..cicularly estate and gift tax planning, so I do not
make these remarks lightly.

Certainly a substantial increase in the unified
credit and an unlimited marital deduction, as proposed
by 8.395, would make good sense, if total repeal is
not possible.

Sincerely yours,

BryanM. Dench

BMD/j jb
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Ml, Box 59J
Arbuckle, CA 95912
Aprl1 29, 1981

Robert a. Lighthiser, Chief Council
Cottee on Finance
Washington, D.C.
Dear Mr. Lighthizers

Rei Estate and Gift Tax (for printed testimony)

Yesterday my husband and I visited a tax attorney regarding our estate.

Needless to say we were astounded at the federal estate tax which would be

mandatory at the death of either of us.

Due to inflation, ranh property we purchased 16 years ago at $180,000

is now worth $1,000,0001 The same land raising the same products! This

does not mean we would ever realize that much money on a sale, particularly

a forced sale and of course we do not wish to sell.

Now for the taxi at the death of one of us, the other would have to

pay almost $100,000. At the second death $232,000 would be due.

Because crop payments have not risen with the inflation rate, at our

aes the cost of Insurance to pay the tax is prohibitive. Ours is not an
isolated problem but is the same for farmers and sall businessmen. Our

worth is only on paper.

Also, a gift of $3000 per person in our area would be a gift of less

than 1 acre. You could not even build a house on it as in our county you

cannot build on less than 10 acres. Reforms are needed in this area also.

Please consider all this as you deal with the estate and gift tax

issue. Thank you.

Youzl 'L

Ruth Lohman
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H. B. MELLOTT ESTATE, INC
O Mff"Md-" M o'm ~d - twaft t w bos'Mut mi - .VItem 1M

Wd-I AwIV I=s

May 7, 181

Ubert 3. Lightimer g Chief Counsel
Comittee On Finance o 2227
Dirksen Senate Office Building

ashiangton, DC MO 10

Bet Ntate and Gift Tax Legslative Proposals
Dear 31w:

It has come to our attention that hearing are being heldby your committee on changes to the Rotate and Gift Tax law.We support efforts in this direction. Ve feel the estate and
gift tax law in their present fom are excessive and out ofdate. It puts excessive financial strains on snll ftilybusiness, and is an Invasion of the interests between husband
and wife, mostly in later years, not to mention the difficulty
of passing on hard earned monies to cle family mmbes.

Most funds subhJect to these taxes were earned over a lifetse, and on which taxes have already been paid mnw time.In addittion, Inflation in recent yewas h Increased estate
values far out of Proportion to the value of the purchesing
power of the money which created the estate. V would strong-
ly support the repeal ef this Iaw, or at least Increase theMarital deduction to muoh higher limits, and expand this to
other family members veil.

Ve have read that President Reagan supports legislational this IL. - We do encourage your committee to recommend
these ohas. Inflation is mainly the result of governmentaction. These taxes are c this situation, which
is almost out of control.

Very truly yours,
R. B. MKLWIT ZTA2I, INC.

Paul C. Mellott
President
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OREGON
SMALL
WOODLANDS
ASSOCIATION

Lee 0. Hunt
Star RL Box 216-C

Mngon, OR 7496

Robet H. Moay
710 £ Thonton
Alban, OR 97,

ecreary

Dan Coin Wakod
175 Sunm Mod
St. Helens, OR 970
(397-2M4 or 37.3774)

reaurer:
WlIVam H. MacKenzie
2040 esawnt Cr. Rd.
Rogue Rhr, OR 97S37
(562-4347

iecNiMve Secreary:•Geo're Sdoee
RL4 lox 253
Sherwood, OR 97140

80AND OF MAKETOR
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ftd HNwmonf"ftf (M3.33744

May 8, 1981

Mr. Robert B. Lighthizer
Chief Counsel, Committe on Finance
Rm* 2227 Dirkson Seiate Office Bldg'"
Washinton D.C. 20510

Dear Mr; Lightthiser:
The Oregon Small Woodland Association has sponsored
and supported during the past few year& estate plan-
ning programs for its members;

The Wallop Bill (8 395), Family Enterprise Etate
and Gift Tax Equity Act, is a positive step 'in the
right direction. Our Association officers, directors
and members strongly support this Bill and urge its
enactment.

The need was brought forcibly to my attention re-
cently when an elderly friend died leaving a large
ranch to his widow She was required to raise over
$100,000 for estate taxes.' The ranch had no prospect

of that kind of immediate cash, nor could the money
be borrowed. The family had to harvest a large amount

of young growth timber at a considerable financial
sacrifice to meet the bbligation. Imagine the result
when the children, who nbw operate the ranch, inherit
the property without the marital deduction available
on the first estate,

I am faced with the same kind of a situation in
trying to provide for the oontinliry of our family
tree farm.

Thus, I wish to add my persona. plea for favorable
action on the proposed legislation ( Wallop Bill)'*

Ltr.$erely y ure

Lee 0. Hunt, President
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COU$=TS OF THE AMERICAN ASSOCIATION
OF NURSERYMEN TO TE SENATE FINANCE SucIiTTEE

ON ESTATE AND GIFT TAXATION ON SENATE BILLS S. 404,
S. 395, S. 858 and S. 574

The American Association of Nurserymen ("AAN") is an
organization of approximately 3,100 nursery owners located

throughout the United States. The Association functions as
the principal trade association of the nursery industry,

representing firms engaged in the growing and the wholesale
and retail distribution of ornamental plants and related
landscaping products and services.

AAN strongly supports many of the proposals made in the
Bills now being considered by this Subcommittee. We feel
that prompt action must be taken to reduce the present
estate and gift tax burden on U.S. taxpayers.

The vast majority of AAN's members are small, family
owned businesses. The use of relatively large amounts of
land is an integral part of most nursery growers' businesses

and the value of the land is now dramatically increasing.
In addition to the increases due to the inflation that is
affecting most real estate values, many nursery businesses,
which were established many years ago in relatively rural
areas, are now experiencing drastic increases in the value
of their real estate because they are now located in the
paths of growing suburban areas. Many nursery owners' land
would now be worth much more as a housing subdivision or

shopping mall.
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This increase in real estate values, plus the present

estate tax system has made it increasingly difficult for a

nursery owner to pass his or her business on to other family

members at the owner's death. Many nursery businesses must

be liquidated in order to pay estate taxes. It should be

noted that although the value of many nursery businesses

appear large on paper because of inflated land values, these

businesses generally do not produce an amount of income that

would allow the owner to accumulate sufficient liquid assets,

outside the business, with which to meet the tax liability

at his or her death. In the past, a nursery owner could

obtain life insurance, the proceeds of which could be used

to provide cash to pay estate taxes at his or her death.

However, because of increased land values and the resulting

estate tax liabilities, most nursery owners cannot afford to

pay the premiums on the amount of insurance that would be

needed to meet those tax liabilities.

- Even the special provisions of IRC I 2032A, which

provides, on h limited basis, for a special valuation of

nursery land based upon its value for that use, as opposed

to its use as a shopping center or housing subdivision,

cannot provide adequate relief from the estate tax burden.

The present tax rates and structure themselves are the

ultimat& source of the nursery owner's concerns.

AAN and its members feel that the destruction of small,

family-owned business, because of large federal estate tax
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burdens, should not be tolerated in our free enterprise

system. -The knowledge that one's business may not survive

one's death, is a disincentive for many owners to build and

expand the family business.

The Bills presently before this Subcommittee are welcome

signs that Congress shares our concerns about the effects of

the present estate tax system on this country's small busi-

nesses. It appears clear to us that one of the original

goals of the tax, the prevention of large accumulations of

wealth in a few families, is not the present focus of the

tax. It now affects a large and increasing segment of

estates and forces the liquidation of many small businesses,

the assets of which must be used to meet estate tax liabili-

ties.

AAN asks this Subcommittee to carefully examine this

issue now and recommend the changes in the present estate

and gift tax system which must be made to lift this increas-
ing burden on U.S. taxpayers and its small business. We set

out several proposals for your consideration.

I. Eliminate the Federal Estate, Gift and
Generation-Skipping Taxes.

It is clear that the repeal of the present estate, gift
an,, .- neration-skipping taxes would eliminate the concerns

of nursery owners stated above. The small business owner

could feel confident in building and expanding his or her
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business, knowing that it could pass intact to family Vem-

bers who may wish to continue the operation, without fear

that taxes at death would destroy his or her major asset.

MN and its member nurseries would support S. 404 as

introduced by Senator Symms. However, inflation and

:rapidly growing suburban areas and land values, are making

the problem of overwhelming estate taxes an obstacle which

is increasingly difficult for the small nursery owner to

avoid. The need for reform is urgent, and the total aboli-

tisn of these taxes would, we believe, prompt extensive

study and debate. AN would support solutions short of the

total repeal proposed in S. 404 as prompt changes in the

taxes could alleviate the present problems of many nursery

owners.

II. Modify the Lifetime Credit, Tax
Rates, and Deferral Provisions.

Under present estate tax provisions, the estates of

many nursery owners can use the special valuation provision,

I 2032A, to reduce estate taxes inflated by the high values

of the land used in the nursery business. However, the

provision is extremely complicated and does not apply to all

estates, even though a particular estate might be the type

Congress had in mind when I 2032A was adopted. Even with

the special use valuation, estate tax rates are high and

apply to more and more estates as the value of assets

increase with inflation.
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AAX contends that a modification of the present tax

structure and rates, and an improvement in the present tax

deferral provisions would result in a more equitable dis-

tribution of the tax burden on all estates and make "special

taxpayer" sections like § 2032A less important in preserving

the small business at the death of its owner.

A. The Lifetime Credit and Tax Rates.

AAN first proposes an increase in the unified credit

which would result in an exemption equivalent above the

present $176,625. Both S. 858 and S. 395 propose such an

increase and both would establish an exemption equivalent of

$600,000.

We support these proposed changes in the unified credit.

It is clear that an individual with an estate of $600,000 is

not unusual today. The protection of such an estate would

not be contrary to the original social purpose of the tax,

the prevention of large accumulations of wealth, given

today's property values and inflation over the past several

years.

In addition to a modification of the unified credit,

S. 395 proposes changes in the present estate and gift tax

rates. AAN supports the proposed reduction of rates and

widening of tax brackets. The change of the present maximum

rate of 70% for taxable estates over $5,000,000 to a 60%

maximum rate would be a step in the proper direction.
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However, we suggest that a further reduction, to a 50%

maximum rate, would be reasonable. Such a-rate would com-

pare to the existing 50% income tax rate on earned income

and current proposals to met 50% as the maximum rate on

other types of income, and it would make the total tax

liability for an estate with small business assets easier to

meet, and the necessity of liquidation of business assets

less likely.

In order to insure the continued effectiveness of the

above proposals, AAN would support the indexing of the

unified credit and tax tables for annual increases in infla-

tion. Unless such an indexing system is adopted, inflation

would subject a greater number of estates to the tax at

higher effective tax rates.

B. S/lify the Estate Tax
Di erral Provisions

In addition to the changes in the unified credit and

estate and gift tax rates, AAN believes that modifications

in the present estate tax deferral provisions are crucial.

Modifications of those provisions would make it easier for

estates with businesses that constitute a large portion of

total assets to meet the estate tax burden over an extended

time period and avoid the alternative, the liquidation of

business assets to pay estate taxes nine months after the

date of death.



Present estate tax deferral provisions are included in

IRC If 6161, 6166 and 6166A. Section 6161 allows the Internal

Revenue Service to extend the time for payment of estate

taxes "for reasonable cause," "for a reasonable period."

The provision is discretionary and is available in special

circumstances that vary widely. In comparison, Sections

6166 and 6166A provide options for estates which meet spe-

cific statutory requirements, largely depending upon the

percentage of the taxable estate which consists of closely-

held businesses, to pay estate taxes on an installment basis

over a ten to fifteen year period. The installment payments

allow an estate to collect cash to pay the taxes, possibly

from the income of the business itself.

We believe that 1 6161 provides the Service with the

necessary discretion to grant extensions under special

circumstances. However, AAN proposes that changes be made

in the deferral provisions of 55 6166 and 6166A. They are

now, we believe, unnecessarily complicated, making it diffi-

cult for nursery owners or other small business owners to

include the potential benefits of deferral as a part of

their estate planning. AAN supports the proposal included

in S. 395 to consolidate the two deferral sections by elim-

inating I 6166A, the ten year deferral provision, while

transferring many of its beneficial aspects to 1 6166.

This modification would allow estates with closely-held

business interests which constitute over 35% of the value of
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the gross estate or 50X of the taxable estate to qualify for

a uniform deferral of up to 15 years. In addition to the

simplification such changes would mean to estate planners

and administrators and the significant simplification of the

Code, the amended 6 6166 would make it easier for more

estates to qualify for the longer deferral period, thereby

increasing the possibility that a small business could meet

the tax installments out of annual business income, without

the need for asset liquidation.

AAN also strongly supports the changes in "accelera-

tion" standards. With the consolidation, only one set of

actions would prompt acceleration and the requirement of

immediate tax payment. Presently, the two sections differ

and can create enormous planning and administrative problems.

The proposed increase in the amount of the business interest

which can be disposed of without causing acceleration of the

tax payments would make conducting the business easier

during the installment payment period. This asset disposal

would include, for example, the redemption of shares in the

business, if necessary to pay other estate administration

and tax liabilities, under 1 303 which includes favorable

income tax provisions for such redemptions. S. 395 sim-

plifies the procedure further by setting the same threshold

standards for the favorable 6 303 redemptions as would exist

for deferral under S 6166.
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In addition to the present complexities of It 6166 and

6166A, another difficulty in administering an estate with a

deferral of tax payments is the fluctuating interest rate on

the outstanding tax balance. Although a 4% fixed rate is

now available for a small amount of deferred tax, the

interest on the remainder floats with the prevailing IRS

rate, presently 12%. In addition to the planning diffi-

culties this fluctuating interest can present, in times of

high inflation the higher interest rate imposed by the IRS

can make it impossible for a small business to meet payments

out of current income or through the sale of limited business

assets. The proposal in S. 858 which would limit the inter-

est on deferred taxes to 6% or 90X of the fluctuating IRS

rate, whichever is lower, is strongly supported as a measure

which will help more estates take advantage of the deferral

provisions.

AAN urges the Subcommittee to take this, and all other

steps proposed in the Bill, so that the process of estate

tax deferral will be one that can be more readily planned

for and used in those cases where closely-held businesses

constitute a large part of an estate. We also suggest an

additional provision which relates to the interest on

deferred taxes.

At present, the interest on deferred taxes is allowed

as a deduction as an administration expense for federal

estate tax purposes, and can decrease the total estate tax
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due by reducing the taxable estate. The IRS will not now

allow that deduction for interest on an estimated basis

which would cover the entire deferral period. Instead, for

each year the tax is deferred and interest paid, the IRS

requires a "supplemental return" which claims the interest

paid as a deduction and recalculates the total tax due.

This recalculation will reduce the tax due, reduce the

installment amounts and remaining tax to be paid, and will

reduce. the interest to be paid. After each such recalcula-

tion it will be found that prior interest and tax payments

were overpaid and the Service suggests that the estate

'request a refund of those amounts only after all taxes have

been paid.

In addition to this cumbersome "supplemental return"

system which could require up to 15 returns, and the complex

calculations, best made with the aid of a computer, which

must be made for each such return, such a filing and payment

procedure requires estates which have serious liquidity

problems to produce, in the earlier years of deferral, more

tax and interest than would be actually due if all interest

deductions were included in the initial return on an esti-

mated basis.

AAN proposes that Congress provide for the deduction of

interest payments on deferred taxes on an estimated basis on

the initial return of an estate choosing to use 1 6166. The

fixed interest rate proposed in S. 858 would make such
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estimates easier to make. In any event, a provision could

be included which would require the payment of higher inter-

est or tax amounts should the interest rate change or accel-

eration of the tax occur, thereby eliminating part of the

planned interest payments.

This is a serious problem for planning or administering

an estate with the tax deferral option. We believe Congress

should address it so that deferral can be a viable tool in

preventing the liquidation of small businesses at the death

of their owners.

III. Modify Special Use Valuation 1 2032A.

Because the values of their businesses comprise a large

part of their assets, the estates of many nursery owners are

now potential beneficiaries of the special use valuation

provisions of § 2032A, whereby farm land or other land used

in a trade or business is valued for estate tax purposes,

not at its "highest and best use", but for the use for which

it was held by the decedent. This can reduce the taxable

estate and thereby reduce total estate taxes. However, the

special use valuation provision is extraordinarily compli-

cated and often does not apply to an estate which may meet

the "spirit" of the law, but fails to qualify under one of
the many threshhold provisions of the section.

Should the changes supported in Parts II.A. and II.B.

be implemented, the special use valuation provision would be
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needed by far fewer estates. However, there will remain

those estates to which I 2032A valuation could mean the

difference between the destruction of the family business,

or the passing of it to the nursery owner's spouse or

children. AAN believes that some changes must be made to

increase the effectiveness of I 2032A. Unfortunately, it

appears that little can be done to minimize much of the

provision's onerous complexity.

The first critical modification of- § 2032A must be the

elimination of the present $500,000 limit on the reduction

of a decedent's gross estate due to the special valuation.

There should be no ceiling placed upon the amount of value

reduction available as a result of the special use valuation

and AAN supports the provisions in both S. 858 and S. 395

which eliminate the present $500,000 ceiling. It is clear

to us that if a qualified business is in need of a special

use valuation, the present limitation could defeat the

purpose of the statute by limiting the reduction ira the

asset's value.

The second set of needed changes which we support is

also included in both S. 858 and S. 395 and would modify, in

some circumstances, the present requirements of "material

participation" by the decedent or his heirs. Changes in the

participation requirements are proposed for those situations

in which it would be normal for less involvement to exist,

but where it is still reasonable, and desirable, to allow

S.-M 0-81-28



480 ,

I

special use valuation. Under both bills, the material

participation requirement for the decedent need be met only

until the date on which the decedent retired or became

disabled, as defined. A decedent need only meet an "active

management" test if the decedent, a nursery owner's wife,

for example, inherited the property from her husband and the

property had qualified under I 2032A at his death. The same

reduced involvement is provided for the "qualified heir"

requirement if thet heir is a spouse or a minor child.

AAN fully supports these proposed modifications as

reflections of frequently occuring situations where

"material participation" should not be required.

Additional modifications of I 2032A are proposed in

S. 858 and S. 395, which, although adding to the complexity

of the bill, should make qualification and administration of

the section easier for a nursery owner's estate. Among the

changes, AAN notes that the reduction of the recapture

provision from 15 to 10 years, is a good step toward reduc-

ing the overall complexity of I 2032A and its use, and the

modified valuation procedure included in the Bills should

help make the special valuation a much easier and uniform

process.

IV. Miscellaneous Exclusions and Deductions.

In addition to the estate and gift tax modifications

discussed in Parts II and III above, AAN supports several I
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other provisions under consideration by the Subcommittee:

the increase in the annual gift tax exclusion from $3,000 to

$10,000 and the unlimited marital deduction for both estate

and gift taxes.

We believe that the present gift tax exclusion of

$3,000, established in 1943 should be increased as proposed

in S. 395. The real value of the exemption has been greatly

reduced by inflation since its establishment and Congress

should update. that value to compensate. AAN proposes that

the annual exclusion also be indexed to the annual rate of

inflation so that its real value will not be reduced in the

future.

AAN also supports the proposed unlimited estate and

gift tax deduction for marital transfers set out in S. 395.

Such an unlimited deduction would codify the present atti-

tudes of many married couples who regard their assets as

being earned and held together by both spouses. Such a

deduction would also eliminate the estate and gift tax

problems which occur when married couples acquire and hold

property jointly.

V. Conclusions

The American Association of Nurserymen and its members

are convinced of the need for immediate changes in the

present estate and gift tax structure. The most basic

changes must occur in the level of the unified credit, the
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present tax rates, and the structure of the estate tax

deferral provisions. The adoption of changes proposed here

in those areas could reduce the present onerous estate tax

burden on small businesses and allow the nursery grower to

pass on his or her business to other family members without

destructive estate tax impact.

There will be a continued need for the special pro-

visions of 5 2032A. However, the proposals we have discussed

here should better reflect the original intent of Congress in

including the provision.

We urge this Subcommittee to carefully consider the

Bills now before it and act promptly to reduce the present

estate and 4ift tax burden that now so adversely affects this

nation's small businesses.

May 15, 1981

q
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The Kin eota Farm Bureau Federation is a general farm
organiation, with 35,000 member fmlie in 83 organized county
units. We appreciate the opportunity to present written cements
on estate and gift tax laws as Well as on a nmober of legislative
proposals designed to repeal or amend current statutes. We
respectfully request that this statement be incorporated as part
of tAs Subcmttee's hearing record.

raa Bureau has a long Involvement in the federal estate and
gift tax area because of the effect that these taxes have upon
family farms and other family businesses. ]am I1ureau was active
in its support for estate tax relief In the Tax Reform Act of 1976
and the Revenue Act of 1978. The contlnui interest of our
mership, in Minnesota and nationwide, is reflected in the following
policy which was adopted by the voting delegates of the umber State
Farm bureaus at the American Fazu bureau FederatLon's annual meeting
in January 1981:

"We favor a phaseout of the federal estate tax. Untilthis phse-.out is accmplishod, we will continue tosupport lgiltL n to reduce the a of the federalestate tax o the orderly transom of poperty and anemtion for property on which ;,tat* tax has been
pai within 15 years prio to th Ah of the second

"We favor indxiM 3f the federal estate tax to compensatefor inflation.
"We favor recognition of the equal contribution of thespouse to a faing enterprise in estate settlementst
"We belwe both crop share end cash rentga should qualityin dotrining the special use valuation offafmlandunder .Sction 03A of the Int rnal Revenu Service Coda.
"We favor special us*e valuation oa agricultural Land forgift tax purpose similar to the special use valuation ofsuch property for estate tax purposes under Section 2031Aof the natenal Revnue Service Code.
"We1f 'encouriags reasonable and flexible interprtation byt eternal Revnue Service of the 'material partic Ionrequiremets' for the special use valuation of- ,faunder Section 2032A of the Internal Reveoue Service Code.
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"We recomend an mediate increase in the estate tax
exemption to $500 000 and an'increase in the annual gift
tax e clusion to 610,000 per year."

All taxes are painful. In addition, some are unfair in the
financial burden they impose' Among the cruelest and most injust
of all are estate taxes, which annually destroy countless thousands
of farms and family businesses.

In keeping with a basic American tradition, many persons work a
lifetime in such enterprises with the hope of passing them on to

their children. Yet far too often, under present law, the heirs are
forced to sell out just to pay exhorbitant inheritance taxes.

Although specific figures are elusive, there is no question in

our mind that estate taxes have been an important factor in reducing

the number of U.S. farms and in reducing the number of small businesses.

One of Farm Bureau's legislative priorities in the 97th Congress

is repeal of the federal estate tax. We allow, of course, that

estate tax reform in 1976 and 1978 afforded some meaningful relief
from the economic and administrative burdens associated with the
estate tax. However, such reform provided no permanent remedy for
the increasingly heavy taxation of farm estates, major asset of which
is highly inflated land.

As a result of inflation, numerous small and moderate size
estates are today subject to the estate tax. The $47,000 unified
credit adopted in 1976 is no longer of significant benefit to most
farm estates. Looked upon at the time as the answer to estate tax
problems for agriculture, the special use valuation has become such
a hapless victim of the regulatory efforts of the Internal Revenue
Service (IRS) that some estates choose to forego its application..
With regard to material participation requirements and valuation
procedures, they are so restrictive that they nullify a law intended
to benefit farms and other small businesses.
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In terms of revenue to the U.S. Treasury, it has been well
established that estate and gift taxes are one of the smallest
sources. These taxes in 1979 constituted 1.2 percent of all
federal tax revenues for a total of $5.5 billion. We do not argue
but what repeal would mean a loss of revenue. What we do say is that
there are numerous other opportunities to further reduce federal
spending to compensate for this relatively small tax revenue loss.

As to the suggestion by some that estate tax repeal would cause
a tidal wave of nonfarm investors who would find farmland an
attractive investment opportunity, we submit that such would not be
the case. A business in which return on investment historically
has averaged no more than four percent a year, and in which farmers
themselves of necessity must expand their production base to meet
ever-increasing costs, is unlikely to be a boon to nonfarm investors
on the strength of estate tax repeal. The reverse, in fact, is often
the case; the presence of the estate tax has caused many farm heirs
in the past to sell a portion of the estate to pay the estate taxes.

Additionally, we see the estate tax as a disincentive to save,
invest and produce. It is an instrument tailor made for those who
would use tax policy to achieve the redistribution of wealth. So
that profitability in agriculture might be maintained, the size of
farming operations often increases. Since as farmers we cannot pass
our costs to consumers through increased commodity prices, we have
no other alternative but to enlarge upon our production base. To us,
it is fundamentally wrong, under the capitalistic private competitive
enterprise system, to penalize heirs for efforts of decedents to
establish profitable businesses.

As we mentioned at the outset, Farm Bureau is four-square behind
repeal of the estate tax and will strive to accomplish this objective
through the endorsement of S. 404. a bill designed and intended to
eliminate estate and gift taxes.
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Based on member-adopted policy also, Farm Bureau proposes
herein to address provisions contained in other legislation the
Subcommittee has under consideration, via., S. 395, S. 574 and
S. 858--the latter a ensure whose chief author is Minnesota
Senator David Durenbergar. While none of these bills calls for
total repeal of the federal estate tax, they do allow a greater
measure of tax relief for farm families. Therefore,. we lend our
support to them as steps in phasing out the estate tax.

Our major concerns relative to these three (3) bills are
directed to the following areas:

Unified Credit. Rate Reduction

The effects of inflation on the value of farm estates are well
known by the &Subcomitte membership. Asa *Atter. of equity, fa rm
families--faced with spiraling production costs, depressed comodity
prices and rapidly appreciating land values because Of inflation--ara
entitled to an adjustment in the unified credit against estate and
gift taxes and a reduction in tax ratts Specifically, Farm Bureau
supports modification of the unified credit to increase the"equiv-
alent estate tax exemption to no less than $500,000.

Marital Deduction/Family Deduction

The use of an unlimited marital deduction would permit the
transfer of farm property from one spouse to the other without estate
or gift tax liability. Although careful estate planning is essential
to realize maxium benefit for the estates of both spouses, an "
unlimited marital deduction could reduce significantly the amount of
taxes due on the estate of the first decedent. Such reduction In
estate taxes would promote the continuation of family businesses.
What is more, it would recognize the contribution of the surviving
spouse to the farming operation. Likewise, a deduction with respect
to interests passing to qualified heirs of the decedent other than
the spouse is desirable.,



Annual Gift Tax Exclusion

The transfer of farm property by gift is common among farm
families. The making of gift transfers assets from the parent
generation of farmers to the children. This not only reduces the
size of the parents' estate, but promotes continuation of the family
farm as well. Because Inflation, thich had dictated an increase in
the unified estate and Sift tax credit, has caused the present
$3,000 per year/per done* to become obsolete, Farm Bureau supports
an annual gift tax excluion of $10,000 per year/per donee.

Special Use Valuation

On the issue of special use valuation under Section 2032A
of the Internal Revenue service Code, we support the IRS and its
efforts to prevent abuseai in the special use vauation of farm
real estate. We are conoenmed, however, that the restrictive apect
of the proposed definition of material participation may work to
the detriment of many farmark and their heirs. The regulations
should maintain the flexibility needed to reflect the intent of
Congress to encourage the preservation of family farms

The proposed regulations could work to the disadvantage of
farmers in two respects.

Firet, the restrictive definition of materlW participation"
can discourage a decedent -to-be and his or her heir from engaging
a non-f mly farm management specialist or firm to operate the farm,
even though business or family considerations might w errant such

.services. Rmploying a non-family amher could risk losing the farm's
special use valuation.

In the area of special use valuation of farmland also, we support
legislation allowing the use of crop shares s well as cash rentals.
The IR8 definition of gross cash rentals part of proposed regulations
published on July 19, 1978, permitted crop share rentals If no actual
csh rentals of comparable real property were available In the locality,
However, this option was withdram in proposed regulations published
on September 10, 1979.
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As a consequence of the withdrawal, farmers in certain areas
of the country where crop share arranements are prevalent, find
it impossible to take advantage of the special use valuation under
'2032A (o) (7); the only alternative to a more cumbersome valuation
procedure under 2032A. (e) (8).

Since the option to substitute crop share figures for cash
rent figures is essential in sectors whore rental operations are
conducted primarily under crop share arrangements, Farm Bureau
continues to urge the Internal Revenue Service (IRS) to re-examine
its decision to eliminate the use of crop share rentals.

in conclusion, let us emphasize that as far as farm families
are concerned, special u~s valuation benefits can be realized only
if guidelines for methods of valuation and requirements for material
participation are reasonable. To date, however, the Internal
Revenue Service (IRS) has not proposed workable guLdelines.

Therefore, Farm Bureau supports amendments to the Internal
Revenue Service Code, such as those contained in S. 395 and S. 878,
that would set forth realistic requirements to qualify for special
use valuation. In particular, we support provisions that address
the interaction of Social Security benefits and special use valuation.
In addition, we support provisions that would accosinodate questions
of material participation or active management as they affect
individuals such as spouses or minor children who inherit property
from a decedent who qualified for special use valuation.

We coimend the Subcomittee for its consideration of estate and
gift tax laws. Again. Farm Bureau reiterates its comitent to repeal.

Estate tax reform is merely an effort to manage the problem.

Repeal is the solution. -
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Robert Lighthizer

Chief Council,Comm.on Finance

Room 227,Dirksen Senate Office

Washington D.O. 20510

Pear Sirs,

My husband and I farm 850 acres-500 Ari owned by his

parents who farmed for 38 years before retiring.They have

been spending some of those retirement years struggling-

with the problems of estate planning.

As I observe their battle against unfair laws that will

rob them of their land and of the right to pass it on to. their

four ohildren.I cringe at the thought of us going through the

same thing in the future.

It is a sad commentary on our times when families that

have spent a lifetime building a future for their loved ozies

Must in the end give it to the government.

It is sad toofor people to spend the last part of their

lives working with lawyers and devising legal plans,at great

expense,to hold on to what is theirs.

Even more cruel is the "widow's tax".For years audiences

at movies have booed the villain who tries to foreclose on

the mortgage and take the poor old widow's farm-the sad fact

is that the villain turns out to be the U.S. government.

The present estate tax laws are punitive and out of step

with reality.The current value of the farm property that is

allowed to pass taxfree has not kept up with inflation.

The gift tax .eemption hatnOt beei raised in 35 year!i.
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I urge support for Senate Bill 395 which would make dramatic

and needed improvements in the estate tax policies in the nation.

Politicians are always extolling the virtues of the hard-

working American taxpayer, the way our nation has been built

through the efforts of people,like farmerswho spend a lifetime

following all the rules and are loyal to the end.

But the end has come and the hard-working American taxpayer

can't hold on any longer against out-datedunfair laws that

threaten his way of life. Now the politicians need to put their

words to use and work for the people.

Please support legislation to up-date the estate laws-the

time has come for a change.

Sincerely,

Debra Harford

Route 1 ,Mazon, I1.60444
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STATEMENT ON ESTATE AND GIFT TAXATION

TOt SENATE FINANCE SUBCOMMITTEE ON ESTATE AND GIFT TAXATION

FROM: PETER J. OSTROWSKI, JR. ATTORNEY
EUREKA, SOUTH DAKOTA 57437

DATEs May 10, 1981

GENTLEMEN:

I am a practicing attorney in a s8utll rural community
in north central South Dakota. There are approximately 1300 people

in Eureka. We are a farming community. Eig.hty percent of my

practice is devoted to income tax and estate work.

MAIN COMMENT:

The effective estate tax rate of 3:% is not a tax but a

confiscation. This combined with the high rate of income tax is

paralyzing the peaceful and orderly transfer of family farms to

younger generations. Redistribution of wealth is opposed to the

national interest in the area of farming. We must keep livestock,

machinery and land in the families. These people are the only

ones who know how to farm. The skill and experience has been

handed down for generations.

Eureka is a small community of 1300 people. We serve

the farm family with supplies, elevators and a railroad. We

provide a place to retire to for older farm .faifilies',%

The average farm unit is between 800 to 1200 acres. It

usually consists of a small grain and stock-cow operation. There

is some dairy in the area. The main small grain crop is spring

wheat. Oats and barley, along with corn, are mainly feed crops.

* The average net worth of a farm unit is between $350,000

and $500,000.

The predominant nationality of our citizens is German-

Russian. A people who migrated from Germany in the late 1700's

to the Baltic area of Russia. Catherine the Great promised them

land and promised not to interfere with their culture should they

come to Russia, break the sod'and raise food for the country.
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The late 1800's saw a change in Russian leadership, It

wanted to confiscate the lands and enlist the Germans into the

Russian armies. It wanted to send people to Russian schools and

Russianify their culture. They chose to leave Russia for America.

These people came to America in the late 1800's and early

1900's for the same reasons they left Germany for Russia one hundred

years earlier the promise of land ownership and non-interference

with their culture and property.

Now, one hundred years later, I'm sure they have to ask

themselves if things are any different under our present income

and estate tax system than they were in Russia. If these people

want to bring a family member into the farm, their tax advisors

will tell them it is difficult or impossible. Even the initial

cost of machinery and livestock prohibits a member of the younger

generation from starting in farming. His only hope is a low

interest loan from Farmers Home Administration. The economic times

practically prohibit him from doing it on his own, and the income

and estate tax rates effectively prohibit him from taking over

from his father.

It is hard enough to get into farming, make a profit,

have something left after taxes; yet, under present estate tax

law*, it can be impossible to pass this operation to the next

generation. The new special use evaluation status helps, but

have you ever tried to explain to a 70-year old farmer what kind

of rental agreement he must have with his son so that the govern-

ment does not take 320 over exemptions when he dies. He doesn't

understand why he cannot have whatever arrangement he wants with

his son. He is providing food for a nation. Why cannot the nation

leave him alone?

Even if "1 can understand the complexities of 2032A,

and, even if I can explain it so that he can understand it, this

man will probably say he wants none of it.

Thirty years ago land values in our area were $20 to $30
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per acre. A person could own 1000 acres and only be worth 20 to
30 thousand dollars. Machinery was less complicated and less ex-

pensive. The gift and estate tax exemptions were $60,000 each.' A
man could do what he wanted with his property by way of gift or

devise.

The older generation cannot understand why this is not the
same today. Why is the tax so high? It-is scary for a family! who

never considered itself rich, who never indulged in extravagamces,
to be presented with an estate tax worksheet that shows on the death
of the survivor, the family will have to pay $80-$100,000 in estate

taxes.

Most of the estate planning work we do is for farm families

where the father is between 55 and 63. Some of them have a son who
is working into the operation. Many do not. For many, the children
have spread themselves around the country with little or no desire

to return to the Eureka area.

What do we do to plan these estates so to allow the family

to preserve the most property? Mainly, we use marital deduction
formula wills, or make use of the marital deduction gift exemption
to put land in the wife's name so that the wills can exchange

life estates in land with remainder to the children.

Even with these planning tools, it is virtually impossible
to plan the sale or devise of a farm to family members without some
attrition. You have to hope that the parents will live long
enough to be able to give the land or sell it over a long period of
time. The best estate plan seems to be to delay dying as long as
you can. This is true. Most families with longevityave eventually

moved off the farm to town. The eldest son haetgradually worked
himself into the farm either by buying or by a series of gifts, or

a sale for less than full consideration.

The people who are in real trouble with the present tax

is the family who lost the father in an accident or to cancer or
a heart attack in his early years. By early years, I mean in his
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late 40's or early 50's.

In this case, there is probably no will. We have a one-

third/two-third split. If the operation is large, there is not

enough marital deduction. If the operation is smaller, the children

usually deed back their share to the widow. She then owns it all

with a $175,000 credit equivalent. When she'dies, the government

wants 32% of the excess.

In this case, a son usually takes over. He and a young

wife get an operating loan from FHmA or Production Credit Association.

The mother puts the land up for security. If they work hard, get

rain and have some luck, they might make it. In the meantime, if

the widow dies, and they have been paying her cash rent, there is

no special use. The ogvernment takes 32% of the value of property

over $175,000.00.

My point is that this first estate bracket is too high.

It is not a tax, but a confiscation. With the escalation in the

value of land and machinery over the years, the exemption amounts

do nothing to help a farm family work in the younger generation or

pass this property to the younger generation.

I favor the recent proposals that would exempt $600,000

to $700,000 from estate tax. This would sure make it easy. It

would be more like the 1950's and 1960's where the exemptions ex-

ceeded the value of the family farm. But this is not enough.

The increase in exemption must be coupled with a reduction in the

rate of tax. A beginning rate of 32% is too high.

Statistically, the estate tax is not a revenue measure.

I believe it raised only five billion dollars in 1980, five billion

out of a 750 billion federal budget.

Who pays the substantial portion of these estate taxes?

I believe it is those who do not get estate planning. And, who

are those? They are probably the second or third generation immi-

grant family who has normally kept to itself, worked hard and put

their money back into the farm.
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It is not in the national interest to take from these

people the property that they need to produce the nations food.

To date, we have not seen any wholesale confiscations in

our area. But it is only a matter of time; a matter of two to five

years, we will have a widow or widower pass away who has not operated

his property to qualify for special use valuation. The government

will want one-third of his property in excess of $175,000.00.

This confiscation will keep people from lawyers, accountants

and estate planners. Transactions will become very private. Clear

title to real estate will be confused by the family handling these

things privately, by not probating estates.

Just as our population fled Russia when threatened with

land confiscation, so will it clandestinely flee the government

tax reaper today.

It will not do so to commit fraud on the government. It

will do so in order to be able to work their lands and livestock

18 to 20 hours a day, to preserve their farm, to be slaves to the

soil, as the fathers and grandfathers were before.

Something must be done to prevent this.

I see the same trends in the field of agriculture that are

present in areas of American industry. That trend is interference,

overseeing and regulation by the government agencies that prevents

and inhibits human initiative and experimentation, that drive the

creative individuals into other areas of endeavor.

Today, farming is so costly that only those who get govern-

ment aid can get in it or stay in it. The government programs

are tailored to help the young and the marginal farm operation.

The good, efficient operator is at a disadvantage when applying for

drought or disaster loans. The marginal, less experienced farmer

has it easier. What is the result of this? Government programs

are encouraging the less able, and the less able are becoming subject

to close government scrutiny and supervision through the loan

programs. The government becomes their partner.

There seems little difference in this trend in farming
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than the trend in the railroad and auto indutries, where govern-

ent has stepped in and the creative and hardworking people got out.

The present estate and gift Mid income tax situation,

relative to the establishment, maintenance and devolution of the

family farm, further insures that the most efficient and dedicated

will be prevented from passing the tools and implement@ of production

to the younger generation. Something must be done to change this.

Any consideration you may give to the comments in this

.grass-roots statement will be greatly appreciated.
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DutzNtBxRo, McKlmLEYT & FOLKits
AiommUI AT LAw

A.0. D X am urasrugso uwa
Karra A. MdClr OsE, IowA M& COn mSAJam" 3. Poba--s 0040 , s
BRA .Mcz% April 15, 1981

Robert E. Lighthizer
Chief Counsel
Com ittee on Finance
Room 2227
Dirksen Senate Office Building
Washington, D.C. 20510,

RE: Final regulations under Code Section 2032A

Dear Mr. Lighthizer:

As a practicing attorney I amn deeply concerned by the final regula-tions adopted with regard to Section 2032A I.R.C. It was our under-standing at the time that "special use valuation" was intended as anaid to the preservation of the concept of the "family farm". Successiveinterpretations of the law by poorly informed Internal Revenue Servicepersonnel have stripped the law of much of its benefit.
I make specific reference to the new concept of "qualified use". Byinstituting the artificial "economic risk" (which by the way has nofoundation in the law as passed by Congress) and by further requiring,again without legislative basis, that this test be met in five out ofeight years they have virtually emasculated the law as far as the typi-cal Iowa farm family is concerned.
In setting up the "economic risk" test the IRS has also knowingly orunknowingly created a Catch 22. They are requiring that income figureson comparable land must be taken from cash rent situations and they willno longer accept crop-share rental data. With all of the farmers havingto turn to crop-share rental agreements there will soon be no cash rentalinformation left from which to provide the data now required in the spe-cial use valuation formula.

If I were asked to give a short interpretation of the IRS regulationsregarding special use value I would be reminded of the story of theblack man who went into the polling place in Alabama back in the dayswhen the literacy test was still a requirement to vote. He was handeda sheet of paper written entirely in Chinese and asked if he could readit. He replied that of course he could read it and said "it says thatblack people don't vote in Alabama. " Paraphrasing this gentleman Iwould say, "there ain't no sucl animal as special use value.".

Sincerely,
KAH:sg LB McKINLEY & FOLKERScc: Mr. Orville W. Sloethe By: -

Prfessor Neil Harl
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ATTORNEY AT LAW
123 NORTH THIRD STREET

LAURENS, IOWA 50554
(712) 845-2681

April 14, 1981

Mr. Robert Z. Lighthizer
Chief Counsel, Comittee on Finance
Room 2227
Dirkeen Senate Office Bldg.
WashinSton, DC 20510

RE: Code Section 2032A

Dear Mr. Lighthiser:

This letter is written in the hope that at some point in time something
beneficial viii be done for the family farm business.

I presently am assisting a family in the probate of an estate in northwest
Iowa. The father passed away in March of 1979. Be passed away owing approxi-
mately 200 acres of real estate-farmland in- northwest Iowa. Re had retired
approximately 10 years before and had been cash renting the farm to his son. It
was doe* under a written farm cash lease.

fhen dad died, he left part of the farm to his surviving spouse in a life
estate and part of it to her outright utilizing the usual marital deduction fea-
tures and attempting to exclude half of the property from taxation twice by
utilization of the life estate.

A family meeting was held at which the pros and cons were discussed of
electing to value the farmland under the special use formula-rent minus taxes
divided by Federal Land Bank rates. That is, the average five-year cash rental
in the commaity minus the average taxes for a five year period divided the
Federal Laud Bank interest in effect during the year of death. It we explained
to the family that the election of special use valuation would lower their
tacome tax cost basis in the farm. In this instance, there is one so and two
daughters and in all probability, the soe will purchase his sisters' shwes in
the farm after m has passed away.

By electing to value the farm under the special use formula, it went into
the estate at approximately $714 per acre. Current fair market value would have
put it into the estate at approximately $2,200 per acre. The net result for the
widow by electing special use is a tax savings of approximately $22,000. In
this instance, the kids decided to help m and worry about their tax conse-
quences later. There is very little cash in this particular estate.
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In December of 1979, the estate ta* return was filed and all heirs elected
special use valuation. An early audit was requested. In June 1980, 1 was noti-
fied that the estate was going to be audited.

The audit went well until September of "1980' when temporary or proposed
regulations wre issued by the Internal Revenue Service with respect to
interpretation of Section 2032A as it dealt with the matter of cash rent among
family members. All seminars that I had attended prior to the issuance of those
proposed regulations had generally followed an interpretation that cash rent
among family members was of no consequence because of the technical language of
the law required that the land or the asset in question had to be utilized by
the decedent or a member of his family. There appeared to be no question that
rental between strangers would have to be on a crop-share basis to involve
material participation 'but that within the. family a cash rent arrangement would
certainly be appropriate because of a family member utilizing the asset.

The regulations, as I'm sure you are aware, issued in September of 1980
reversed all of that thinking and all of the planning that I'm sure has been
accomplished for many many farm families in the country. In any event, the
regulations issued in September of 1980, have turned my family situation into a
turmoil creating a considerable amount of strain and difficulty on the family
members as to how to handle a $22,000 federal estate tax bill if, if fact, the
regulations are made permanent.

I trust that this matter has already seen litigation over the interpreta-
tion. I for one am totally amazed that any arrangement between father and son
would be subject to scrutiny as long as its arms length. That is, I can't see
how a cash rent arrangement between father and son is questionable when the
language in the statute indicates that as long as the asset, here a farm, is
utilized by the decedent or a member of the family.

The intent of Congress seems clear to me that it was trying to help the
family farm only to have the "interpretative authority of the Internal Revenue
Service" to have its intentions thwarted through arbitrary regulations.

I1 tr-ut that this matter will be discussed at the hearings on April 27. 1
also trust that you will receive thousands of letters like mine protesting the
particular aspect of the regulations regarding Section 2032A.

One last note: I believe that if the Internal Revenue Service auditors
themselves were asked their opinion with respect to the regulations,, the chief
administrators at the policy setting level would be amazed. My experience 'in
the field has been that most auditors--off the record-are against the
regulation and feel that it does impose a burden that they don't really want to
enforce.

I will obviously be looking forward to seeing the results of the hearings
on the 27th especially as they pertain to the matters set forth in this letter.

Sincerely,

William M. Alexander

WMA:nbh
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MELTON & GRAGSON
ATTORNEYS AT LAW

o@7ft T MAr -6• P. o. SON "4

GREENWOOD, MISSISSIPPI 38930

PLOPYD K. NETON it
KPmW A. ORASSON

may 4, 1981

Robert E. Lighthizer
Chief counsel, Oommittee on Finance
Room 2227
Dirkoen Senate Office Bldg.
Washington, D.C. 20510

Re: Final Regulations under Oode S2032A

Dear mr. Ligthizer:

I am writing to you to exress my concern to the Senate Finance
Sub-omittee on Oversight of the Internal Revnue Service regarding the
final regulation at S20.2032A-3(b)(1) under Code S2032A of the Internal
Revenue Code. Part of this regulation interprets the term "qualified use"
as med in the statute at S2032A(b)(2) and this regulation states in part
that "all specially valued operty must be used in a trade or business....
The mere passive rental of property will not qualify. 7he decedent must
own an equity interest in the fam operations. The Internal Revenu Service
in its application of this regulation has taken the position that an estate
does not qualify for the election under S2032A where the decedent was
"passively" renting the property to a qualified heir at the date of death.
The Revenue Service has in sdstance stated that the decedent must be "at
risk" in the farming operation at the date of death. Aparently the
Internal avenue Service has relied on excerpts frm the legislative history
for S2032A found in the committee Report on S2032A for its interpretation of
these regulations; however, qpon examination of the Committee Report, it
appears that the regulations take the statements in the legislative history
out of oontext since the legislative history states wthe mre passive rental
of property will not qualify. However, where a related party leases the
property and conducts farming or other business activities on the property,
the fal property may qualify for special we valuation. For example, if
A the decedent owned real zoperty which he leased for wee as a farm to the
ABC partnership in which he and his sons B and C each had a ow- third
interest in profits and capital, the real property oould qualify for special
use valuation. However, if the property is used in a trade or business in
which neither the decedent nor a member of his family materially
participates, the 1z rty would-t qualify".
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It Is interesting to note that prior to the issuance of these finalregulations, the Internal Revenue Service issued letter ruling 8014022,[acer 27, 1979, which sets forth facts wherein nor-finily neiers hadrented.the decedent's farm land for the year Imeisately preceeding thedecedent's death and the ruling determined that the property w- umed for aqualified we at the decedent's date of death, where property had been cmedby the decedent or a faily member and was used in a farming operation inwhich a family member materially participated for periods agregating fiveof the last eight years ending on the decedent's date of death.

Our office is currently representing or associated with five estates beingaudited by the Internal Revenue Service and the decedent in each of theseestates had been cmsh renting to a "qualified heir' family em ker at thedate of death due to sae infirmity of old age or other health problem andthe special use vmluation election under S2032A ws made on each estate taxreturn filed for these estates. The Internal Revenue Service has maintainedthe position in the audit of each estate that the estate does not qualifyfor the election where the decedent ws "passively" renting the property toa qualified heir at the date of death based o the authority of theregulations at S20.2032A-3(b)(1), although the Service admits that the"material participation" test under the statute has. been met. Thuapparently the decedent would have to be driving the farm tractor on thedate of death to qualify under the regulations imposed by the InternalRevenue Service. I believe that (bgess intended that passive rental to arelative would qualify the estate for S2032A Valuation as long as the otherconditions of that section ae met. I have recently received a copy of theBill H.R. 2783 introduced by Ongressman Bedell of Iowa which addresses thisproblem and would clarify congress' intent that nothing in S2032A shall beconstrued to prevt otherwise qualified real property from being treated asqualified real property by reason of the rental of such property by .hedecedent to a member of the decedent's family. 7he Internal RevenueService's restrictive interpretation of S2032A severely limits the benefitsintended under this statute fxor the fmily farm operation since it is a veryccmon practice in this area for fiam when they retire or have health
problems to cash rent the family farm to their children.
I am writing the Mississippi muibers of congress to make them amre of thisproblem and to encourage their sport of legislation which would reinterateomgress' intent concerning this aspect of S2032&. I appreciate theopportunity to express this oument to the Senate Finance SBb-Oomittee.

Sincerely,

KAG:gf

4
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THYSELL, GJEVRE, MCLARNAN. HANNAHER,
VAA & SKArVOLD
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ALDEN H. GuIVIE FIT NATIONAL LANK BUILDING A WLESVIYI. MINSOTA
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Pox 371
T&WO .AANAN May 8, 1981 Barnesville, MN 56514

Mr. Robert E. Lighthizer, Esq.
Chief Counsel
Committee on Finance
Room 2227 - Dirksen Senate Office Bldg.
Washington, D.C. 20510

Dear Mr. Lighthizer:

I am writing to express my formal opposition to
proposed IRS regulations under Sections 482 and 483
which would, basically, impute interest on loans between
commonly controlled trades or businesses at a rate of
twelve percent and would impute unstated interest in other
transactions at a rate of nine or ten percent.

I practice law in a rural law office in Barnesville,
Minnesota, a community of approximately 2,300 people. A
substantial portion of my real estate business revolves
around farmland and a good portion of that revolves
Pound transactions between family members.

In recent years, of course, farmland has increased
substantially in value, usually through no fault of the
small family farmer. The vast majority of these people
have no desire to sell their property to outsiders, but
to continually transfer it to relatives, in most cases,
children. Of course, the estate and gift tax problems
have been reduced somewhat in recent years, however, these
benefits do not generally extend to parties who wish to
sell their farmland to relatives.

In a good faith effort to reflect legitimate values
on these sales, the sellers have been receiving higher and
higher prices per acre over the last few years, and thus
incurring substantial capital gain tax liabilities. Because
of extensive audit pressures over the last few years (which
I presume have been triggered by increased land values)
these good faith efforts are necessary. We must reflect the

8448= 0-81-29
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true value in our sales or an audit will trigger bu.brcantial
gift tax liability in many cases.

Now these proposed regulations bring about additional
tax liabilities. Not only in these sales must we be sure to
reflect the accurate value of the land, and therefore incur
unexpected capital gain responsibilities, we must now also
charge at least 11 because if we do not, 120 will be imputed
by the IRS.

This makes no sense. In many of these cases the annual
payments made on these contracts are somewhat small and
investment of the proceeds would yield a rate of five or
iix percent, similar to passbook savings. Why require the
taxpayer to charge such a high rate from a family member
when they could not collect that rate from a commercial bank
or savings and loan through passbook savings?

When counselling clients, it is difficult enough trying
to explain the estate and gift tax consequences of certain
actions. These acts of Congress are very difficult to
explain. These farmers have owned their farms for many,
many years, in many cases barely making a living, and now
they are told that because the property is so valuable
they must sell it for an exorbitant price to their loved
ones or face gift tax possibilities, and that they must
charge at least 11% or face additional ordinary income tax
liabilities.

I note that these written comments to you are to be
not more than 25 double-spaced pages in length, and I feel
that I could go on for that long reciting examples of how
ridiculous these proposals actually are. However, I
also note that the comments are due no later than May 11,
1981 and therefore, I must get this in the mail right
away.

Thank you for your consideration

bh~el J. Ha hr
IMY/ss
cc: Honorable Arlan Stangeland

Honorable Rudy Boschwitz
Honorable David Durenberger

4
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Mr. Robert E. Lighthizer
Chief Codnsel
Committee on Finance
Room 2227
Dirksen Senate Office Building
Washington, D.C. 20510

Re: Comments on Proposed Final Regulations §2032A

Dear Mr. Lighthizer:

Pursuant to several public announcements requesting
comments from the public concerning the proposed final
regulations under 12032A, I respectfully submit my comments
concerning these regulations. My comments will be addressed
solely to the issue of whether the Treasury Department's
definition of "qualified use" correctly implements the law
when applied to cash leases by the decedent to family members.

In the official publication entitled "II. Current Use
Valuation (Section 2032A), A. Legislative History and
Background," it is correctly stated that:

althoughh the Code requries that the property be used
in a trade or business, it does not indicate who must
be engaged in that trade or business. The Treasury
Regulations (20.2032A-3(b)] interpret the trade or
business requirement to nean that the decedent-owner
(rather than the family member that materially participates
in the operation of the trade or business) must be
engaged in the trade or business.

It is noted in the official explanation that the Treasury's
interpretation is supported by statements in the legislative
history that special use valuation was not intended for a
use that was a "mere passive rental."
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I. WHETHER THE TREASURY'S INTERPRETATION IS CONSISTENT
WITH THE STATUTE?

Section 2032A(b)(1) provides:

IN GENERAL. -- For purposes of this section, the term
"qualified real property" means real property located
in the United States which was acquired from or passed
from the decedent to a qualified heir of the decedent
and which, on the date of the decedent's death, was
being used for a qualified use, but only if --

... during the 8-year period ending on the date of
the decedent's death there have been periods
aggregating 5 years or more during which --

(i) such real property was owned by the
decedent or a member of the decedent's family
and used for a qualified use, and

(ii) there was material participation by the
decedent or a member of the decedent's family
in the operation of the farm or other busines,
and ....

Section 2032A(b)(2) defines "qualified use" as follows:

QUALIFIED USE. -- For purposes of this section, the
term "qualified use" means the devotion of the property
to any of the following:

(A) use as a farm for farming purposes, or

(B) use in a trade or business other than the
trade or business of farming ...

The statutory language does not clearly specify who
must use the real property for a qualified use; however, an
examination of the statute as a whole indicates that the
decedent or a member of decedent's family must use the real
property Tn a qualified use. This conclusion is more probable
than the interpretation advanced by the Treasury Department
in the regulations. For example, 12032A(b)(1)(C) provides:
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(C) during the 8-year period ending on the date of the
decedent's death there have been periods aggregating 5
years or more during which --

(i) such real property was owned by the decedent
or a member of the decedent a - and used for
a-qualified use,and

(ii) there wos material participation by the
decedent or a member of the decedent's family in
the operation of the farm or other business,
and .... (emphasis added).

This language requires the real property to be owned by the
decedent or a member of decedent's family and used for a
qualified use for 5 of the 8 years immediately preceding the
decedent's death. I submit that this language permits the
reasonable interpretation that the subject land could have
been owned by a member of decedent's family and farmed by a
member of decedent's family for a part of the requisite
period and still qualify for special use valuation.

Second, the statute clearly permits a member of the
decedent's family to be the material participant; this
aspect of the statute must necessarily contemplate that the
member of decedent's family who is also the material participant
may also be the only person who actively participates in the
trade or business.

The Treasury's interpretation as embodied in the Regulations,
*20.2032A-3(b), confuses two separate points, namely:

(i) that the land must be used in an active trade or
business; and

(ii) that this active trade or business must be conducted
by decedent or by a member of decedent's family.

The active component of the trade or business requirement is
a justified and proper interpretation by the Treasury and is
supported by the statute and the legislative history.
However, the requirement that the decedent must be engaged
in an active trade or business is contrary to the entire
statutory scheme.
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I would, therefore, conclude that the language in the
statute does not support the Treasury's interpretation that
the decedent must be engaged in an active trade or business;
in fact, the statute is subject to a more compelling interpretation
to the contrary.

II. WHETHER THE TREASURY'S INTERPRETATION IS SUPPORTED
BY THE LEGISLATIVE HISTORY?

The Treasury has justified its interpretation based
upon legislative history, more specifically upon H.R. Rep.
No. 94-1380 (94th Cong., 2d Sees.) p. 23. However, a careful
examination of the language relied on by the Treasury justifies
the opposite conclusion; for example:

"Qualifying real property. -- Real property may qualify
for special use valuation if it is located in the
United States and if it is devoted to either (1) use as
a farm for farming purposes, or (2) use in a trade or
business other than farming. In the case of either of
these qualifying uses, your committee intends that
there must be a trade or business use. The mere passive
rental of property will not qualify. However, where a
related art leases the property and conducts arn-
or other--sness actITes on the- the real

iy for speceil-evauation. For
example, -- ownee al property which
he leased for use as a farm to the ABC partnership in
which he and his sons B and C had a one-third interest
in profits and capital, the real property could qualify
for. special use valuation. However, if the property is
used in a trade or business in which neither the decedent
nor a member of his family materially participates, the
property would not qualify. (Emphasis added)w

Clearly this language contemplates that the decedent or a
member of decedent's family may use the property in a trade
or business. The Treasury's insistence in requiring that
only the decedent must be engaged in a trade or business is
not consistent with the legislative history. The above
quoted language is echoed in the Joint Committee Explanation.
See, e.g., Joint Committee Explanation, 1976-3 C.B. 548,550.

III. CONCLUSION.

Based upon the foregoing analysis, I respectfully
submit that the Treasury's interpretation on the active
trade or business requirement is not supported by the
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statutory language nor by the legislative history. It is
obvious that the Treasury has magnified a sentence taken out
of context from the legislative history to justify its
distorted interpretation of the statute. The legislative
history more clearly indicates that the decedent-owner or a
family member that materially participates in the operation
of the trade or business must be engaged in the trade or
business. A contrary interpretation would make certain
activities permitted by the statute (material participation
by a family member instead of the decedent) superfluous.

I would also state that the regulation, 120.2032A-3(b),
as presently drawn is confusing and ambiguous. Even if the
Treasury's position is sustained, it would be helpful if
that position could be more clearly presented. It is unclear
what the regulation attempts to focus upon, since it contains
so many unrelated statements.

I trust the foregoing comments will be helpful to the
Senate Finance Committee's Subcommittee on Oversight of the
Internal Revenue Service in correcting the distorted and
burdensome interpretation of Section 2032A. I feel that the
position advanced in this letter is more consistent with the
statute, the legislative history and with the overall
spirit of the subject legislation; I hope my comments have
persuaded the committee to take corrective action.

truly yours,

AJW:A7013 :djc t .Wd
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SuDmacy of Family Enterprise

Estate and Gift Tax Equity and Reduction Act

The Family Znterprise Zstate and Gift Tax Equity andReduction Act would sake significant changes In the estate andgift tax rules. in general# these changes would reduce theFederal estate and gift tax burdens and would make It mucheasier for a farm or small business to be transferred from theowner to other members of his family.

Theabill would reduce the estate and gift tax rates verycubstantLally over a three-year period beginning in 1981. Theserates currently range from 18 percent to 70 percent. Under the)ile the rates would range from 8 percent to 50 percent in1981, from 7 percent to 40 percent in 1982, and from 5 percent
to 30 percent in 1983 and thereafter.

The bill also increases the unified credit againstestate and gift taxes from $47,000 to $61,875 over a fout-yearperiod beginning in 1982. This means that an estate would incurno estate tax liability if the taxable estate (including priortaxable gifts) was no more than $300,000 in 1982, $400,000 in1983, $500,000 in 1984, and $600,000 in 1985 and thereafter.*

Under the bill, all of the present dollar and percentagelimitations on the gift tax and estate tax marital deductions.iould be repealed, and the marital deduction would be allowed onan elective basis for certain gifts or bequests of a life estateor other terminable Interest (but, in such cases, the propertywould be included in the surviving spouse's estate). Inaddition, the annual $3,000 per donee gift tax exclusion would
be increased to $10,000.

The bill woulf"i make a number of changes in theprovisions aTlowinq special use valuation of real property used
in fearing or other closely held businesses. Among the mostsignificant of these changes are the repeal of the $500,000Liraitation on the reduction in value due to special useva.uation, expansion of the provision to cover woodlands, andrevisions in the rules for valuing eligible property. The billalso would revise a number of statutory provisions anda.-ministrative interpretations which have resulted in theu'iavaiLability of special use valuation In a number of
s ktuations.

T.he bill would add to the tax law a new specialvaluation provision for Lnto.rst3 in closely held I-usinesses.'Tr t'ais r:.iw -)rov/iion, the e:z.*!cutnr of an estate ccu. eloct
to value an i.tecest ".r . closel,, ielf. !;uniness at 30 percent ofLt.j air ." -aet .valu.. If .4o.eentfs hnirs dispose of thoir
i n 1 --6e usini0s or it is mecged into a Ai,!ely held3:o:., "it!-in 10 7ears *ftir the -!ecedent's death, the benefits
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of this special valuation would be recaptured. This provision
would not be available to an estate it real property used in the
business is valued under the provisions allowing special use
valuation of real property used in farming or other closely held
businesses.

The tax law currently contains provisions allowing an
extended period of time to pay estate taxes and favorable income
tax treatment of stock redemptions to pay estate taxes where a
large portion of the estate consists of an interest in a closely
held business. The bill would coordinate, liberalize and
.simplify these provisions. It would also make it easier for
control of a closely held business to be transferred from one
generation "4o another by liberalizing the rules governing when
the proceeds of itock redemptions are entitled to capital gains
treatment (rather than dividend treatment) and by allowing a
closely held corporation to accumulate funds during the lifetime
of a shareholder (without application of the accumulated
earnings tax) for the purpose of redeeming stock from the
shareholder's estate (rather then being forced to accumulate
funds only after the shareholder's death).

The bill would make several other changes to simplify
the administration of the estate and gift tax laws and provide
more certainty for taxpayers. For example, gifts made within
three years of death are valued as of the date of the gift for
estate tax purposes rather than as of the date of the decedent's
death. Also# gifts made within three years of death which were
not taxable when made by reason of the annual per donee
exclusion and the rule allowing one half of the gift to be
treated as made by the donor's spouse would not be included in
the decedent's estate. Another provision would allow the value
of a gift to be determined (even though it would not normally be
taxable by reason of the unified credit) by allowing the
taxpayer to forgo the immediate use of the unified credit and
pay gift taxes. (This rule would assure that a reevaluation of
the gift after the donor's death could not affect the estate tax
liability of his estate.) Finally, the bill would recognize the
effectiveness of a disclaimer which meets the standards of the
-tax law even if State law does not treat it as a disclaimer.
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Analysis of U.R.

VFaaily EnterprLse Estate and

gift Tax Equity and Reduction Act"

. Zn General

This bill would make major changes in theFederal estate and gift tax rules. These changes are
designed to lover the burden of these taxes and make it
easier for farmers and smaUj businessmen to transfer
family farms and other businesses to their families
(rather than breaking up the farms or businesses to pay
estate taxes).

II. Reductions in Rates and Increases in Unified Credit

Under present law, the tax rates applicable to
taxable gifts and estates under the unified tax ratesrange from 18 percent of the first $10,000 of taxabletransfers to 70 percent of the amount over $5,000,000.

Also, under present law# the unified credit
(which reduces liability for estate and gift taxes) is$47,000 for estates of decedents dying in 1981 and
thereafter. This means that if a decedent leaves a
taxable estate which, coupled with prior taxable gifts,
exceeds approximately $175,000, the estate Oill incur
an estate tax liability. Also, any estate with gross
assets in excess of $175,000 would be required to file
a Federal estate tax return.

Problem The inflation of the last several
years has resulted in an increasing number of estates#
many of them consisting largely of small businesses,
being subject to estate taxes. Also, these taxes have
become an increasing burden on estates because many
estates have been pushed into higher estate tax
brackets. The high marginal rates of these taxes have
also served as a disincentive to savings (and
accumulation of wealth) and have placed an undue
premium on sophisticated estate planning.

Solution The bill provides for anacross-the-board reduction in rates. The rate schedule
for 1981 will range from 8 percent on the first $25,000to 50 percent on amounts in excess of $5,000,000. The
bill provides further reductions in rates in 1982 and
1983. Under the proposed new rate schedules, rates
would range from 7 percent to 40 percent in 1982 and
from 5 percent to 30 percent in 1983 and thereafter.
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The bill almo increases the unified credit to
$61,875 over a period of four years. Under this
phase-in, there will be no tax liability if the taxable
estate is less than $175,000 for decedents dying in
1961, $300#000 for decedents dying in 1982, $400,000
for decedents dying in 1983t $500,000 for decedents
dying in 1984, and $600,000 for decedents dying in 1985
and thereafter. Similarly, if the gross estate of a
decedent dying in 1982 does not exceed $300,000, no
estate tax return would have to be filed. This
$300,000 amount is increased to $400,000 for 1983,
$5W0,000 for 1984, and $600,000 for 1985 and
thereafter.

tKt, Unlimited Marital Deduction

Under present law, an unlimited gift tax
marital deduction is allowed for transfers between
spouses for the first $100,000 of gifts. Thereafte .d
deduction is allowed for 50 percent of the interspousal
lifetime transfers in excess of $200,000.

In addition, an estate tax marital deduction
equal to the greater of $250,000 or one half of the
decedent's adjusted gross estate is allowed for the
value of property passing from a decedent to the
surviving spouse. This amount is adjusted by the
excess of the amount of unlimited marital gift tax
deduction over one half of the lifetime gifts to the
surviving spouse.

1. Problem The present rules relating to
the inclusio-n-oTJointly owned property in the estate
of the first to die often create hardships for the
survivor, particularly where the survivor is the
decedent's spouse. This is especially true where
contributions of property or services have been made by
the surviving spouse to a business enterprise which is
treated as owned by the decedent for estate tax
purposes.

Solution The bill provides an unlimited
marital deduction for both gift and estate tax
purposes.

2. Problem Under present law, a gift or
transfer at death does not qualify for the marital
deduction if the spouse receives only a life estate or
other terminable interest. Thus, an individual cannot
obtain a marital deduction with respect to property in
which his spouse receives only a life estate (or other
interest which terminates on the death of the spouse).
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To obtain a marital deduction for property left in
trust, the spouse ordinarily must receive a general
power of appointment (i.e., a poer to transfer the
property to anyone) in addition to the. spouse's
lifetime interest. These rules present a problem in
certain cases, such as situations where both spouses
have children from previous marriages. In such cases,
one spouse frequently wishes to provide for the other
during the surviving spouse's Ilfetme but does not
wish to give the surviving spouse a general power of
appointment over the property.

Solution The bill allows the executor of
an estate or the &bnor of a gift to elect the marital
deduction with respect to any interest in property (or
portion Of an interest) in which the spouse is given a
terminable interest. If such an election is made,
however, the property will be included in the spouse's
estate upon death to the same extent as if such spouse
had a general power of appointment.

These new marital deduction provisions are
elective because, in many situations, making these
provisions mandatory would result in all property in
the decedent's estate being subject to the marital
deduction and then all being included in the surviving
spouse's estate -- thus preventing the spouses from
obtaining the advantages of estate-splitting (as they
can do under present law).

IV. Increase in Annual Gift Tax Exclusion

Under present law, an annual exclusion of
$3,000 per donee is allowed with respect to gifts of
present interests in property (Code sec. 2503(b)).

The annual exclusion has been $3,000 since
January 1, 1943.

A gift made by a husband or wife may, with the
consent of both, be treated for gift tax purposes as
made one half by each. The full annual exclusion is
allowed with respect to each spouse's one-half share of
gifts of present interests in property. Thus, if both
spouses consent, a married donor may make up to $6,000
in excludable transfers to a donee during a calendar
year.

Problem The annual exclusion is intended to
eliminategifts of relatively small value from the gift
tax system -- in large part to eliminate administrative
and record-keeping concerns of reporting numerous small
gifts and to cover such items as wedding and Christmas

'I
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gifts of relatively small amounts.

The $3,000 amount was adequate to eliminate
most mall gifts in 19431 however, inflation' has
greatly eroded the purchasing power of $3,000 since
1943. Consequentlyr many gifts of relatively mall
amounts are now subject to the gift tax.

Solution The bill increases the gift tax
annual exclusion to $10,000 per donee.

V. lhi*ovements to Special Valuation Provision

Present law allows farms -to be valued for
estate tax purposes on the basis of the use of the land
for farming purposes rather than its *highest and best"
use as would otherwise be required under the estate tax
law. Real property used in a closely held family
business can also qualify for special use valuatLone
There are a variety of qualifications and restrictions
on the special use valuation provision -- a number of
which have been interpreted by the IRS in ways which
make the provision unavailable to many farm estates.
These problems are discussed below.

A. Material Participation Requirement

In order to qualify for special use
valuation, the decedent or a member of his family
must have *materially participatedO in the
operation of the farm or other small business
during at least five out of the eight years prior
to death.

1. Problem When a person reaches
retirement age, it often can be nearly impossible
to meet the material participation requirement and
still be eligible for social security retirement
benefits. Meeting the material participation
requirement also becomes a problem for a person who
becomes disabled.

Solution Real property can qualify
for special use valuation if the decedent met the
material participation test during five out of the
eight years prior to the time he became eligible
for social security benefits or became disabled.

2. Problem If a spouse inherits a farm
or other property which qualified for special use
valuation, she may have difficulty, either because
of her experience or health, in meeting the
material participation test in order to have the
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property qualify for special valuation on herdeath. And, for any of a variety of reasons9 there -may be no member of the family available to operate'the far for her.

Solution if property which qualified
for special use valuatLon passes to a survivingspouse, the spouse need only be involved in the"active management* of the far or other property.Active management requires only the making ofsignificant management decisions rather than the4 management and participation in the daily
operations of the farm or other business.

3. Problem In the case of woodlands, itis extremel dif'fTicult under present law for theowner to meet the material participation test priorto death because most privately owned timberoperations do not require day-to-day managementdecisions and material participation by the owner.

Solution Woodlands can qualify forspecial valuation if the decedent or a member ofhis family has actively managed the property --rather than having to meet the material
participation requirement with respect to the
woodlands.

S. Other Restrictions on Eligibility

1. Problem The regulations providethat, even if the 'material participation"
requirement is satisfied, the decedent must have anequity interest in the farming business conductedon the farm. Thus, if a decedent rents a farm tohis child for a cash rental (or allows him to useit rent free), the property would not qualify for
special use valuation.

Solution The bill would eliminatethis equity interest rule. (On April 27, 1981,Treasury announced that it would issue proposedregulations under which this equity interest rule
would be eliminated. Thus the property couldqualify as "used as a farm for farming purposes" ifeither the decedent or a member of the family usedthe property for farming purposes. These newregulations would be retroactive.)

2. Problem If real property
which otherwise qualifies for special use valuation
passes to a trust for the benefit of members of the
decedent's family, the IRS takes the position that
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the property is not eligible unless a member of the
decedent's family has a 'present interest" in the
trust - defined as the right to revoke the trust
or to receive all (or a spaified portion of) the
periodic income.

Solution The bill provides that if
real property passes from the decedent to a trust
all the beneficiaries of which are members of the
decedent's family, the property shall be treated as
passing to a qualified heir (i.e., a member of the

4 decedent's family) even if no beneficiary of the
trust has a "present interest" in the trust. - (On
April 27, 1981, Treasury announced that it would
issue proposed regulations under which property
passing to a trust in which all of the
beneficiaries were members of the decedent's family
would be treated as passing to a qualified heir.
This elimination of the present interest rule.iw
the regulations would be retroactive.)

3. Problem In some states (particularly
Illinois), title to land is often held in a trust
(such as an Illinois land trust) to facilitate
transfer of title. The beneficial owner of the
land is the beneficiary of the trust. In other
situations land is held in revocable or irrevocable
trusts for other reasons (such as facilitating
transfer at death). Since the beneficiary's
interest in a trust is normally regarded as
personal property under State law, property which
would otherwise be treated as qualifying real
property might be ineligible for special use
valuation.

Solution The bill provides that if
real property is held by a trust in which the
decedent has an interest, the special use valuation
rules are to be applied as if the decedent owned
his proportionate interest in the real property in
the trust and as if the interest were real
property.

4. Problem If a decedent who owned a
remainder interest in otherwise qualified real
property predeceases the life tenant, the IRS takes
the position that his estate cannot qualify for
special use valuation because the decedent did not
have a present interest in the real property. The
IRS takes this position even if the decedent
himself (or a member of his family) was materially
participating in farming activities on the real
property.
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Solution The bill explicitly
provides that We fact that the decedent does not
have a present interest in real property shall not
prevent the property from being treated as
qualified real property.

a

5. Problem To be eligible for special
use valuation, real property must pass to a
qualified heir (i.e., a member of the decedent's
family). Under present law, members of the
decedent's family do not include members of the
family of the decedent's spouse. Consequently,
relatives of the decedent's spouse, such as a child
by a previous marriage or a brother, are not
qualified heirs.

Solution The bill expands the
definitionof member of the decedent's family to
include members of the family of the decedent's
spouse to the same extent as members of the
decedent's family.

6. Problem For the executor of an
estate to Si eligible to elect special use
valuation, each person who has an interest in
property (whether or not in possession) for which
an election is made is required to sign an
agreement consenting to the application of the
recapture provisions.

The IRS takes the position that if a
minor or other person under a legal disability has
an interest in the property, his consent must be
made by a legal guardian and cannot be made by that
person's parent (unless the parent has been
appointed a guardian). The reason for this
position is that the IRS is concerned that
liability for the recapture tax could be avoided if
the agreement were disaffirmed by the minor or
other person when his legal disability ceases.

Solution The bill permits the
natural parent of a minor or other person under a
legal disability to sign the agreement for theminor (without requiring a guardianship proceeding)
and provides that the agreement binds the minor or
other person even if the person would otherwise
have a right to disaffirm the agreement under State
law. The bill also would permit the trustee of a
trust holding property for the benefit of a person
under a legal disability to sign the agreement and
bind such person.
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7. Problem If the decedent acquired
property by reason of a tax-free exchange within
the five years before his death, the property
cannot qualify for special use valuation under
present law.

Solution The bill permits property
acquired by reason of a tax-free exchange or
through replacement of involuntarily converted
property to qualify for special use valuation if
the property exchanged (and the property received)
were used for a qualifying use.

C. Valuation Formula

Once property qualifies for special use
valuation, the easiest and most beneficial way to
value the property under present law is to use a
capitalization formula which is set forth in tbd
statute for valuation of farms. Under this
formula, the value of the farm land is determined
by dividing the annual cash rental (less state
and local real estate taxes) for comparable
farmland in the locality b the average annual
interest rate during the last ive years for all
new Federal Land Bank Loans.

1. Problem IRS regulations state that
comparable "crop share" rentals cannot be used in
the formula. Thus, if no comparable "cash" rentals
can be found in the locality (which is the case in
many localities where crop share rentals are used
almost exclusively), then the property cannot be
valued by using the capitalization formula -- a
great detriment to the farm estate. Also, the IRS
has taken a very strict interpretation of what
"comparable* land is and has denied the use of the
capitalization formula whenever it does not believe
there is comparble land in the locality.

Solution The capitalization formula
is revised so that the real property is valued by
using the average annual rental value of that
property (rather than the cash rental value of
comparable property). The average annual rental
value is to be determined on the basis of the
rental that would be paid in an arm's-length
transaction with an unrelated party and may be
computed by use of cash rentals or crop share
rentals (net of expenses). This approach
eliminates the need for finding comparablee" land
and using cash rentals.

84-582 0-81- 80
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2. Problem The formula described above
does not work well for woodlands because woodlands
do not produce a recurring annual crop.
Frequently, woodlands are harvested in commercial
quantities only once every 10, 20, or even 30
years.

Solution The bill provides a special
valuation formula to be used for woodlands. Under
this formula the expected yield over a reasonable
period of time (taking into account the expected
frequency of harvesting the woodlands) is
annualized and this annualized income (less state
and local real estate taxes) is divided by the
average annual interest rate for all new Federal
Land Bank Loans to compute the special use
valuation.

3. Problem If the formula described
above for valuing farm real property cannot be used
(or the executor elects not to use it), the real
property is to be valued under a five factor, or
facts-and-circumstances, approach. This approach
is highly subjective, and this subjectivity tends
to promote controversy with the IRS.

Solution The five-factor method is
replaced by a provision that allows the executor to
value the qualified real property at 50 percent of
its fair market value.

4. Problem It is not clear whether an
election to use a particular method of valuing
property is irrevocable. Because of disputes which
may arise in audit about certain aspects of formula
valuation, it may be advantageous for an executor
to change his method of valuing the property.

Solution The bill permits an
executor who made an initial election to value real
property under one of the formulas to make a later
election to use the 50 percent discount method.
This new election could be made at any time before
the statute of limitations for assessing additional
estate tax has run.

D. Limitations on Benefits

Under present law, the value of a farm or
other qualified property can only be reduced by
$500,000 as a result of using the special valuation
provision, after which the property must be valued
on the-basis of its highest and best use.

L.
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Problem Inflation has driven the price
of land 'up rapidly during the past several years.
As a result, many estates will be denied the
benefits of special valuation on a significant
portion of the farm land in the estate, causing
severe liquidity problems for payment of estate
taxes. Since the purpose of the provision is to
preserve family farms and small businesses, there
is no reason why there should be a limitation on
the use of special valuation, assuming the farm or
business otherwise qualifies.

Solution The $500,000 limitation is
repealed.

E. Recapture of Tax Benefits if Qualified Use Does Not
Continue

if property qualifies for special valuatiow
and the estate has received the resulting tax
benefits, the heirs must continue to own the
property -and to meet the qualifications, including
material participation by the surviving spouse or
member of the family, for 15 years. If the heirs
do not continue to own the property and to meet the
requirements for 10 years following the death of
the decedent, an additional estate tax equal to the
total tax savings resulting from special valuation
must be paid. If the heirs fail to meet the
qualifications during the period from 10 years to
15 years following the death of the decedent, the
additional tax is reduced by 20 percent per year.
An exception to this general Orecapture* rule is
made in the case of property which is involuntarily
converted if similar or like-kind property is
acquired to replace it.

1. Problem If a surviving spouse needs
the farm o7er own support but must have a
non-family member run the farm operation for her
because of her inexperience, health, or desire to
claim social security benefits, a cessation of
qualified use ordinarily will result. This would
trigger the additional estate tax liability equal
to the tax savings due to special valuation. This
same situation can also arise in cases where an
heir becomes disabled.

Solution The surviving spouse, a
member of her family, or a disabled heir would be
allowed to use an agent to operate the farm or
other business without triggering recapture of the
tax savings due to special valuation.
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2. if property- which has been
specially vaued is voluntarily exchanged for other
property to be used for the mse qualified purpose
within 15 years following the death of the person
who owned such property, a recapture of sme or all
of the tax savings will be required, even though
there is a good business reason for the exchange
and the family will continue to operate the
business.

Solution When property which hasbeen specially valued is exchanged for "like-kind'
property, no recapture of the original tax savings
due to special valuation would be required. 'If
only part of the exchange was for "like-kind"
property, then a proportionate part of the tax
savings would have to be repaid. Also, the bill
does away with the election" requirement in order
to avoid repayment when there is an involuntary
conversion of property which has been specially
valued.

3. Problem The 15-year recapture*
period under present law is unduly long.

Solution There would be a full
recapture oT' the tax savings during the first 10
years if the farm property or other property is
disposed of or the qualifications are not met.
Thereafter there would be no recapture of any of
the tax savings.

4. Problem Under present law, when
there is a recapture of any of the tax savings due
to special valuation, there is no adjustment to the
tax basis of the property to reflect the payment of
the additional tax or the resulting higher estate
tax value of the property acquired by the heirs.

Solution If all or a portion of the
tax savings due to special valuation is recaptured,
the basis of the property would be Lncre'ased to the

,value on which the total estate taxes, including
the additional estate taxes, are imposed. In the
case of a full recapture, the basis o! the property
would equal its fair market value as of the date of
the decedent's death (or the alternate valuation
date).

5. Problem Under the IRS'
interpretation of present law, if there is a
disposition or cessation of qualified use with
respect to a portion of property which has been
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specially valued, all or a disproportionate amount
of the tax savings from special valuation may be
recaptured.

Solution The bill provides that only
pro rata recapture (based on relative fair market
values) occurs upon partial dispositions or partial
cessations of use.

V. Reduced Deduction for Mortgage Debt

Under present law, an estate is allowed a
deduction -for unpaid mortgages on,, or any
indebtedness in respect of, property included in
the decedent's estate.

Problem The IRS takes the position that,
in the case o property which is valued pursuant to
the special use valuation provisions, the deductioW
for mortgage debt (or other debt on the property)
is l mited to the same portion of the debt as the
special use value of the property is of the fair
market value of the property. This rule does not
appear to be supported by statutory authority and
has the effect of substantially diminishing the
benefits of special use valuation, particularly in
situations where a farmer or businessman has
borrowed money on the security of his land for use
in his business.

Solution The bill 'makes it clear that
the deduction for mortgage debt (or other
indebtedness on the property) is not to be reduced
if the property is valued under the special use
valuation provisions.

VI. Estate Tax Treatment of Transfers Made Within Three
Years of Death

Under present law, transfers made by a decedent
within three years of death are included in the
decedent's gross estate without regard to whether the
gifts were actually made in contemplation of death.
However, an exception to this rule applies for
transfers of property (other than a transfer with
respect to a life insurance policy) where no gift tax
return was required to be filed with respect to the
gift.

When a gift made within three years of the
decedent's death is required to be included in the
decedent's gross estate, the gift is valued at the time
of the decedent's death. However, a credit is allowed
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against the estate tiax for any gift tax paid by the
decedent on the gift. Generally, the net effect of
these two rules is to include in the gross estate the
appreciation in value of the property from the date of
the gift until the date of death.

I. Problem Valuing gifts as of the date of
death (or alternate valuation date) presents &
significant complexity for executors and
administrators, especially if the donee has disposed of
the property or is not a family member.

Solution The bill provides that the
value of gifts which are includible in the gross estate
by reason of being made within three years of death is
to be their value on the date of gift instead of their
value at the date of death. The estate will continue
to receive a credit for any gift taxes imposed on the
gift. Thus, the net effect of the bill is to subject
the gift to the gift tax at its value at the time of
gift and to exclude any post-gift appreciation in value
from the estate tax.

2. Problem Under present law, certain gifts
made by thedecedent during the three years prior to
his death must be included in his gross estate.
However, the gross estate of a decedent does not
include gifts made by the decedent during this period
if no gift tax return was required to be filed by the
decedent because the gifts were within the
$3,000-per-donee annual exclusion. With the consent of
both the donor and the donor's spouse, gifts may be
treated as made one half by each, and the full annual
exclusion is allowed with respect to each spouse's
one-half share of gifts. Present law does not allow
the exclusion of these Osplit-gifts from the donor's
gross estate if the gifts were made within three years
of death. The pullback of these gifts is an
unnecessary complexity for executors of decedents.

Solution The bill excludes these
e8plit-<Jltts"m-ade-Within three years of the decedent's
death from the decedent's estate if the value of the
gifts did not exceed the combined exclusions of the
decedent and the decedent's spouse.

VII. Election to Pay Gift Tax

Under present law, any unused portion of the
unified credit must be used to reduce the gift tax
payable for taxable gifts made during a taxable period.
Thus,. a donor cannot elect not to use a portion of the
unified credit that is otherwise allowable.
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Pcoblem Requiring the use of the unified
credit against the gift tax, rather than using it on an
elective basis, prevents finalizing the valuation of
gifts made for preceding calendar years and quarters
because the valuation used for a gift made in a taxable
period closed by the period of limitations for
assessing deficiencies is fixed only if a gift tax has
been assessed or paid for the taxable period in which
the gift was made. Although no gift tax deficiency may
be assessed for the prior taxable period, an increase
in the valuation of the prior gift may push the taxable
giqts for the subsequent taxable periods into 4- higher
tax bracket under the progressive rate structure.

Solution Under the bill, a donor could elect
to have all.or any portion of the unified credit apply.

VIII. Special Rules for Stock Redemption and Installment
Payment of Estate Taxes for Owners of Closely He].4
Businesses

The Internal Revenue Code contains two separate
elective provisions allowing the installment payment of
estate taxes where a major portion of the estate
consists of an interest in a closely held business (or
interests in closely held businesses). These rules
contain different payout periods, interest rates, and
conditions under which payments are accelerated. The
Code also contains a special rule under which a
qualified redemption of stock to pay estate taxes,
funeral expenses, and administration expenses would be
taxed as capital gain, rather than ordinary income,
even though a similar redemption during the decedent's
lifetime would have been treated as a dividend.

1. Problem Each of these provisions has its
own set of definitional qualifications. Also, the two
extended payout provisions contain different rules for
payment periods (up to 15 years in one situation and up
to 10 years in another), interest rates, and
acceleration of payments. In addition, by defining a
closely held business by reference to 15 or fewer
shareholders in many situations, the 15-year extended
payout provision is inconsistent with provisions of the
income tax law which encourage toe transfer of
corporate stock to Employee Stock Ownership Plans
(ESOPs) and key employees.

Solution In general, the bill expands
the 15-year extended payment provision so that it is
more widely available than is either the 15-year
provision or the 10-year payment provision under
present law and eliminates the separate 10-year payment



provision. Consequently, under the bill, an estate in
which the value of a closely held business (or
businesses) included in the estate exceeds 25 percent
of the value of the gross estate or 35 percent of the
taxable estate would be eligible for payment of the
estate tax over 15 years, with interest only payable
over the first five years.

The bill also expands the definition of closely
held businesses to cover partnerships with 20 or fewer
partners and corporations where 50 percent or more of
th4. stock-is owned by 20 or fewer shareholders so long
as the corporation's stock is not publicly traded on a
stock exchange or over-the-counter.

Under present law, a 4-percent interest rate is
currently-available with respect to the estate tax
liability on the first $1 million of the taxpayer's
gross estate which is deferred under the 15-year
payment provision. The bill makes this 4-percent
interest rate available to all estate tax deferred
under this 15-year payment provision.

Also, the rules relating to acceleration of
deferred payments are liberalized by increasing from
33-1/3 percent to 50 percent the amount of a business
interest that could be withdrawn before payments would
be accelerated. The bill also makes technical changes
in the rules as to what constitutes an event which can
cause acceleration of deferred payments for a sole
proprietorship. Under these amendments, neither a like
kind exchange of business property nor the cutting of
timber will be considered an accelerating event. A
more general amendment to the rules relating to
accelerating events provides that an installment sale
of an interest in a closely held business will
accelerate the payments only to the extent that the
portion of the purchase price received exceeds the
portion of the estate tax deferred. Furthermore, a
late payment made within six months of the due date
would not accelerate all payments instead, a penalty
of 5 percent per month would be imposed.

The bill also expands the availability of the
provision relating to qualified stock redemptions to
pay estate taxes, funeral expenses, and administration
expenses so that it would apply if the value of the
closely held business exceeds 25 percent of the value
of the gross estate or 35 percent of the taxable
estate. The rules relating to aggregation of two or
more businesses are also conformed to those in the
deferred payment provisions. In order to increase the
availability and utility of these redemptions, the bill
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also eliminates a requirement of present law which
requires that the party from whom the shares are
redeemed bear the burden of the estate .taxes (or other
expenses) to the extent of the amount of stock
redeemed.

Under present law, the exemption from the tax
on corporate accumulated earnings for amounts
accumulated to redeem a stock from the estate of a
deceased shareholder applies only to amounts
accumulated after the death of the shareholder. Since
th# restriction severely limits the utility of the
provision relating to qualified redemptions to pay
estate taxes, the bill allows a closely held
corporation to accumulate funds (free of the
accumulated earnings tax) for the reasonably
anticipated estate tax redemption needs wAth respect to
living shareholders.

/,

2. Problem Under present law, the closely
held business interest must be either a trade or
business carried on by the decedent as a proprietor or
an interest in a partnership or corporation which is
engaged in carrying on a trade or business at the time
of the decedent's death. If business is carried on by
a decedent as a sole proprietor, the interest in a
closely held business includes only the assets of the
decedent which are actually utilized by him in the
trade or business.

in a series of rulings, the IRS has set forth
guidelines for determining what constitutes a trade or
business for purposes of the extended payout sections.
These guidelines set up a somewhat narrower definition
of trade or business than that applied in other areas
of the tax law. In general, these rulings do not treat
the management of income-producing property as a trade
or business. Consequently, the splitting of an owner's
business between an operating corporation and his
personal retention of the premises may prevent his
estate from using installment payments for estate tai
purposes. Thus, in one situation, a decedent
incorporated his sole proprietorship but retained
personal ownership of the land and building used in the
business. Decedent leased the real property to the
corporation which actually used it in the corporation's
business. The IRS ruled that decedent's ownership of
the real property did not qualify as a business
interest and thus could not be taken into account in
determining whether the estate met the percentage
requirements for deferral of estate taxes.

Similarly, giving up active participation in
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farming because of age and health may result in the
loss of the use of the installment payment provisions.
tn one situation a 96-year-old farmer gave his children
the livestock used on his farm and leased the farm
property to them on a rent-free basis. The farmer, who
took no further interest in the management of the farm,
died a year later. The IRS ruled that neither the
livestock, which was included in his estate because the
gift was made within three years of death, nor his real
property qualified as an interest in a closely held
business because he had not actively participated in
cadrying on the farm business.

As interpreted by the IRS, the present
provisions are not adequate to allow estate tax
deferral in many situations where the family is
carrying on a trade or business on property even though
the decedent is not personally doing so. Also, the
present present provisions do not allow deferral where
property is not owned by the same entity that is
engaged in the trade or business.

Solution The bill provides that a
decedent's directE indirect ownership of an asset. or
assets leased to or used by a family-owned business
shall be deemed to be an interest in a closely held
business carried on by the decedent. Generally, a
family-owned business will qualify under this rule if a
member of the decedent's family is engaged in the
active management of a trade or business conducted by a
proprietorship, a partnership, or a corporation, and
the business is treated as a closely held business
under the extended payout rules generally. The bill
also provides that, in the case of property which is
included in the decedent's estate because it was given
away within three years of death, the time for
determining whether the decedent was actually using
such property in a closely held business is to be made
as of the time immediately before the transfer (rather
than immediately before death as is done for other
property).

3. Problem Under present law, lifetime
redemptions of stock present very difficult problems
for closely held businesses since most redemptions will
be treated as dividends. This makes it difficult for
an older generation to turn control of a business over
to a younger generation through redemptions of the
older generation's stock. Under present law, a
redemption cannot qualify for capital gain treatment as
substantiallyy disproportionate" if the shareholder
retains more than 50 percent of the stock or if his
percentage interest after the redemption is at best
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so percent of his percentage interest prior to the
redemption. Furthermore, a redemption cannot qualify
an a complete termination of interest" if the redeemed
shareholder retains an *interestO in the corporation am
an officer, director or employee (even if all his stock
has been redeemed).

Solution The bill provides that, in the
case of a closely held business, the 50-percent rule
(referred to above) will not apply and the 80-percent
test will be a 95-percent test. Also, the bill
pr4ides that the redemption of stock from a
shareholder will not be disqualified from "complete
termination of interest" treatment merely because such
former shareholder continues to be an Officer, director
or employee of the corporation.

IX. Special Valuation Rule for Closely Held Businesses

Under present law, an estate which consists
largely of ownership interests in a closely held
business or businesses may be able to pay the estate
taxes attributable to the inclusion of these interests
in the estate over a period of 10 to 15 years and a
favorable interest rule may apply to some portion of
the deferred tax payments. Also, under certain
circumstances, an estate may elect to value real
property used in a farm or another closely held
usiness on the basis of its current use rather than at
its highest and best use. (Both of these provisions
are discussed above.)

Problem Although present law seeks to
ameliorate the burdens of the estate tax on certain
closely held businesses, the provisions of present law
referred to above are grossly inadequate to allow the
owners of moat closely held businesses to pass on their
interests in the businesses to their families. Rather,
in many cases the businesses must be sold to pay estate
taxes. (in fact, in many instances, businesses are
sold prior to the owner's death in anticipation of the
estate tax burdens.) Frequently the only market for
these businesses is a large, widely held company with a
significant share of the market, and the acquisition of
the closely held company increases the degree of
concentration in the industry.

An extension of time to pay estate taxes is
often not sufficient because the substantial dollar
amounts needed to pay the installments ordinarily can
be obtained, if at all, only from funds which are
needed in the business. Even with relatively generous
extended payout periods the absolute dollar burden of
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the estate tax ia simply too great to prevent sale of
the business. ' urthermore, although special usevaluation has been valuable for many estates which
consist largely of real property used in farming, the
provision does not benefit estates with other types of
closely held businesses (except in very unusual
circumstances).

Solution Under a now provision added to the
tax code by the bill, If an estate includes an interest
in a closely :eld business, the executor may elect tova&4e the interest at 50 percent of its fair market
value. For purposes of the provision, an interest in a
closely held business is defined in the same manner as
under the present provisions relating to extensions of
time for paying estate taxes (as modified by the
provisions of this bill described above). Thus, the
term *interest in a closely held business" includes il)
an interest in a proprietorship, (2) an interest as a
partner in a partnership If either (a) the decedent
owns 20 percent or more of the capital interest in the
partnership or (b) the partnership has 20 or fewer
partners, and (3) stock in a corporation if either (a)
the estate includes 20 percent or more in value of *thecorporation's voting stock or (b) 20 or fewer
shareholders own at least 50 percent of the
corporation's stock. (However, interests in publicly
traded corporations or in corporations with net equity
of more than $50 million would not qualify.) Unlike the
extension of payment provisions, there is no
requirement that the interest in a closely held
business constitute any specific portion of the
decedent's gross estate, adjusted gross estate, or
taxable estate.

If the estate or the decedent's heirs dispose
of their interest in the business within 10 years after
the decedent's death, the tax benefits will be
recaptured in a manner similar to the manner in which
the benefits of special use valuation are recaptured
under present law. Recapture would not occur on
distributions from the estate to the decedent's heirs
or on transfers between members of the decedent's
family.

An executor could not elect to use the
provision with respect to an interest in a closely held
business if he elects to value real property used in
the closely held business under the special use
valuation Lules (Code sec. 2032A).
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1. Disclaimers

Under present law, a disclaimer is effective jor
Federal transfer tax purposes if certain specified
statutory requirements are satisfied. One of these
requirements is that the disclaimer be made within nine
months after the transfer creating the interest is made
(or, in the case of ainor, within 9 norkths after he
attains age 21). if a qualified disclaimer in made, the
Federal estate, gift, and generation-skipping transfer tax
provisions apply with respect to the property interest
disclaimed as if the interest had never been transferred to
t.s person making the disclaimer.

Problem Proposed Regulations issued on July 21,
1980, state that a disclaimer satisfies the requirements of
Code section 2518 only if it also qualifies as a disclaimer
under applicable local law. Thus, if a disclaimer La made
within the nine-month period prescribed by Federal law but
not within a shorter period prescribed by StateA./w, it
would not be effective for Federal tax purposes.
Similarly, if State law does not recognize a disclaimer of
an interest in real property as such, but treats it as a
transfer of the interest by the disclaiming party, the
disclaimer would not be effective for Federal tax purposes.

Solution Under the bill, a disclaimer that does
not result in the passing of an interest under local law
would still be a qualified disclaimer for Federal tax
purposes if, within the present time limits for making a
qualified disclaimer, the disclaimant transfers the
property interest to the person who would have received the
property, interest if the disclaiant had predeceased the
holder of legal -title to the property.

0


