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TFSTIMONY ON A'L TAX BILLS TITRODUCED
hv SENATOR TED STEVENS
Ootober 2, 1969

Thank you for giving me this opportunity to testify
before this comittes on behalf of this important tax legislation.

There has been a great outory from the American people
for tax reform, If there is any one common element of tax refors
which 1s & consistent part of this ory, it is for greater equality
in the distridbution of the tax dburden. The House bill, while
oontaining several excellent provisions toward this goal, leaves
several important inequities untouched. I have intrcduced several
bills which would help te oorrect these deficiencies,

The first bill I would 1ike to call to this committee's
attention 1s 8, 1908, This bill has two main purposes, The first
would raise the personal exemption from ite present $600 level to
$1,000. Personsl exemptions benefit, primarily, the poor and
middle income tax paying families, and these families are, in my
opinion, the most heavily burdened by our present income tax. In
1913, when the income tax became & pomx;o‘nt part of our economic
fabric, the dollar was worth far more than it 1s today, but the
personal exemption was $3,000 and was never less than $1,000 unt1l
1940, It was then gradually reduced during the years of World
War I1 to 4500, It was last inoreased in 1948--when a dollar was
worth more than twice what it 1s today--to 1ts present $600 level.
In other words, in terms of today's dollars, the personal exesption
of 1948 was worth over $1,200, Thus, the first purpose of 8, 1908
would help to restore the balance in our graduated tax system that
inflation has destroyed,

The second purpose was to help to correct a long-standing
inequity in the income tax. This provides for an inorease in the
personal exemption 4n those areas of the country where the cost of
1iving exceeds the national index. In some regions of our oountry
the cost of 1iving is 10, 20, even 50% higher than the national
index., It is 8% higher in San Franocisco, 11§ higher in New York
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City, 228 in Honelulu, and 43% in Pairbanks. Obvieusly, if the
graduated inceme tax is to affect persons of equal standards of
1iving equally, the differences in the oest of maintaining that
standard »f 1iving must be taken inte aco~unt. 8. 1908 wceuld help
to carrect this inequity.

1 weuld n~w like tn draw this cemmittee's attentien to
three bills, S, 1047, 8, 2739, and 8, 2760, whioh would allew
certain expenses of taxpayers tn he deductidle, The first of
these bills wauld allw for the deductien nf funeral and burial
expenses, in the same way mediocal expenses in excess of 3% of
adjusted gross inceme are presently handled. The cnsts ~f medical
care are spiraling upward, and the costa ~f major illnessea are
truly devastating, These excessive medical onats are deductible,
and rightly en, Put, shruld the illness prove te dbe terminal,
the costs ~f final dispesition of the deceased are not deductibdle.
I believe these expenses should be viewed as torminal medioal
expenses. My bill would correot this deficiency. To assure that
this deductinn dnes not promote more expensive funerals, it
specifically exoludes cemetary plots and memorials from the
category of deductible expenses and 1imits the deduction to $2,500,

The seonnd bill, 8. 2937, would enlarge the class of
expenses that may be deducted as legitimate moving expenses to
include reasnnable expenses for traveling to search fnor a new
residence, for weals and lodging while in temporary quarters
waiting to move into a new permanent residence, and expenses
inoident to the sale af the taxpayer's former residence or
resolution of hia lease and inoident to the purohase of & new
residence, Ths total deduction for moving expenses would be
linited to $2,500. In those situatinne in which a taxpayer
is not reimbursed by his employer for moving expenses, the costs
desoribed above represent a real hardship to the transferred
emplayse. And, if his employer does choose to reimburse him
for suoch expenses, he must report suoh reimbursement as ordinary
income even thnough he was required to pake such expenditure in
order to retain his job. This is obviously an unjust situstion
and 8. 2739 wnauld correct it,
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The third bill, 8, 2760. would remove the restriotion
which presently limits deductions for care of dependents of
working mothers to taxpayers whose ocombined husband-and-wife
earnings sre less than $6,500, The present 1imit was designed
to assure that the benefit would be avajladle only to those
families in which the mother was required to work in order to
support the family. Unfortunately. a flat 1imit cennot accompliah
this end fairly, for it clearly gravitates sgainst larger femilies
or families 1iving in areas having exocessive costs of living. I.
therefore, favor removal of the 1imit ao that all working mothers
may enjoy this benefit equally. 8. 2760 would accomplish this.

1 would now 1ike to discuss another inegquity in the
present tax law which 8, 2736 1s designed to correot. Employees
under qualifying plans ard self-employed persons may have part of
their selary placed in a fund and not have to pay tax on this money.
nor on the earnings of such & fund, until the money is distributed.
But the employee whose employer doss not offer a qualified plan
cannot take sdvantage of this tax benefit, 8, 2736 would allow
such an employes to be treated as a self-employed perscn, and thus
eliminate this inequity.

H.R, 13270 aleo dealt with the tax treatment of luap sum
distributions of these retirement funds. The presumed purpose of
denying capital gains treatment to these distributions was to
prevent the receipt of substantial amounts of deferred income at
capital gains rates, But I would like to point out to this committee
that, under H,®. 13270 as pessed b the House, & person who has had
his employer oontribute $2% a month for the past twenty years will
be affected to a far greater extent than a person who has had $1,000
per month set aside for the previous five years, Assuming our first
enployee was 1iving only on socisl security at' the time of'the :
distribution, he would pay a tax of $500 under present rules and
$885 under the provisions of H.R. 13270, This is more than a 75%
increase in taxes. The second hypothetical esployee would pay
$11,150 under the present system and $14,130 under the House bill,
This 1a leas than a 30% inorease in taxes, A person receiving &
very 1arge distribution, ssy $1,000,000, would indeed be required

-3-
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to pay nearly 1508 inorease in taxes.

1 suggest we allow every taxpsyer to receive & 1limited
amount of money as & lump sum distridbution tax free and require
everything over that amount to be texed as ordinary incoms, This
would continue the inoentive to create retire benefit end profit
sharing programs. The aversge lump sum distribution msde in 1968
by Sears, Rosbuck and Co,, which has one of the nation's oldest
nrofit sharing plans, was repoarted to the House Ways and Means
Committee as being elightly over $100,000. I suggest that an
exemption of $50,000 would be appropriate, since this would leave
the average distribution in precisely the same position it is in
today. I urge this cosmittee to consider this proposal. If the
incentive for private retirement plans is to continue to perform
the funotion for which it was designed, it should not be eroded
in the way H.R, 13270 proposes.

1 have also offered several amendments to H.R, 12290,
which, taken in the aggregate, will do the following: They

_will continue the benefits of the 7% tax oredit for investments in
depressed areas, for small business property and for intrastate
pipeline property, A depressed ares, under sy amendment #102, is
defined as & state or political subdivision with an unesployment
rate of 6% or more for the calendar year. During the last 12 years,
»y state has experienced chronic unemployment ranging froma low of
8.0% to & high of 10.3% and, in fact, experiences unesploysent in
exoess of 808 in certain remote villages. By retaining the oredit
for investment in depressed areas, the employment balanos in America
oould be dramatically improved and ohronic unesployment in certain
areas of this country ecould be ended by stimulating private

n risg. If we are to desl directly with unemployment, the
qosts will be staggering. I prefer to continue the incentive to
provide new jobs. The provieions involving smell} business and
intrastate pipelines would also be of assistence in helping to end
this unemployment probles,

FMnally, I would like to point out an inequity in
procedures that presently exists in IRS practices. When the IRS
files a 1ien on real property for non-payment of income taxes,

4.
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that 1ien 1s duly recorded. Vhen the taxes sre paid, the IRS
notifies the property owner that his slete is clean, but 1t is
not required., nor does it in prectios notify the county or
borough recorder to remove the lien. When the taxpayer sells

his property, the purchaser will éiscover the lien and will
ususlly end up bearing the ooet of resoving the lien in order to
obtain title insurence. Any other person Placing & lien on
property would de required to remove it, but the IRS is not.

There 18 nO reason wvhy the IRS should enjoy this specisl sdvantage
nor, scoording to ite own policies, should it enjoy this privilege.
Ny b111, 8, 2879, would require the IRS to notify the place st
which the 1ien was originally recorded that it has been sstisfied.

1 would nov 1ike to draw the attentions of this
committes to the provisicns of H.R, 13270 that would reduce
the depletion allowanoe for o1) and gas from 27 1/2§ to 208 end
would require the intangidle drilling expenses for these industries
to be capitalised rather than expensed.

Mr, Chairman, as everyone 1s now well awsre, large o1l
discoveries have been mede in the fordidding Arctic regions of my
state., The discovery is of such & magnitude that it 1s expected
to inoreass the proved oil reserves of this country significantly.
But the costs of exploration that led to this great discovery were
far greater than any previous exploration. The costs of developing
these reserves will be far greater than the oosts of developing
previous discoveries, and the cost of trensporting this oil to
domestic markets is significant. If it had not been for the
inocentives-«and that is what the existing tax provisions are:
incentives, not loopholes--exploration in the Arotic regions
probably would not have taken place, and our great reserves might
be unknown today. These reserves are novw ready to be developed,
but the costs of this development are staggering. 7The pipeline
whioh will carry the oil from Prudhoe Bay to Valdes on the Qulf
of Alaska will cost an estimated $900 million; each well will
cost an estimated $1.2 million compared with an aversge of $50,000
for previously drilled wells, This 1s a tremendous oapital
investment. Where will the money for such investments come from?

5.
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For the most part, it will come from the recovery of
capital fnvested in earlier oil fislde, MNow is this money
reoovered? It is recovered, previously, through the depletion
sllowance. That ellowance assures that the oil industry will retain
enough capital to continue exploration and development prograse. If
this allowsnos is reduced, it will have significant effeots on the
future growth of the o1l industry.

The investment made so0 far in exploring for oil in Alaske
15 eatimated at §1.3 dillion. That investment was made on the
sssumption that the incentives contained in the depletion allowance
and the expensing of intangidles, which originally encouraged the
o1l industry to attespt the development of Alaska's petroleum, would
be continued, Now this committee is considering & bill which would,
in effect, tell these companies who have committed themselves to
investing a grest amount of money in Alasks that these inoentives.
whioch would have provided the oapital for the continued development
of Alaska's oil reserves, are to be significsntly reduced and that
these companies will have to look elsewhere for needed capital.
Where else, today, can they look?

But this bill goes further than that, It tells the people
of Alaska that the inocentives whioch helped to develop the oil
reserves of Pennsylvania, ¥Wyoming, Texas, Californis, Oklahoma. and
the other oilproducing states are to be denied Alaska. If these
incentives are reduced, Alaska must face the faot that she will-bde
denied the benefits that apurred the development of other states;
that Alaska's hopes for the future, which have risen so high with
the Septesber 10 lease sale, are now to be dashed on the rocks below.

The Alaska Department of Natural Resources has atudied the
effeots the proposed reduotion in the depletion allowance and the
elimination of the provision allowing the expensing of intangible
drilling costs on my state, The annual loss of income to the State
of Alaska-ofrom such sources as leases, royalties, and taxes on the
oil and related support industries--that would result from the
passage of H.R. 13270 would be approximately $100 million.-more than
half the entirs state budget for fiscal 1969. And this takes into
account only the loss on proven oil fields, It does not even
contemplate the effects of discontinuance of exploration in several

e
6

-t

.

TRl T P



I A T

G

I PP ETRTS So o st . - <ot SO

other pramising areas that will prodadly result if these
inoentives are reduced.

Aside from the gross unfairness to one state that will
result if R.R, 13270 1s pessed, this committee should consider the
effects on the economy end mrticularly on the consumer that result
from this legislation, Already the oil industry is prepsring to
build the $500 million Trans-Alasks Pipeline; it has authorised
the construction of three new tankers lsrger than any ship yet
built in American shipysrds and 1s considering building & fleet of
tankers twice that sise to sail the Northwest Passage; it 1s planning
to bulld airfields, refineries, and dosens of other support
facilities. The effects on the construction industry. the ship-
building industry, the steel industry, and dozens of other
industries involved in this development will be drastic if the
oapital for these projects 1s severely curtailed, as it most cer-
tainly will be Af H.R, 13270 s passed. The ol} industry is hardly
the exclusive benefioiary of these incentives; they denefit all of
Amerioca.

And what of the consumer I mentioned earlier. In the
end, he will bear the burden of the reduction of these incentives,
a8 he does sll tax incresses. The discovery of o1l in Alaska has
been made just et a time when rising consumption was exceeding
discoveries of new reserves. As those reserves wers gradually
exhcusted, the price of a gallon of gasoline would have risen
sisnificantly. Gasoline is one of those rerv liems which, taking
inflation into account, costs less today than it did 20 years ago.
In 1349 the average cost of a gallon of gasoline was 41.5¢ in
terms of 1969 dollars, while todsy it 1s only 33.74. The develop-
ment of Alaskan oil can ocontinue this price stability, but, if
the capital to develop these new fields is not availadle, Alaskan
oil will not reach the marketplace in suffiocient quantity to prevent
the impending price rise,

Many oritics of the depletion allowance are gquiok to
point out that the allowance would only be reduced, not eliminated,
by H.R, 13270, I must point out that the economic feasidility of
the Alaskan o1l fields, with the high cost of developwent in the

o7-
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hersh Arctie environment, 19 dependent on the savings of largs
susle produstion made possidle by the magnitude of the Prudhos

Yay discovery. The soale of development must be enormous if our
i1 16 to be competitive. You cannot decide to build s $500
a11lion pipeline ineteed of & $900 million one if it will be 300
ailes short of the 011 fields. You cannot settle for fewer tankers
Af the Yemmsrs camnot handle the full capacity of the pipelins.
The point 1s, the industry needs all the capital the existing
inoentives will provide if any of the development ia the Arotio

16 to Bake econcmic sense.

Ve are thus at a time. and I hope I have made this point
olear, when the reduction of these incentives could do irreparsdle
hare not only to Alaska, whioch will most oertainly suffer severely
if this legislation 1s passed, but also to the entire nation, I
000 NO Teasocn to deny the consumer of Amerioca the benefits of
Alasikan o1l in the name of tax reform. The oil industry is not
even one of those industries escsping taxation., It pays & larger
perdentags of its gross revenues in taxes than does the average
Ameriosn business enterprise. And that does not take into
oonsideration exoise and sales taxes, which are three times greater
for the 011 industry than they are for the aversge American
business. It pays less in federal corporete income taxes, it 1
true, dut it pays muoh more in state and 1ocal tnxes. At & time
whan the federal government is urging revenus sharing, this
oonation k2 beforo it legislation that would aatise & greator
stars of the oil iréuetry's tax dollar to £l liito the federsl
tronsury, And, 4f you think the federal treasury will gain by
reducing those inoentives, I would 1ike to pnint out that the
tax revenus from oil lying undeveloped in the ground 8,000 feet
below the frosen Arotic is precisely nothing., Where is the tax
saving in that?

The reduction of these incentives will have nothing but
deleterious effeots on the economy, the consussr, and the treasury,
and oontridbutes nothing to the goal of tax reform. I urge this
committee to delete those provisions from H.R, 13270 and allow the
o1l industry to continue to utilize the incentives that brought
them to Alaska so that it can stay there and benefit all Alaskans

«8e
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and all Americans.

1 would 1ike, ot n;u point, to request the committee's
permission to offer at & later date testimony regarding those
provisions of H.R. 13270 that affect the interest paid on municipel
bonds.

Thank you for this opportunity to present my views to this
committee o ‘this important piece of legislation.
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1.

2.

3.

4.

5.

STATEMENT OF HONORABLE WRIGHT PATMAN (D-TEXAS),
CHAIRMAN, SUBCOMMITTEE ON FOUNDATIONS, HOUSE SELECT COMMITTEE
ON SMALL BUSINESS, BEFORE THE SENATE FINANCE COMMITTEE
ON TAX REFORM BILL, H., R. 13270
OCTOBER 3, 1969

PRINCIPAL POINTS

H. R. 13270 endorsed strongly. Requests that provisions

affecting such organizations not be weakened.

Question raised why many privately controlled tax-exempt foun-

.

dations are established.

27 recommendations listed to deal with abuses uncovered by

study of Subcommittee on Foundations.

Statistics cited indicating growth in economic power of foun-

dations studied. Concern expressed for small business taxpayers

who must compete with tax-exempt business,

Demonstrates that from 1951 -'1967 about 50 percent of founda-
tion receipts were distributed for contributions, gifts and
grants, Shows that expenses during this period ran $25 for
every $100 in contributions, gifts and grants made; for 1967,
$33 for every $100. Discounts statements that 7% percent tax

on net investment income will impair philanthropic activity.

1



6,

7‘

10.

11.

12,

-2-

Suggests more prudent business-like approach by foundations
in their operations - reduce non-essential expenses, carefully
review yield on stocks in portfolios and policies on contri-

butions, gifts and grants.

Emphasizes there are many problems other than tax matters which

require scrutiny - S8EC, anti-trust, conflict of interest, etc.

Numerous deficiencies of Internal Revenue Service listed in
administering and enforcing laws and regulations applicable

to foundations.

Lack of public knowledge of foundation operations emphasized.

Oonly 140 out of 30,000 publish annual reports.

Discusses H. R, 13725, Bill to establish independent Government'
Agency to control and supervise privately controlled tax-exempt

foundations.

Effortas not directed to eliminating all foundations but to

clearing up the bad apples in the barrel.

Declares that taxes in a democratic society should be shared
equitably by all, Passage requested of H, R, 13270 as passed

by the House and H, R, 13725,
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STATEMENT OF HONORABLE WRIGHT PATMAN (D-TEXAS),
CHAIRMAN, SUBCOMMITTEE ON FOUNDATIONS, HOUSE SELECT COMMI'TEE
ON SMALL BUSINESS, BEFORE THE SENATE FINANCE COMMITTEE
ON TAX REFORM BILL, H., R, 13270
OCTOBER 3, 1969
. Mr. Chairman, I greatly appreciate your invitation to
testify before this Committee on H, R, 13270, the Housc-passed
tax reform bill, I shall direct my remarks principally to the

important subject of privately controlled tax-exempt foundations.

It has been puzzling to me for some time why the majority
of privately controlled tax-exempt foundations were established in
the first place. The religious, charitable and educational contri-
butions which are made by foundations can'just as well be made by
an individual, ‘The fact that the foundation route is taken,
immediately gives rise to a question as to the actual purpose for

establishing the foundation,

A great many huge family fortunes have been continued in
perpetuity through the private foundation route. Controlling
interests in closely held corporations have been transferred to
foundations with no app&rent change in the continuity of direction
and control through this technique. I don't believe we really know
the vast amount of tax dollars lost to this nation by tax avoidance

through the vehicle of privately controlled tax-exempt foundations.

It appears to me that the time has come to look very closely

at this problem, and to develop sufficient information so that the

13
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Congress can make a decision on the desirability of continuing the
present concept of privately controlled tax-exempt foundations.

"Later on in my testimony, I shall speak further to this point,

At the outset, I would like to strongly endorse the provisions
of H, R, 13270 dealing with privately controlled tax-exempt founda-
tions. I hope this Committee takes no action to weaken the provisions
affecting these organizations. This Bill is a step in the right
direction and contains only the minimum reforms needed as shown by
the experience of the Subcommittee on Foundations in dealing with this

problem,

The Subcommittee on Foundations has been conducting a conti-

nuous and in depth review of the activities of privately controlled

tax-exempt foundations for a number of years. During this period,
seven reports were issued and two hearings were held. As a result of

our study, a number of abuses of the tax-exempt privilege were

uncovered and recommendations were made to deal with them, Although
these recommendations have heretofore been made public, I believe it

important that they again be made a part of the record.

1. In my view, consideration should be given to a limitation of

25 years on the life of foundations instead of permitting them
to exist in perpetuity.

2. Tax-exempt foundations should be prohibited from engaging in

business directly or indirectly.

14



[

3.

5.

7.

-3-

Foundations controlling corporations engaged in business,
through the extent of stockownership in those corporations,

should themselves be deemed to be engaged in that business.

Commercial money lending and borrowing by foundations should

be banned.

Self-dealing transactions should be prohibited. A founda-
tion should not be permitted to use its funds to grant
benefits to a controlled company's employees. This is

quite a competitive advantage.

Poundation or donor solicitation or acceptance of contri-
butions from suppliers or users of goods or services should

be prohibited.

A foundation should not be in the position of exercising
control over any corporation, directly or indirectly. 1In
my view, all foundations should be limited to ownership of
no more than three percent of the stock of a corporation and

should not be allowed to vote such stock.

Standards should be established with respect to foundation

behavior in a proxy fight.

Another area that needs consideration is that of investments.

There is a sharp difference between investing in securities

15
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10.

4=

and speculating or trading in securities. In other words,

there is a difference between being a passive investor and

an active securities merchant or gambler.

Is the tax law sound in permitting a deduction for charity

to a person who merely transfers funds to a foundation that
he himself controls, where the money has not as yet reached

actual operating charities?

In my view, a contributor should not be allowed a deduc-
tion for payments to a foundation that he controls until
the foundation actually uses the money for charity. The
foundation should be recognized as being the alter ego of
thq controlling contributor. Income earned by the founda-
tion should be taxable to the controlling contributor until

put to charitable use.

Exemption should be denied if a foundation has been formed
or availed of for tax avoidance purposes or to get financial
benefits for the contributor. Conversely, a controlled cor-
poration should not be allowed a contribution to a founda-
tion, but instead the payment should be considered as a
dividend to the controlling stockholder where the amount is
significant and the foundation is unrelated to the business

purpose of the corporation.

16



11.

12,

13,

5=
The tax law says that a foundation's earnings may not
}nure to the benefit of any private individual., It should
be made clear that "individual® includes corporations and

trusts.

Isn't there something out of gear with the tax law that,
under the guise of charity, permits a taxpayer to actually
enrich himself at the cost of all other taxpayers? One
answer may be to treat gifts to foundations in the same way
as private gifts, and figure them at the cost of the

property given or their value, whichever is loﬁer.

In the case of corporations that are treated like partner-
ships (Subchapter S, Chapter 1, Internal Revenue Code)
contributions to foundations should "pass through" to the
stockholders and be included pro rata as contributions by
the stockholders personally. In that way, the 20 percent .
and 30 Yercent limitations on contributions will be main-
tained. At present, through the mechanics of Subchapter §
(Chapter 1, Internal Revenue Code), an extra 5 percent of
the corporation's income becomes deductible by the stock-

holders.

For the purpose of figuring the accumulation of income,
contributions to a foundation and all capital gains of the

foundation should be considered as income, and not capital.

17
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14.

15,

16.

-6~

Both the original contribution and the income from it
Qte ordinarily available to the foundation without

distinction.

This would eliminate a device for avoiding unreasonable
accumulation of income: contributions from one donor-con-
trolled foundation to other foundations controlled by the

same donor.

For the purpose of computing the accumulation of income,
amounts unreasonably accumulated in corporations controlled
by a foundation should be added to the foundation's direct

accumulation as if the two were one.

Corporations controlled by foundations should be subject to

the unreasonable accumulation earnings tax in section 531

of the Code. At present, that tax is imposed where dividends
!

are held back to save the existence of unreasonable accumu-

lations for foundations otherwise exempt from tax.

Re gift and estate taxes,

(a) Exclude from the base for the marital deduction amounts
left'to foundations that are hence untaxed.

(b) while amounts given to foundations are not subject to
gift and estate taxes, the rate brackets to be applied
to amounts that are taxable should be the same as if
the foundation amounts were part of the taxable gifts

' or estate.
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18,

19.

20.

21,

22,

23,

24,

-7-
Consideration should be given to a requlatory agency for
the supervision of tax-exempg foundatioﬁs.

1'

A penetrating review of every application for tax exemption

is needed.

All matters relating to the granting or denial of tax
exemption, as well as revocations and penalties, should be

made public.

The full content of foundation tax returns should be open

{
to public inspection,

A national registry of all foundations should be published

annually.

The tax returns of foundations should require disclosure
of amounts spent for instigating or promoting legislation,
or political activities, or amounts paid to other organiza-

tions for the purpose.

The returns should likewise require disclosure of amounts

spent for TV, radio, and newspaper advertising.

The returns should call for a description of all activities,
directly or indirectly engaged in by the foundation, in

which commercial organizations are also engaged.
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25. The program of field auditing returns of foundation should

be greatly expanded.

26, Stiff penalties and revocation of tax exemption for improper

or insufficient reporting would help curb abuues.

27. A reasonable tax on income of foundations should be
assessed.

These and other reforms are vitally necessary.

H. R, 13270 contains provisions dealing with some of these

recommendations; others still remain.

. A qlance at these recommendations indicates quite clearly
that while tax reform is extremely important, there are many other
facets of the activities of these organizations which bear close
scrutiny. Further, although H, R, 13270 is less restrictive than
H. R. 7053, which I introduced in the House on February 18, 1969,
I support the provisions of H. R, 13270 since I believe they are

a step in the right direction.

For instance, H, R. 7053 recommended a 20 purcent tax on
gross income, but H., R. 13270 establishes a tax at 7)% percent on
net investment income, Further, my bill recommended restricting
stock ownership by foundations in corporations to three percent.
The bill under consideration by your Committee allows 20 to 35

percent.
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To place this entire matter in perspective, I would like to
give some over-all statistics on those foundations under study by

the Subcommittee on Foundations.

In the ten-year period ending 1960, 534 foundations had
total receipts from all sources of $6.9 billion. 1In the succeeding
seven-year period (575 to 647 foundations were studied), their
receipts totalled $8.6 billion, or, $1.7 billion (25 percent) more
in a three-year shorter period. These same foundations more than
doubled their accumulated {(unspent) income from $1 billion at the
end of 1960 to over $2 billion at the end of 1967 and their net
worth increased from $6.8 billion to $10.1 billion, or about 50

percent.

puring the period from 1951 to 1967, these foundations had
$15.7 billion in total receipts. Of this amount, $7.3 billion or
somewhat less than half came from such sources as business income,
interest, dividends, rents and royalties. Of the balance, $4.1
billion came from capital gains on the sale of assets and the

remainder, $4.3 billion from contributions, gifts and grants.

At the end of 1967, the 647 foundations under study had total
assets at market value of $17.8 billion, as compared to some $10.2
billion at the end of 1960; an increase of almost 75 percent. The
$17.8 billion valuation is 50 bercene greater than the $11.8 billion

of the capital stock, Qurplus undivided profits and contingency
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reserves of the 50 largest banks in the United States., When
one considers that these figures are for only 647 of the 30,000
foundations, even though most of the larger ones are included,

the size of the problem strikes one in full force.

One of my greatest concerns is the impact of such organi-
zations on the small businessmen of this country. Foundations,
because of their tax-exempt status can unfairly compete with a
business which does not enjoy the benefits of such privileges.
Holdings by foundations in enterprises constitute a powerful
influence in corporate control, in the market place and in proxy
soliclpations. our last report shows that almost 25 percent, or,
154 of the 647 foundations studied, held sizeable amounts of stock,
from 5 to 100 percent in 313 corporations. The carrying value of
these shares was $2.7 billion, with an estimated market value of
$6.2 billion. The market value of all corporation stock holdings
by these foundations amounted to the staggering sum of $13.1 billion,

or, almost 80 percent higher than the holdings at the end of 1960.

= As Fortune magazine of June 1969 states, "Philanthropy does
get shortchanged however, when the corporate stock that a foundation
holds for control purposes produces meager income." It cites the
Lilly Endowment and the James Irvine Foundations as examples of

disbursements representing only about one percent of its assets.
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It would be interesting to take a look at what the foun-
dations have done with their tax-free dollars. In the years
1951 through 1967, of the receipts of $15.7 billion, disbursements
were $9.9 billion, of which $1.9 billion was paid out for expenses
and $8 billion was distributed for contributions, gifts and grants,
In other words, the foundations had distributed as contributions,
gifts and grants only about 50 percent of what they had received:
it cost them $25 in expenses for every $100 of contributions, gifts
and grants made. However, this is an over-all average.. When we ‘
look at 1967, we see that it cost the foundations $33 in expenses
(6253 million) for every $100 in contributions, gifts and grants

made ($754 million).

I am therefore constrained to view rather cynically the
statements made by foundations' representéiives that a 7% percent
tax on net investment income will seriously impair the ability
of foundations to continue their philanthropic activities. This
view is further supported when the record shows that the Rockefeller
Foundation spent half as much just running its New York office -
$5.4 million - as it spent throughout.the entire nation in 1966.

It spent more just running its New Yori offices - in salaries and
the like - than it spent in "benevolence" in New York and California

combined.
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In fiscal years 1966 and 1967, the tax-exempt Ford
Foundation lost §92,500 and $100,200 respectively in the operation
of its cafeterias and dining room, and, of course, thé taxpaying
restaurant owners in New York City lost over several hundred

potential customers.

In 1966 and 1967, the tax-exempt Rockefeller Foundation
lost $44,500 and $47,200 respectively in the operation of its
lunch rooms and taxpaying restaurant owners in New York City also

lost several hundred potential customers. ‘

Mr. Benson Ford received $15,000 for attending three

meetings of the Ford Foundation,

I could go on and on giving examples of loose administrative
practices, unconscionably high expenses, and free spending on the
part of foundations. The reports issued by the Subcommittee on
Foundations are replete with examples of complete disregard of the

public interest in the operation of foundations,

If the foundation managers adopted a more prudent business-
like approach to the cost aspect of their operations, exercised a
more careful review of contributions, gifts and grants policies,
and paid more attention to the kinds of income producing stocks
in their portfolios, the 7% percent tax, contemplated in H. R, 13270,

would not be the burden they protest it would be. 1In fact, I would
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hazard a guess that tightening their belts would make more funds

availab}e for charitable purposes.
!

The provisions of H, R, 13270 were reviewed in depth by
me. While much more remains to be done, the provisions relating
to privatély controlled tax-exempt foundations will have a
salutary effect on the operations of such organizations., I

strongly support its provisions.

As'I have indicated, much remains to be done with respect
to the control and supervision of the activities of privately
controlled tax-exempt foundations. The foundation problems are
far more numerous and serious than Treasury officials have been
willing to admit publicly. During our Subcommittee's 1964

hearings, I made the following statement, in part:

“"The Secretary of the Treasury has testified that it is the
Treasury's duty to be alert to all possible violations of law.
The Secreéary also says (1) he does not consider it proper for a
foundation to engage in insider's stock deals, stock price mani-
pulations, short sales, margin trading, speculation in commodity
futures, or to act as an unregulated source of stock market credit,
and (2) the SEC should be alerted to the possibility of a founda-

tion's involvement in insider deals and stock price manipulations.
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“Yet, testimony before this Subcommittee indicates the
following:

“The IRS does not examine éoundations to determine whether
they are violating any Federal securities laws - including those
relating to insider‘'s stock deals, stock price manipulations, and
unregulated sources of stock market credit.

"The IRS has not collected any information, as to the
extent that foundations are involved in speculation and trading on
margin,

“The IRS has not collected any data on the 1nv;1vement of
foundations in corporate proxy fights,

“The IRS does not examine foundations to determine whether
their foreign operations may be in conflict with Government policies.

"The IRS does not examine foundations to determine whether
the foundations are channeling income and corpus in a direction
that may hurt competitors and investors,

“The IRS does not examine foundations to determine whether
they are selng used as a device for engaging in various trade
practices which might be in violation of certaiﬂ statutes adminis-
tered by the Pederal Trade Commission or the Antitrust Division.

"pew Oof the persons in the IRS who examine foundation tax
returns would be sufficiently familiar with the antitrust law to
know whether the practices as cited may violate Section 5 of the

FTC Act or the Sherman Act.
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“The IRS does not examine foundations to determine whether
thexe is a conflict of interest between the duties of a foundation's
directoLs or trustees and their interests as officers, stockholders
and employees of business corporations whose stock is controlled
by the foundation.

"T!e Acting Commissioner does not know of any cases where
compensation of officers, directors or trustees among the large
foundations has been unreasonable or unjustified. Yet, Mr.

Benson Ford received $15,000 for attending three meetings of the '
Ford FounJation. |
" wphe IRS does not review a foundation's individual charitable

-

donations,

"Th; IRS has no rule of thumb regarding the percentage of
income that a foundation must spend for the purpose for which it
was granted tax exemption,

“The IRS does not examine foundations to determine whether
contributions are being made to the foundations by persons or
organizations that supply goods or services to companies interlocked
with the foundations,

“The IRS does not know how much money was spent overseas by
U, 8. foundations in 1963.
"The IRS does not examine foundations to determine whether

they are making loans overseas that may be contributing to our

balance of payments problem,
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"This is the most impressive record of do-nothing that
I have a?en in my 36 years in Congress."

I’regret to say that those observations are just as pertinent
today as they were in 1964,

The fact that foundations are exempt from taxation does not
mean that tLey are exempt from other Federal laws, Hence, anti-
trust law, 'TC law, SEC law, etc. are applicable to foundations.

It is, of course, possible for a foundation to be used as
a device fof engaging in various trade practices which may be a
violation of certain statutes administered by the Federal Trade
commission or the Antitrust Division, For example, contributions
may be made to a foundation by (1) persons or organizations that
supply goods or services to companies interlocked with the foun-
dations, or (2) from persons or organizations that buy goods or
services from companies interlocked with the foundation. The point
is that if the company that is interlocked with a foundation is
doing business with and by a contribution to the parent foundation
they get the business because of that interlock, they are obviously

getting an advantage.

In other words, a contribution can be made to a foundation
for a business purpose rather than an eleemosynary purpose. For

example, under the Robinson-Patman Act, business concerns are
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prohibited from making disproportionate discriminatory discounts
to particular buyers if the effect might be to substantially
lessen competition or tend to create a monopoly. Hence, contri-
butions to a foundation can be a method of getting around this
provision of law,

Also, there is the business practice known as reciprocity,
which may violate the antitrust laws. It involves tacit or
actual agreement to do business with a firm if it reciprocates
and gives business in return. Foundations may be parties to
reciprocity arrangements. For example, a business affiljated
with a foundation may say to one of its suppliers, " I will buy
from you if you will contribute to such and such a foundation® or,
“if you buy from me, such and such foundation will make you a
business loan at favorable terms",

Our study indicates that many business suppliers and buyers
have made sizable contributions to foundations controlled by cus-
tomers. Por example, we know that a number of suppliers of the
Hilton Hotel chain are contributors to the Conrad N. Hilton Foun-
dation, of Los Angeles, Mr. C., N, Hilton, Jr., Secretary of the
Conrad N. Hilton Foundation, has acknowledged that, during the
fiscal years ending February 28, 1952 through February 28, 1963,
29 donors -~ who were suppliers of goods or services to Hilton
Hotels Corporation or its subsidiaries - made contributions to the

Conrad N. Hilton Foundation in the amount of $61,695.18.
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Does not this kind of situation appear to raise the specter
of business reciprocity - We will buy from you if you contribute
to our foundation?

&f 80, does it not raise a number of serious antitrust
problems? Specifically, may it not involve a possible violation
of the Robinson-Patman Act because it involves the inducement of
discriminétory prices?

Or may it not involve a violation of Section 5 of the FTC
Act as have other instances of business reciprocity because they
involve "wnfair methods of competition?"

Here is another case that we discussed in our hearings. The
Rogosin Foundation, of New &ork city, is controlled by the Rogosin
family. The Rogosin family has also dominated Beaunit Corporation
(formerly Beaunit Mills, Inc.), Rogosin Industries, Limited,
and Skenandoa Rayon Corporation.

At . December 31, 1952, the Foundation held 33% percent of
the nonvoting preferred stock of Beaunit Mills, Inc. (carrying
value $2.7 million) as well as 5 percent of the common voting stock
of the same corporation (carrying value $1.9 million).

Beaunit Mills, Inc., manufactures synthetic yarn, knits and
weaves fabrics, and manufactures intimate apparel. The Goodyear
Tire and Rubber Company of Akron, Ohio, has been a buyer of tire-
cord yarn from Beaunit Corporation.

In March 1952, Goodyear made a cash donation of $150,000

to the Rogosin Foundation. Additionally, on March 10, 1952;
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Goodyear loaned $2.5 million to the Rogosin Foundation at 4 percent
interest. The loan was to be paid off in installments due January 3-
August }5. 1953, January 3 - August 15, 1954, and January 3 ~
August &5. 1955, According to the Poundation, payments on the loan
were made on August 15, 1953, August 15, 1954, and August 15, 1955.

Thq Foundation states that it used the $2.5 million loan to
purchase from Beaunit Mills, Inc., 30,000 shares of the latter's
preferred'stock. An identical number of shares of Beaunit Mills,
Inc.,, preferred stock was pledged by the Foundation as collateral
for the lﬂan. s

80.'here we have the question as to whether this arrangement
involves a price discount from Rogosin to Goodyear, for which
Goodyear, the buyer, compensated Rogosin by making a contribution
to the Rogosin Foundation. If this were the case, would it not
seem to raise both tax and antitrust'problems. First, it is a
method whereby the buyer compensates the seller by making a tax
deductible contribution to the Rogosin Foundation? Second, would
not this practice, at best, be 5 distortion of the pricing and
exchange process in a free enterprise economy? Third, might not
this practice actually involve, (a) a violation of the Robinson-
Patman Act because it involved discriminatory pricing, or (b) a
violation of section 3 of the Federal Trade Commission Act because
it is an unfair method of competition? Additionally, of course,

Goodyear was acting as a source of unregulated credit,
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Then there are the possible antitrust problems - actual or
potential conflict of interest situations - that may stem from
situations where board members of foundations also sit on the
boards of business firms that compéte with each other. As we all
know, Section 8 of the Clayton Act provides that no person shall
be a director of two or more competing corporations. Now, that
Act does not apply to indirect interlocks, such as when a foun-
dation has two board members, one of whom is also a board member
of corporation A and the other member is on the boardoof corpora-
tion B (a competitor of A). While there is nothing illegal about
such an arrangement under Section 8, there could be a special
public interest problem when a foundation established for
eleemosyna;y purposes becomes a vehicle for such indirect inter-
locks which might affect competition.

Here is another area that this panel should explore. Does
a businessman in government pose a greater potential.conflict of
interest ghan the officials of foundations in government -~ such as,
for example, McGeorge Bundy, President of the ?qrd Foundation,
whose overlords, the Ford family, have fmmense commercial interests
throughout the world, including the Middle East? It seems to me
a bit inconsistent for the Congress to require a businessman to
completely eliminate potential conflict of interest when, at the

same time, it permits Mr. Bundy to wander in and out of the Govern-

ment while retaining his $65,000 annual salary from the Ford
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Foundation. This was the case in June 1967 when Mr. Bundy
became Executive Secretary to the National Security Council
Committee on the Middle East. .

Now, to turn to the stock market -~ there is ample evidence
that many foundations are actively trading in the market with
substantial portions of their funds. Judging from the content of
their portfolios and the frequency of turnover, many foundations
are concerned less with equity yields and inflationary trends
than they are with the lure of capital gains to swell their
principal funds., I might add that former Secretary Dillon testified
that he shares my view that speculative gains for charity are not
worth the risk of speculative losses, and that he knew of no case
where direetors or trustees of a foundation have reimbursed the
foundation for losses incurred in speculation.

One of the operations that should be subjected to the close
scrutiny of this Committee is that of the private pooling of invest-
ments by some foundations - in other words, the pooling of capital
to trade in the stock market. For example, some of the Rockefeller
foundations have informed us that they have a joint investment
staff of 16 persons, not including secretarial, headed by

Mr. J. Richardson Dilworth, which provides investment services with

the cost shared by the .various Rockefeller participants.

33-758 O - 69 =~ No, 17 -~ 4



-22-

poes this not raise some potential problems - the possibility
of specwlative tactics, the possibility of a conflict of interest,
the possibility of huge buying power that will have a strong impact
on the prices of stock they deal in?

Secretary Dillon also testified that a foundation can be a
source of !nfair competition arising from active use of foundation
assets by Honors or trustees for private business ends, and that
there are an infinite number of ways in which foundation assets or
income can be used for the preferment of one set of private persons
over anoter. The Secretary agreed that (1) foundatisns' money-
lending activities put them into unfair competition with private
lenders and also give the foundations an element of influence over
a wide ranée of business ventures, and (2) such activities may
present problems, such as preferential rates of interest., All this
is made possible by the fact that, at present, the only restraint
on a foundation's moneylending appears to be that loans must carry
a "reasonable® rate of interest and adequate security, and that
nothing prevents the foundation from making loans to its founder
or his family, the businesses under his control, or a donor.

T conclude with this thought: There is something fundamentally
- wrong in conditions which make such acquisition of economic power

possible, and which tolerate its continuation. And it is the

responsibility of Congress to correct those conditions,
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The Internal Revenue Service has proven itself over the
years unable to administer and enforce effectively the laws and
regulations governing such organizations. For many years the
Subcommittee on Foundations attempted to obtain a 1list of privately
controlled tax-exempt foundations. Finally, in December 1968,
after many delays and much prodding, such a list was submitted to
the Subcommittee. This list contained the names and addresses of
20,262 foundations. Shortly, thereafter, almost 300 corrections
were made to the list, 0

In attempting to broaden our study of such organizations,
and after unsuccessful attempts to obtain the kinds of information
we needed from the Internal Revenue Service, we undertook to obtain
the information by communicating directly with the foundations. We
are presently in the first stages of such a project. Of the first
several thousand mailings made, about 1,000 have been returned with
the notations, “Moved, not forwardable,“ "Addressee Unknown,"
*Addressee moved and left no forwarding address,” "Insufficient
Address." 1In some cases we were advised that some foundations had
been out of existence for years, one as long as ten years ago. The
list furnished us by the Internal Revenue Service is replete with
auplicatione and incomplete addresses and names.

" If the Internal Revenue Sexrvice cannot even come up with the
current addresses of the organizations for which they have responsi-

bility, I shudder to think of the kind of audit and review .
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that is being undertaken by them. Several years ago in one of
our studies, we indicated that some of the larger foundations
had not been audited for many years. In fact, as a result of
prodding by the Subcommittee, some $28 million in assesments
have been levied against a number of foundations.

The public is entitled to complete disclosure of informa-
tion concerning these organizations which have been granted tax-

exempt status, It is estimated that only 140 such organizations

publish annual reports. The only other data is in the Form 990-A.

which is required to be filed with the IRS annually, which is
admittedly limited in depth.

- Recently, as a result of Congressional interest, there has
been a great deal of scurrying around by the foundations to
establish some kind of a self-policing organization. 1In view of
the record, allowing such self-policing would be akin to having-

- the fox guard the hen house or letting the goose watch over the

shelled corn. Stronger Government action is urgently needed.

The proliferation in the number (2,000 new ones in the past

year) of such organizations and in their increasing economic and
other powers makes it necessary that their activities be given
the closest scrutiny.

Accordingly, I introduced legislation in the House on
September 9, 1969, (H. R, 13725) to establish an independent

Government Agency to control and supervise the activities of
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privately controlled tax-exempt founQations. Because of its
relevance to the deliberations of this Committee, I would like
to requ4st that the text of this bill be 1nc1ud;a in the record
of these hearings.

The new Agency, "The Private Foundation Control Commission,"
would be h'aded by three Commissioners appointed by and reporting
to the Prepident. Commissioners will serve five-year staggered
terms with a Chairman whose term as Chairman would be co-terminus
with the President's term,

As dtated in the bill ,.."The establishment of ea Private
Foundation Control Commission is necessary in the public interest
tos

(1) provide general leadership in the identification and
solution of problems relating to private foundations:

(2) facilitate the enforcement of internal revenue laws and
regulations relating to private foundations and aid in the
development of a more equitable tax structure with respect
to Quch foundationa;

{(3) develop and recommend to the President and the Congress
policies and programs designed to ameliorate the problems
relating to Federal taxation and regulation of private
foundations; and

.(4) establish and administer a comprehensive registration and

-

reporting system for private foundations and to determine
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and centrally record the finanéial and oéher operations

of such foundations in order to assist in the accomplish~

ment of the foregoing objectives.

Under the legislation, no private foundation will be eligible
for tax exemption unless it is registered with the Commission. The
Commission jwould be authorized to revoke such registration under
appropriate circumstances.

The Commission will be self-sustaining through assessing
the foundations a registration fee and an annual maintenance fee.
Such fees are not a substitute for the tax on net investment income
of foundations included in H, R, 13270, the tax reform legislation
recently passed by the House and under conside;ation by this
Committee. The legislation is restricted to private foundations,
which are defined in the legislation.

Mr. Chairman, I appreciate the time and courtesy afforded
me in presenting this rather lengthy statement to the Committee.

I would like to make it clear that my efforts are not direqted to
the elimination of all foundations as a constructive part of our
democratic society. Rather, it is my hope that the corrective
actions being considered by the Congress will clean up the bad -
apples in the barrel and allow those privately controlled tax-exempt
féundations which are operating in the highest and best public

interest to continue their worthy efforts.
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In a democratic society, the burdens of taxation should
be shared equitably by all. Privileges granted to any particular
group for any special purpose must be accompanied by the acceptance
of the responsibilities that such privileges cafry with them.
With the passage of this tax reform bill as passed by the House,
and my bill (H. R, 13725) which I consider to be a companion bill,

it is hoped that these objectives may be attained.
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STATINENT OF CONGRESSMAM CHARLES A. VANIK, OHIO
BRFORE THE SEMATE PIMANCE COMMITTRER
OCTOBER 3, 1989

Nr. Chairmans

After six trying months of effort on the Tax Reform Proposal,
I oan fully appreciate the difficult problem which confronts your
Committees. The work of the House Ways and Neans Committee and the
House of Repressntatives is not perxfect, but I believe you will
agree that our deliberations were extensive, exhaustive and welle
intentioned. Most of our decisions in Committee were arrived at
after extensive discussion. Section by section we approved most
of the language by almost unanimous vote. As you can determine by
the Report Bill, there was,overall vory little aissention on major
provisions of the Bll.

With this in mind, I endoxse the principal provisions of the
House Bill. Our decisions were made calmly and deliberately and
in substantial response to the ovexvhelming mandate which each of
us has clearly received from our constituencies. 70 my knowledge
that pressure has not diminished one iota.

Weither the House of Representatives or the Ways and Means
Committee initiated the drive for tax refom. We were pushed into
it by angry taxpayers. The disclosure of abuses of the tax code
ignited the bonfire. Taxpayer indignation at the escape from
taxation of the npor-ztch,nddod fuel to the fire. The altex-
native to tax refomm is open tax revolt.
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Thexe are some who would prefer to keep reform in suspension
as a political issue, ~= I would rather see a fair and reasonable
proposal written into law., This reform proposal is in many
instances only a soft touch on tax privilege instead of the
heavy hand that I would like to see. It deals .wu:h no aitizen
unfairly. 3t is a step we must take toward tax justice,

Those who ariticize our efforts to impose a minimum tax
on the wealthy must £4nd some other way of acaomplishing this
necessary goal. But that goal must be reached. The American
public demands it.

Much has been said about our treatment of the Oil Depletion
Allowance. Considering what aould have happened, the small
reduction in the depletion allowance enacted by the House was
the minimum the taxpayer would accept. There can be no tax
reform bill without some reduction of oil tax puvuogu.‘
Mothing was done adout intangible drilling costs, acoounting
procedures, and several other devices to spare oil EQ:ax.t.tm.

The oil industry should be able to assume this taxation withouy
threats to incxease consumer prices. Blackmail
will not work on the Congrass or the consumer,

pomestic oil prices are artificially controlled by two
state cosmissions working in unison toward price stability
through production contxols. Foreign oil import controlse
further prop up domestic oil prices at a consumer cost of
billions of dollars. The authenticity of reports of depleting

reserves must be measured against the advantages inherent in
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suppressing reported resexves in an effort to shelter these
reserves from taxation.

In one afternoon before the Ways and Means Comnittee,

1 dispelled the myth of natural gas shortages and the threat
of a natural gas crisis. That information is in the Nouse record,

Although the Administration has finally agreed to accept
el:n Ways and Means Committee and the House recommendations for
a reduction in the oil depletion allowance to 20 per cent, they
have stated no position on the foreign oil depletion allowance
which was completely eliminated by the House.

There is no rational legislative reason for extending the
privilege of the depletion allowance to foreign produced oil,
The combination of the depletion allowance and the foreign tax
oredit have made most of these profits tax free.

These tax-free profits of American investment in foreign
oil have corrupted and misdirected American foreign policy in
many oil-rich countries. This has resualted in American policies
of costly military assistance in support of temporary rulers
who will undoubtedly be removed when their people £ind out what
is going on. 'rhe:; is no reason for the American taxpayer to
subeidize these activities.

In some of the provisions of the Reform Bill, there may
be xoom for improvement, particularly with respect to the
language on charitable giving. % also hope that your Committee
will consider providing taxpayer xrelief by way of increased

exemptions. From projections of tax receipts which I have seen,
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it would seem very feasible to l@tmo exemptions at the rate

of $100 per year, per dependent for the next four years until

the dependency allowance reaches $1,000 per dependent. Every
taxpayer :?htu the dependency exemption to the actual present
day costs of support. 70 the taxpayer, this is far more meaningful
than increased standard deductions which disregards family sise.

In considering a taxpayer‘'s fair share of taxation, it {e
important to know how a taxpayer must divide his available
income anong his dependents. This is haxdly a boon to a wealthy
taxpayer whose expense in supporting dependents escalates with
his station in life. Poverty and large families are synonymous.
Increased exexptions are the only method to relate the need for
tax relief to family size.

One major objective of tax reform in the House which was
not achieved is the critical need for simplification of tax
returns and payment procedures. for the individual taxpayer,
there is need for a sinplified appeal procedure. As it stands
now, the Tax Court procedure is a court for the rich. Less than
one per acent of all challenged cases msich the Appellate Division
of the Intexnal Revenue Service. Some lawyers ;rmu that it is
not feasible to take up & tax dispute unless the tax claim is
upwards of $10,000,

What would be wrong with a system of small tax oclaim
refexees who ocould establish essential facts in small tax claime

and provide a necessary and humane service for the average taxpayer.
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In these days of high interest, it appears that the Internal
Revenue Sexvice is used as & bank by tax delinquents who pay
6 per cent interest on taxes owed the Federal government, using
tax money for other purposes,

Accordfing to the latest Internal Revenue Sexvice figures
provided to my office, intexest on. delinquent taxes owed to the
United States Treasury by individuals and corporations in riscal
Year 1969 amounted to over $567 million. This amount of interest
would indicate a $9.5 billion tax delinquency in Fiscal Year 1969!
At this rate, the tax delinquency will inocrease in Piscal Year 1970
by 12 per cent == over $11 billion,

There is no joy to the Treasury collection of this interest
at a 6 per cent rate. Who can get money cheaper than that? The
delinquent taxpayer can invest these funds in absolute security
at 8 per cent or 12 per ceant. The delinquent taxpayer can
profit by arbitrage at the expense of all other taxpayexs who
pay their bills.

St ie inocredible == but the delinguent taxpayer has another
useful girmick., MNe can get a tax write-off against his current
taxes for the interest he pays the Internal Revenue Service on
hie delinquent tax bill, This reward for delinguency adds a
oruel insult to the average taxpayer who has to pay his tax

bill before it is due,
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. It sesxs to me that the tax reform proposal should be
amended to raise the interest rate for delinquency and to eliminate
the deduction for interest paid on delinguent taxes.
1 know that your Committee is cxitically pressed for time
in your deliberations. But there is a sense of urgency about
tax reform which should prompt us to make difficult and responsible

decisions this year.




SUMMARY STATEMENT OF GRORGE A, SMATHERS '
ON BEHALP OP MANUPACTURERS HANOVER TRUST

COMPANY AND MORGAN GUARANTY TRUST COMPANY

OF NEW YORK

Debt Securities Held By Banks

Banks have long received nonparallel treatment
with regard to their capital gains and capital losses on
bonds and other corporate and governmental evidences of
indebtedness. A net gain on bonds 1s taxed as a ocapital
gain; but a net loss on bonds is deducted against ordinary
income, Section 4U43 of the bill would tax the net gain on
bonds as ordinary income. For the reasons stated in the
attached memorandum, we believe this provision should not
be adopted, If i1t is adopted, such a change should be
made effective only with respect to bonds or debt securi-

ties purchased after the effective date.

Bad Debt Reserves

It is believed not wise to limit bad debt re-
serves to relatively recent experience and thus ignore the
impact of a possible future decline in the economy. The
proposed bill would change from an existing uniform per-
centage formula for bad debt reserves which reflects
depression experience to a formula consisting of each bank's

own 6 year moving average experience, If such change is
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to be adopted, then it seems inequitable to freeze the
base year balances, as proposed under section 44l of the
bill, in the case of banks who have not yet reached the
2.4% limif currently permitted and who are in mid-stream
in a catch-up formula provided for by Internal Revenue
Service rules currently in effect.

Lump Sum Distribution
From Profit Sharing Funds

Under present law lump sum distributions from
profit sharing funds are taxed at capital gains rates,
The bill would substitute for this easily understood
treatment a complex averaging formula requiring recomputa-
tion and refund claims by small taxpayers., It is submitted
that the fairest and simplest method for averaging lump
sum distributions from funds that have been built up over
many years is the present capital gains treatment long

permitted by the tax law. .



STATEMENT OF QEORGE A, SMATHERS

ON BEHALF OF MANUFACTURERS HANOVER

TRUST COMPANY AND MORGAN GUARANTY
- TRUST COMPANY OF NEW YORK

Mr. Chairman, my name is George A. Smathers and
I represent Manufacturers Hanover Trust Company and Morgan
guaranty Trust Company of New York. My remarks are limited
to.three gsections of the bill: Section 443 relating to
gains realized by banks on the sale of bonds and other
debt securities; Section 441 relating to bad debt reserves;
and Section 515 relating to lump distributions from profit
\ sharing plans.

As explained in more detaill under separate headings
below, we believe the proposed changes embodied in these
sections of the House Bill are inappropriate, In connection
with Section 441 (bond transactions) and Section 443 (bad
debt reserves), the Bill contains inequities which in any

event should be corrected.

Debt Securities Held By Banks
(Section 443)

Under preaent‘law, commercial banks are allowed
to treat as ordinary losses any excess of capital losses
over capital gains resulting from their transactions in
bonds and other corporate and governmental evidences of

indebtedness, At the same time, they are permitted to
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treat any net gains from such transactions as capital
gains, Under Section U443 of the House Bill, this would
be changed. Commercial banks would be obliged to treat
net gains from these transactions as ordinary income in-
stead of as capital gains, Net losses would continue to
be fully deductible as ordinary losses,

It 18 not believed that this change is desirable,
The present law 1s not the result of an unintended omission.
The present treatment of losses on the sale of debt securi-
ties by banks dates back prior to World War II and was
deliberately adopted to encourage financial institutions
to support large new i1ssues of bonds. It is not believed
that it 1s in the public interest at this time to discourage
financial institutions from acquiring bonds. The pendency
of the House Bill already has had an adverse impact on the
demand for long-term issues and has had the effect of re-
ducing the already low liguidity of the banking system.

The modification of the present treatment of
gains realized by banks on debt securities will increase
the difficulty of the Treasury and state and local govern-
ments in iasuing securities and consequently will tend to
increase the cost of such financing. The impact on the
present liguidity of the banking system arises from the
fact that termination of the present treatment of gains
will reduce the effective yield of i1ssues now outstanding

-2a



and selling below face value, In short, we feel that
there continue to be valid public policy objectives for
maintaining the present nonparallel treatment of gains
and losses,

If, despite the above considerations, the Con-
gress sees fit to adopt the proposal embodied in the
House Bill, it is submitted that such change should be
made effective only with respect to bonds or debt securi-
ties purchased after the effective date., A8 indicated.
above, the present treatment was designed to encourage
banks to perform the important functions of providing
a market for governmental and corporate securities, It
is therefore obviously inequitable that the current hold-
ings of debt securities of banks which were purchased in
the light of this favored tax treatment should not con-
tinue to enjoy such favored treatment.

Bad Debt Reserves
ection

For many years for federal income tax purposes,
commercial banks have been permitted to establish bad
debt reserves, The present regulation which was adopted
in 1965 permits transfers to such reserves to be made
until the total equals 2.4% of eligible loans, Transfers
in any single year are limited by certain provisions de-

signed to prevent unduly rapid or large transfers,

-3-
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The present treatment is the result of regula-
tions which have been modified from time to time after
considerable deliberation. It cannot be regarded as an
inadvertent loophole, but rather reflects broad public
policy with respect to the structure and functioning of
the commercial banking system.

Unlike many other nations, the United States has
followed the policy of encouraging a high degree of decen-
tralization in our banking system. As a result, there are
more than thirteen thousand commercial banks in the United
States, the great majority of which are small enterprises,
It 18 of the utmost importance that the stability and solvency
of this system be assured, Bad debt reserves have con-
tributed to such solvency and stability,

Subject to a transition rule designed to prevent
hardship, Section 441 of the House Bill would eliminate
the present rule which permits a bad debt reserve of 2.4%
of outstanding uninsured loans and would substitute therefor
a reserve based upon each bank's own experience as indicated
by losses for the current year and the five preceding years.

while in a period of economic stability, the
present rule permitting a reserve of 2.U% of eligible
loans may result in a reserve that is more than adequate
for many banks, it 1s submitted that it 1s important that
banks be permitted to have a cushion against the possibility

-lja
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of an economic downturn, In the absence of such a cushion,
many banks throughout the country could, in the event of a
receasion, suffer such an impairment of capital as to force
liquidation or reorganization, The undesirability of this
from the standpoint of the entire economy is obvious,

If, despite the above considerations, the Congress
should determine to adopt the proposed change to a six-year
moving average, there is one inequity in the Bill which
should, in any event, be corrected. This inequity arises
in connection with the transition rule which is designed
to prevent hardship where a bank has a bad debt reserve
in excess of the amount that would be allowable on the
basis of its own experience. The transition rule, as em-
bodied in the House Bill, would permit the bank to maintain
its present dollar reserve and to deduct actual bad debt
losses where no addition to the reserve would be justified
under the six-year moving average., The inequity stems
from the different levels and circumstances in which in-
dividual banks find themselves with respect to their re-
serve balances as of the close of 1969 and in light of an
incomplete transitional formula by which they are governed
under existing Revenue Ruling 65-92.

By way of background, Revenue Ruling 65-92,
issued by the Internal Revenue Service in 1965, was de~

signed to provide a uniform percentage for computing
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annual additions to reserves for bad debts by banks. Under
the ruling a bank was allowed deductions for additions to
its reserve for bad debts until the reserve equals 2.u$ of
loans outstanding at the close of the taxable year. How-
ever, in order to minimize the revenue impact and still
put banks on a parity, a bank whose reserve was less than
2.4% of outstanding loans at the close of its 1964 taxable
year (the year of change) was permitted to make up the
difference over a period of not less than 10 years, This
"ecatch~-up” period runs at least through 1974. As a result,
many banks' so-called "base year" balance in their reserves
are at the 2.4% 1limit but other banks are still in the pro-
ceas of increasing their reserves to that limit under the
Internal Revenue Service formula,

In moving from the existing uniform percentage
formula for bad debt reserves to the proposed new experience
formula, 1t seems inequitable to freeze the base year bal~
ances in the case of banks who have not yet reached the
2,4% 1imit and are in mid-stream in the catch-up formula
under existing law,

A8 part of the transition to the proposed new
formula, banks whose base year balances have not yet
reached the 2.4% limit should be able annually to increase
such balance by at least the amount of their experience

under the now formula until such balance reaches the 2.4%
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ceiling for the base year. The effect would be to reach
a greater degree of equivalency among competing banks
(which was the purpose of Revenue Ruling 65-92) over a
period of time but by a formula tied to actual experience
as proposed in the bill, Stated differently, our proposed
change would permiﬁ a gradual equalization in the point of
departure of change from existing to newly proposed bad
debt reserve rules, Had the Internal Revenue Service
catch-up formula run its course for all banks prior to

the pending legislation, such a change would not have

been necessary,

Tax Treatment of Lump-Sum Distributions

_ _PFrom Profit Sharing Funds
- (SectIon 5I15)

Section 515 of the Tax Reform Act of 1969 pertains
to the taxation of distributions from profit sharing plans.
That section, as contained in the Act passed by the House of
Representatives, would tax as ordinary income that portion
of a lump-sum distribution from a profit sharing plan which
consists of amounts contributed by the omployer after 1969,
Under present law, such amounts would be taxed at long-term
capital cains rates, This change appears undesirable.

At the outset, it may be helpful to describe in
general terms the provisions of the profit sharing plan of

Manufacturers Hanover Trust Company, which are believed to

-7-
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be typical of those of many other banks. Manufacturers
Hanover Trust Company has adopted this plan in addition
to a fixed benefit retirement plan. The employee looks
primarily to the fixed benefit retirement plan to provide
him with security in retirement. The profit sharing plan
serves the purpose of permitting the employee to share in
the Bank's profits and of encouraging him to be thrifty,
It makes it possible for him to accumulate a sum which
will enable him following retirement to travel, to pur-
chase a home in a vacation 'area or to invest in a small
business, The imposition of conflscatory taxes is incon-
sistent with the achievement of these purposes.

Under the plan, all regular employees become
eligible to participate after the completion of one year
of continuous service, Each year, the Bank sets aside
for profit sharing under the plan 10% of net operating
earnings after taxes. The sum so set aside is allocated
among the employees in the proportion tﬁat each employee's
base compensation bears to the total base compensation of
all employees participating in the plan. The employee is
not obliged to make any contribution to the plan.

The employee is given the right to elect to have
his share in the profit sharing fund invested in whole or
in part in one of four different Investment Funds. One of

these funds is invested in stock of the employer bank. The
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other three funds consist of miscellaneous securities,
the most conservative consisting solely of U.3. Govern-
ment obligations, another of relatively conservative
securities (including, however, common and preferred
stocks), and the third of a less conservative type of
securities,

Three methods of payment are provided: (a) a
lump-sum payment, (b) annual installments of not more
than ten in number and (o) purchase of an annuity contract.
while the method of payment to each employee is decided by
a Retirement Committee, the employee's desires are taken
into account., If the share of the employee has been in-
vested in securities of the employer bank, the payment
wWill be made in this medium if requested by the employee,

It 18 believed that in the light of this descrip-~
tion of the profit sharing plan of Manufacturers Hanover
Trust Company it is possible better to underetand the tax
treatment of profit sharing distributions. The present law
which has been in effect for approximately twenty-five years
provides for capital gains taxation of lump-sum distribu-
tions 1f they are made in one taxable year as a result of
separation from service; and where the distribution includes
securities of the employer corporation, such securities are
valued at the original cost thereof to the plan, any ap-
preciation up to the time of the distribution being ignored,

-9-
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As a result the unrealized appreciation is not taxed un-
til the employee later sells the securities,

Under the House Bill, the existing rules would
be changed to impose ordinary income tax, rather than long-
term capital gains treatment, on that portion of a profit
sharing distribution which consists of employer contribu-
tions attributable to years beginning with 1970. The Bill
provides a special averaging device to minimize sonewhat
the effect of the "bunching" of income in the year of o=
tirement, Under this device, one-fifth of the employer's
contributions would be added to the other income of the
employee and a computation would be made to determine the
tax on such one-fifth. The tax so arrived at would then
be multiplied by 5 to determine the total tax to be paid
by the employee on the contributions of the employer. The
Bill contains a further novel provision which permits the
employee to recompute his tax for the taxable year of re-
tirement and each of the four following taxable years (on
the assumption that the lump-sum distribution has been paid
to him in five equal annual installments), and if such com-
putation produces a lower tax than that in fact paid by him,
permits him to file a claim for refund,

Except for this change in the method of taxing
the portion of the lump-sum distribution representing em-
ployer contributions, the House Bill makes no change in the

«10=
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present law with respect to the tax treatment of profit
sharing distributions. To the extent that a lump-sum
distribution is attributable to earnings realized by the
fund over the years in which the employee has been par-
ticipating in the plan, the distribution would be taxed

as long-term capital gain. Likewise no change would be
made in the rule which, in the case of distribution of
employer securities, disregards the unrealized appreciation
on such securities, Accordingly, the tax on such unrealized
appreciation would be deferred until the employee realized
the same through a sale of the securities.

At this point, it is well to note another change
proposed by the House Bill which, although not specifically
related to profit sharing, does have an effect on the taxa-
tion of profit sharing distributions. This is the proposed
removal of the 25% maximum tax on long-term capital gains,
We are not expressing any view on the wisdom of this pro-
posed change, but are referring to it merely for the pur-
pose of pointing out that even if the provisions of Section
515 of the House Bill are eliminated as herein recommended,
the tax payable on lump-sum distributions from profit shar-
ing plans will not as under existing law, be limited to a
maximum rate of 25%.

It 18 our position that irrespective of the tax
rate, the capital gains method of taxing lump-sum distributions

-11-
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from profit sharing funds is preferable to that proposed
in the House Bill both from the standpoint of fairness as
well as from the standpoint of practical administration.
The capital gains treatment which under present
law 18 applicable to lump-sum distributions from profit
sharing plans is not a method of taxation peculiarly re-
served to the taxation of gain on securities and other
capital assets. Rather it is a method which was devised
for the taxation of income accumulated over a number of
years which under the "annual accounting" concept followed
by our tax law 1s "bunched" into one year., Lump-sum dis-
tributions from profit sharing plans represent an accumula-
tion over many years of service, sometimes as many as thirty
or forty years, which is received by the employee in one
taxable year, No better illustration could be found of the
type of situation for which the capital gains method was
devised. Capital gains treatment further is appropriate to
these distributions because an employee's profit sharing
account represents an investment which he has had at risk
throughout his employment. During this entire period he
was the true owner of his share in the fund even though
such share may stem from contributions made by the employer.
while the moneys are in the profit sharing fund, the em-
ployee is subject to the risk of the fluctuations of the

securities markets, If the investment experience 18 good,
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the emp}qyee stands to gain; but if it is bad, it 1s the
employee who will bear the loss, It thus appears entirely
appropriate to apply the capital gains treatment to these
distributions without any fragmentation such as is proposed
by the House B1ll.

If 1t be suggested that ordinary income treatment
is appropriate to the extent of the employer's contribution
because such contribution is attributable to the employee's
own labor, it is submitted that this argument prove too
much, If it were sound, ordinary income taxation would
be appropriate to the proprietor of a small business who
sells the business after a long period of time over which
he has built up the good will of the business, Such a
proprietor is of course given capital gains treatment on
the sale of his business even though what he is selling
obviously stems largely from his own personal efforts. In
this connection, 1t 13 to be noted that the philosophy
underlying the proposed change in the tax treatment of
lump-sum distributions appears inconsistent with the
philosophy underlying the provisions of Section 802 of
the House Bill which propose a maximum tax rate of 50%
on earned income, Implicit in the latter provision 18 a
recognition that our tax laws in the past have unfairly
discriminated against earned income such as salaries and
other forms of compensation, and that the imposition of

confiscatory taxation may result in discouraging further

-13-

61



-

effort on the part of both low and high-paid employees who
recognize that as their compensation increases, the percen-
tage thereof that goes to the Government likewise increases,
Since distributions from profit sharing funds are a means of
encouraging employees to greater effort, it seems that the
proposed elimination of capital gains treatment is a movement
in the wrong direction.

The House Bill recognizes that it would be in-
equitable to tax a substantial portion of a lump-sum dis-
tribution as ordinary income in one taxable year. Accordingly,
it adopts the above-mentioned averaging device as well as
the cumbersome refund procedure. This necessary averaging
is, it is submitted, better accomplished, with less adminis-
trative burden to both the taxpayer and the Internal Revenue
Service, by leaving the present capital gains treatment un-
disturbed. The present law achieves an equitable result in
a way that is easily understood by taxpayers and 1s capable
of easy administration by the authorities. The proposed
treatment including particularly the refund provision
would be very difficult of comprehension by unsophisticated
taxpayers. In many instances, the refund provisions would
have to be utilized by the estates of deceased employees
under circumstances where the necessary records would be

difficult to locate.
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The proposed averaging device, while it avoids
the extreme pyramiding of income which would result in
the absence of an averaging device, fails fully to take
into account that much of the distribution may represent
earnings of the employee when he was being paid a very modest
salary and, consequently, was in a low tax bracket. Many
of the employees of a bank start at the very bottom of the
ladder and after many years reach a level where their top
income 1s subject to tax at high surtax rates. The S-year
averaging device will in those cases fail to level out the
rate of taxation in a manner that properly reflects the
rates which would have been applicable had the employee re-
ceived the payments in the years in which he rendered the
services, Capital gains taxation, it 1s submitted, more
closely approximates the tax which would have been paid if
the moneys had been distributed currently. This will be
particularly true if, as provided in the House Bill, the
25¢% maximum tax rate on lonz-term capital gains is eliminated.
The refund provision of the House Bill, which
would entitle the employee to a refund at the end of 5 years
if he has relatively small income during the 5-year period
following termination of service, is addition to being sub-
Ject to the criticism that it is administratively cumbersome,
is unfair in that it will deprive the employee for a period
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of 5 years of the use of the money which is ultimately
refunded to him,

In conclusion, it is submitted that the pre-
sent provisions of the Code properly apply capital cains
treatment to lump-sum distributions in recognition of the
fact that the employee hus an investment in the profit
sharing plan which is at risk over a long period of time.
These provisions are equitable, understandable and result
in a fair approxlmation of the tax which would have been
paid over the period of years in which the average employee
participates in a profit sharing plan. A tax provision
which zoverns payments to many low-salaried employees should
in all events be simple and easily understood. The provi-

sion in the House Bill fails completely to meet this test.
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SECTION OF TAXATION
AMERICAN BAR ASSOCIATION

REPORT ON H.R. 13270
91st CONGRESS, 1st SESSION

Introductory

This report of the Section of Taxation of the American Bar Associa-
tion on H.R. 13270, 91st Congress, 1st Session, The Tax Reform
Act of 1969, has been prepared for submission to the Senate Com-
mittee on Finance in connection with its hearings on the bill. The
report represents only the opinions, views, or action of the Section of
Taxation, and nothing herein is to be construed as representing the
opinions, views, or action of the American Bar Association, its House of
‘Delegates, or Board of Governors, unless expressly so stated herein.

The Section believes that the bill makes many desirable reforms in the
Internal Revenue Code. However, to conserve time we have largely
limited our report to comments on problems of statutory draftsman-
ship, undue complexity in the structure of the tax law, and alternative
methods of accomplishing the same general objectives.

There are two recurring problems that merit preliminary comment.
The first is the retroactive effective dates and the second is the delega-
tion of legislative powers.

The Section of Taxation has heretofore adopted the following
policy on retroactivity:

Retroactivity is determined with reference to the date upon which
the amendment becomes law. It is recognized that in some cases
publicity attendant upon a proposed amendment may induce tax-
payers to take advantage of an existing “loophole.” Nevertheless,
the foreclosure of such last-minute tax avoidance is considered less
important than the preservation of the principle that a taxpayer may
rely upon an existing statute in planning his affairs.

We urge that these principles be applied to the fullest extent possible
in this bill.

There are many instances where the bill provides for supplemental
details to be provided by Treasury Regulations. In some sections the
bill provides standards to be followed by the Sectetary of the Treasury
or his delegate. However, in many sections no standards are provided.

1

73



The Section of Taxation after prolonged considetation adopted the
following suggested statement of policy in this regard:

Since the Treasury has the general statutory power to issue reason-
able regulations, an express delegation of the legislative function
to the Treasury in a particular statute serves no useful purpose.
The legislative program should be scheduled so that there is suffi-
cient time to incorporate all major policy decisions within the statute.
It may be appropriate, however, for the statute to indicate that
specified procedures and administrative detail are to be prescribed
by regulation.

We urge the Committee to give serious consideration to these principles
when reviewing the many delegations of rule making power.

TITLE I—-TAX EXEMPT ORGANIZATIONS
SUBTITLE A—PRIVATE FOUNDATIONS

Sec. 101. Private Foundations

Bill pp. 56, § 101(a) [IRC new § 506)
Tax on Investment Income

1. This provision appears to be designed primarily to raise funds to
pay the increased expenses of the Internal Revenue Service in administer-
ing the audit program for private foundations under the Tax Reform
Act of 1969. The rate of tax, therefore, should be only that which is rea-
sonably necessary to raise the required funds. We recommend that, in lieu
of a tax on income, an excise tax be imposed on all receipts from
all sources of private foundations. Such a change would simplify the
statute as well as simplify the computation of the tax. We believe
that a tax on receipts would be as accurate a measure of audit costs
as a tax on net investment income.

2, If the section is enacted, the following changes are recommended.
Section 506(b)(3) of the bill provides that the deductions from
gross investment income allowable in determining net investment in-
come of a private foundation are in substance those now available to
individual taxpayers under the first two paragraphs of section 212 of
the Internal Revenue Code. Presumably, therefore, such deductions
would not include those allowed under the third paragraph of present
section 212 (expenses incurred in connection with the determination,
collection, or refund of any tax) even though such expenses might be
incurred in connection with the determination of the taxes imposed by
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sections 506, 507, and chapter 42 of the bill. We recommend the
allowance of a deduction for such expenses.

Similarly, the bill does not provide for a deduction for interest,
taxes, losses, bad debts, amortizable bond premium, depletion, or
depreciation with respect to investment assets. We believe that such
deductions should be allowed in determining net investment income
subject to the tax. Note that the Report of the Ways and Means Com-
mittee (H. Rep. No. 91-413, 91st Cong., 1st Sess., Parts 1 and 2, herein-
after referred to as “House report, part —") specifically states that a
deduction for depreciation will be allowed. (House report, part 2, p. 2).

Section 506(b) (4) (B) provides that in determining net capital gain
or loss of private foundations “there shall be taken into account only
the sale or other disposition of property” used to produce gross invest-
ment income or unrelated business income except to the extent accounted
for under section 511. It is not clear whether the capital gain income
intended to be taxed is only that which otherwise would be taxable
under applicable provisions of the Internal Revenue Code. The use
of the word “disposition” would appear to include gains that are not
otherwise recognized as, for example, those arising from involuntary
conversion or in connection with tax free reorganization exchanges.

Bill pp. 6-11, § 101(a) [IRC new § 507]
Tax on Termination of Private Foundation Status

1. This section is highly complex and contains serious procedural
deficiencies. Consideration should be given to an alternative provision
which would permit a private foundation desiring to terminate its
status to do so free of penalty by transferring its assets to a charity
qualifying as public under section 170(b) (1) (B) as amended by the
bill. If the Secretary or his delegate gives a private foundation notice
of termination of its status pursuant to section 508(e), no tax would be
assessed for a reasonable period, pending action by the appropriate State
authority to transfer the assets of the foundation to another charity under
the applicable State law relating to the doctrine of cy pres. If the State
does not act within this period, a tax equal to 100 percent of the assets
would be imposed.

2. If section 507 is enacted in its present form, a transition period
should be provided to permit existing section 501(c)(3) organiza-
tions to determine through rulings whether they are private foundations
and, if so, what they may be required to do to convert themselves into
public organizations meeting the qualifications of section 170(b)(1)
(B).

Section 507(e) provides that the Secretary or his delegate may abate
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the unpaid portion of any tax imposed under section 507(a) if the
private foundation satisfies the requirements of section 507(e). The
abatement should be mandatory not discretionary.

Section 507(f) provides that in the case of a substantial contributor
(anyone who contributes more than $5,000 in any year) the disallowance
of the deduction will relate back to the date of the first act of the
foundation culminating in the loss of its exemption. This unrealistically
assumes that a substantial contributor will have knowledge of such act
and be in a position to prevent it. Furthermore, subsection (f) applies
to estate tax deductions and hence, the disqualifying act may occur
after the date of death.

Bill pp. 1115, § 101(a) [IRC new § 508]
Special Rules with Respect to Section 501(c)(3) Organizations

Section 508(b) provides that any organization described in section
501(c)(3) which does not notify the Secretary or his delegate that
it is not a private foundation shall be presumed to be a private founda-
tion. A further provision should be added to subsection (b) to pro-
vide that late filing of such notification, if not delinquent after specific
notice to the foundation, will prevent the automatic classification of
the foundation as a private foundation.

In section 508(c) there is no need to state expressly that churches
and schools may be exempted from these procedures, since the general
authority given to exempt any class of organization would cover such
organizations.

In section 508(e), the termination of status tax under section 507
can be invoked by the Secretary or his delegate if the organization so
acts as to give “rise to liability for tax under chapter 42,” i.e., the taxes
on self dealing, failure to distribute income, etc. The following points
are not clear:

a. Must the liability for tax under chapter 42 be finally determined
before the termination of stafus tax under section 507 can be invoked?
Or is it enough that a notice of deficiency for tax under chapter 42 be
issued? Or is it enough that the Internal Revenue Service merely assert,
as on field audit, that there is such a deficiency?

b. Will a final determination that there is no liability under chapter
42 necessarily preclude the tax under section 507?

c. No statute of limitations has been provided for the assessment
of the tax under section 507 (see page 64, line 3, of the bill). Some
reasonable limitation period should be provided.

d. A drafting problem arises on page 12, line 21, and page 13,
lines 9 and 14, in referring to subsection (e) as a section with which
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the organization “has complied” because subsection (e) of section 507
involves a discretionary abatement of tax by the Secretary. “‘Compliance”
is up to the Secretary, not the organization.

The requirement of section 508(g) that the governing instrument of
the private foundation contain certain provisions is unnecessary. The
statutory requirements for exemption are clearly set forth in section
501(c)(3). The addition required by section 508(g) merely restates
the operational tests for continued exemption elsewhere required by
the bill. To require the change in governing instruments to include
the stated provisions would impose undue hardship on many thousands
of tax exempt organizations. To receive and file the amended instru-
ments would also be an unnecessary burden upon the Internal Revenue
Service. State agencies and courts would likewise be burdened in making
or authorizing the making of the unnecessary changes.

Bill p. 15, § 101(a) [IRC new § 509(a)]
Private Foundation Defined

1. Section 509(a)(2) sets forth the test for determining whether an
organization receives adequate public support to avoid the definition
of private foundation. It is not evident why subparagraph (B) states
that no more than one-third of the foundation’s support can come from
investment income. For aught that appears, the investment income
could have been generated from an endowment that was received from
public contributions. It should be sufficient that one-third of the total
support comes from gifts and the specified related sources.

2. Clarification is needed for the meaning of the term “'grants,” par-
ticularly whether grants are in the nature of gifts (as referred to in new
section 509(a)(2)(A) (i) and in section 102) or income (as referred
to in new section 509(a)(2)(A)(ii) and in section 61). If, for
example, a research grant is received that contemplates the preparation
of a report, it might be treated either as a grant under clause (i) or a
fee for performance of services under clause (ii). If such a grant is
treated as a grant under clause (i), the 1 percent test of clause (ii)
would not apply.

3. Section 509(a) (3) excludes from the definition of a private foun-
dation an organization which is organized, and at all times is thereafter
operated, exclusively for the benefit of, to perform the functions of, or
to carry out the purposes of, one or more organizations described in
paragraph (1) or (2). The Congressional intent should be clearly
expressed whether private foundation status exists in the following cases:
(1) a trust which was originally established for private and public pur-
poses (i.e., for the benefit of private annuitants and charity), but which
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later becomes operated solely for public purposes (i.e., upon the death
of the private annuitants); and (2) an organization with a defective
charter which could be amended ultimately to satisfy the “organized” test.

4. There appears to be no reason why an exempt charitable organi-
zation which is operated “in connection with” two or more qualified
institutions should not be protected as well as one which serves only
one qualified institution. Section 509(a)(3)(B), on page 16, appeats,
however, to apply only to the one institution situation.

5. Some attempt should be made to define the term “support™ since
the present use of that term under Regulations section 1.170-2(b)(5)
(ii) may not be entirely consistent with the scope intended of section
509(a) (2). For example, under the section 170 regulations, support
excludes amounts received in furtherance of an exempt function and
includes unrelated business income. Section 509(a)(2) suggests that
support includes amounts received in furtherance of an exempt function
and excludes amounts received from an unrelated trade or business.

6. On page 16 of the bill, line 21, the word “‘and” should be changed
to “or.” Otherwise all paragraphs of section 509(a) would have
to apply in order for an organization to escape classification as a private
foundation. The intent clearly is that any one of the four paragraphs
defines an organization which will escape classification as a private
foundation.

Bill pp. 1725, § 101(b) [IRC new § 4941]
Tax on Self-dealing

1. In section 4941 (e) (3) the phrase “dealing under the highest fidu-
ciary standard” is used. It is not known what this means or to what
standards the provision refers unless the self-dealer in effect becomes
an insurer.

2. The definition of “correction period” in section 4941 uses different
language than the definition of “correction period™ in sections 4942 and
4943. In those sections the “correction period” may be extended for a
period determined to be “reasonable and necessary’’ to make the cor-
rection, whereas in this section the “‘correction period” may be extended
for a period which is “‘conducive to bringing about correction.” The
reason for this difference is not clear.

3. Subsection (c) is ambiguous as to the liability of a foundation
manager where it provides under subsection (c) (1) that the liability
shall be joint and several and in subsection (c)(2) that the liability
shall not exceed $10,000 as to a foundation manager. If the liability
is joint and several under subsection (c) (1), it might exceed $10,000
regardless of subsection (c) (2).
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4. Reference is made to the definition of a government official in
section 4946(c). It would seem that a government official could be
defined in something less than a page and a half of a statute—e.g.,
“an employee who receives an annual salary of $15,000 or more, and
his personal or executive assistant or secretary.”

5. In subsection (d)(2)(E) the word “reasonable” should be
substituted for the words “not excessive.”

6. One of the effective date provisions (Bill p. 81) exempts the
sale to a disqualified person of property owned by the foundation on
May 26, 1969 if such sale is necessary to comply with the rules on
excess business holdings (section 4943). This provisicn should be
cross-referenced in section 4941 to section 101(k)(2)(B) of the bill.

Bill pp. 25-34, § 101(b) [IRC new § 4942]
Tax on Failure to Distribute Income

1. The House report, part 1, pp. 26-27, states that the tax is im-
posed for each year until the private foundation is notified of its
obligation to make distributions or until the foundation itself corrects
its earlier failure by making the necessary payouts. The fact that there
is an annual tax is by no means clear from reading section 4942(a).
The purpose of the parenthetical clause beginning on line 25 of page
25 is not clear.

Neither is it clear when and how the tax liability is to be determined.
Presumably the private foundation will not be confronted with an asser-
tion of liability until the Secretary or his delegate sends a notice of
deficiency. This could be some years after the asserted failure to dis-
tribute income.

2. On page 26, lines 15 and 16 and on lines 19 and 20, reference is
made to “any time” in determining when income of a private founda-
tion is undistributed. There is no apparent reason why the determina-
tion of the amount of undistributed income cannot be made as of the
rend of an annual accounting period or taxable year. It seems plain,
however, that it was not intended to do so, because the provision just
mentioned, taken in connection with new section 4942(h) on page
31, indicates that tracing will be needed in order to determine, during
any taxable year, whether a distribution is from income of the immedi-
ately preceding taxable year or from income of the taxable year. Such
tracing will entail complications of accounting. It would seem pref-
erable to use the concept employed in personal holding companies,
i.e., treat a distribution within a limited period after the close of a year
as having been made from the preceding year's earnings.

3. Section 4942(e) refers to the minimum investment return “for any
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taxable year.” This is computed by applying the applicable percentage
to the fair market value of the foundation’s assets. Paragraph (2)
describes the valuation to be used. The value of securities for which
quotations are readily available is to be determined on a monthly basis.
Other assets are to be valued at such times and in such manner as the
Secretary or his delegate shall by regulations prescribe.

In the House report, part 1 at page 25, it is said that the base upon
which the applicable percentage rate is to apply is the average value of
the non-charitable assets during the taxable year. Paragraph (2) of the
bill on page 27 should state that the value should be an average one.
Preferably, however, the computation of the base upon which to compute
the minimum investment return should be the lowest fair market value
during the foundation’s taxable year.

Use of an annual instead of a monthly valuation procedure is con-
sistent with other provisions of the bill. See, for example, bill page
115 at line 7 and page 137 at line 6.

4. In section 4942(e) (3) the applicable percentage for taxable years
beginning in 1970 is 5 percent. Presumably this is deemed to be an
appropriate yield for 1970 on income producing property. If it is,
the use of the 5 percent figure leaves out of account the previously
imposed burden of the tax on investment income imposed by section
506, and the 5 percent figure should be reduced accordingly. Alterna-
tively, the section 506 tax should be included as a qualifying distribu-
tion under section 4942(g).

There is a fundamental question whether 5 percent is the correct
percentage to use for 1970. Based upon many economic studies and
surveys, and the Dow Jones industrial average, a 315 percent figure
would appear to be more reasonable. The use of 5 percent may require
continuing corpus distributions from foundations which are funded
substantially with equities instead of fixed obligations.

5. Section 4942(f)(3)(A) allows as deductions in computing ad-
justed net income only the deductions that are ordinary and necessary
expenses paid or incurred for producing or collecting gross income or for
the management, conservation or maintenance of property held for the
production of such income. These are the deductions allowed by section
212 except for the deduction provided in section 212(3) for ordinary
and necessary expenses paid or incurred in the taxable year in connec-
tion with the determination, collection, or refund of any tax. Thus,
no deduction would be allowed for expense of contesting the tax
incurred under chapter 42, for example, on the failure to distribute
income. This does not seem equitable.

Deduction is not, but should be, allowed for interest, taxes, losses,
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bad debts, amortizable bond premium, depletion, and depreciation with
respect to investment assets.

6. As noted above, a payment of the tax under section 506 should
be treated as a qualifying distribution unless the applicable percentage is
changed to accommodate the impact of the section 506 tax in determin-
ing the minimum investment return under section 4942(e).

In defining a qualifying distribution there is no provision in sub-
paragraph (A) to treat as a qualifying distribution amounts required
to be disbursed in defraying costs of administering the charitable pro-
gram and costs incurred in earning investment income. These amounts
should be deducted before a tax is asserted for failure to distribute
either the minimum investment return or the adjusted net income.

7. Section 4942(g) (1) (A) excludes from classification as a qualify-
ing distribution an amount paid to an organization “controlled (directly
or indirectly)” by one or more disqualified persons. A definition of
the quoted phrase should be included or provided by cross-reference.
Does control mean ownership of stock having 51 percent or 80 percent
of the voting power? Do the attribution rules apply in determining
control?

Section 4942(g) (l) (B) treats as a qualifying distribution any
amount paid to acquire an asset used (or held for use) directly in
cartying out one or more purposes described in section 170(c) (2) (B).
If a distribution is made in the acquisition of an asset which the Internal
Revenue Service claims is not used directly in carrying out one of the
stated purposes, the fact is that the distribution will nevertheless have
been made and no income will remain after the expenditure from which
to pay a tax which would result from not having the benefit of the
qualifying distribution. Moreover, the shortage of qualifying distribu-
tions thus occasioned would be a permanent condition which would
continue indefinitely with the result that the income so used would
each year during the continued existence of the foundation be subject
to the 15 percent tax imposed by section 4942. If that is the intention
of Congress, it should be clearly stated.

Section 4942(g) (2) should be worded so as to permit a foundation
to set aside income where controversy has developed over potential
lxabnhty for taxes, legntnmacy of the charitable trust or proper application
of income or corpus in suits by heirs, and similar circumstances dictating
needs to accumulate earnings which are not strictly charitable.

8. Section 4942(h) (1) provides that distributions made during a
taxable year shall be treated as made, fitst out of undistributed income
of the immediately preceding taxable year, second out of undistributed
income for the taxable year, and finally out of corpus. The extent to
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which annual accounting periods will be ignored for purposes of
determining the source of distributions is not clear.

The distribution is treated as first out of undistributed income of the
immediately preceding taxable year “(if the private foundation was
subject to the tax imposed by this section for such preceding taxable
year).” A question arises when the allocation of the distribution to
the undistributed income of the immediately preceding taxable year
can occur. Is it (a) after there has been a final determination of tax
liability under section 4942, (b) after a notice of deficiency is sent,
(c) after the assertion of such liability upon field audit, or (d) merely
because a private foundation is subject to the provisions of section 4942
whether or not a tax is in fact due under that section? Perhaps the phrase
“subject to the tax” should be changed to “liable for tax.”

It is not clear what purpose is served by the sentence appearing in
section 4942(h) (2) in lines 23 and 24 on page 31 stating that “for
purposes of this paragraph, distributions shall be taken into account
in the order of time in which made.” This raises the same questions
noted earlier about the making of determinations otherwise than on
an annual accounting basis.

Section 4942(h)(2) provides that in the case of any qualifying
distribution which is not treated as made out of the undistributed in- -
come of the immediately preceding taxable year, the taxpayer may
elect to treat any portion of such distribution as made out of the un-
distributed income of a designated prior taxable year or out of corpus.
The only distribution that would not have been first charged to income
of the immediately preceding taxable year will be undistributed income
of the current taxable year. Thus, the foundation’s election is only as
to which of its items of undistributed income will remain subject to
~“tax, namely, the undistributed income of a designated prior taxable

year or of the current taxable year. It is not evident why this election
has any significance since in any case the undistributed portion will
continue to bear the 15 percent tax imposed by section 4942.

9, Section 4942(j) (3) defines an operating foundation. To be such,
with the attendant advantages, it is provided in subparagraph (B) (i)
that substantially more than half of the assets must be devoted directly
to the exempt functions. There is a question as to the meaning of
“substantially more than half.” In some tax areas, even half is a sub-
stantial amount, What, then, is the meaning of substantially more than
half? A more precise definition is necded. If two-thirds is intended,
it should be stated.

10. Instead of describing assets “‘devoted directly” to the exempt
activities, it would seem preferable to describe them as they are else-
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where in the bill, i.e., as “used (or held for use) directly” in carrying
out the activities. See for example, section 4942(e) (1) (A), page 27,
line 8.

In section 4942(j) (3) (B) (ii), reference is again made (page 34,
line 8) to “support” of the organization. As noted above, a definition
of “support” is needed.

In section 4942(j)(3) (B)(ii) (page 34, line 11), reference is
made to 5 or more “exempt” organizations. A more precise reference
should be made to organizations exempt under some particular section
of the Code. It is not adequate to refer merely to 5 or more exempt
organizations which are ot described in 4946(a) (1) (H). Is the
phrase “‘exempt organizations” intended to mean any organization
exempt under any of the provisions of section 501(c)?

11. In numerous places in the bill the Secretary or his delegate is
directed to determine various matters relevant to the determination of
the tax imposed by section 4942.

On page 27, line 19, the Secretary or his delegate is directed to
prescribe regulations setting forth the times and manner of determining
the fair market value of a foundation’s assets other than securities for
which matket quotations are readily available. Regulations already exist
on the subject of valuation for a variety of purposes. A further valua-
tion regulation hardly seems warranted.

On page 28, line 1, the Secretary or his delegate is directed to
proclaim an applicable percentage figure to use in determining the
minimum investment return and is directed to produce a rate that bears
a designated relationship to the 5 percent figure that appears in the
statute. The designated relationship involves a determination of money
rates and investment yields which the Secretary is being asked to compute.

On page 30, line 21, the Secretary or his delegate is directed to
prescribe the terms and conditions upon which the set-asides can be
established and on page 31, line 2, the Secretary must be satisfied that
the set-aside will be paid out within the specified period. Also, on
page 31, line 9, the Secretary or his delegate for good cause shown
can extend the payout period.

On page 32, line 10, the Secretary or his delegate is directed to
prescribe by regulations the basis upon which the taxpayer may elect
to treat a portion of a distribution as being made out of undistributed
income of a designated prior taxable year or out of corpus.

On page 33, line 17, the Secretary or his delegate is directed to
determine what time is reasonable and necessary in which to permit
a distribution of undistributed income to be made.

It is submitted that the administration of section 4942 places an
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undue administrative burden upon the Secretary or his delegate. Means
should be provided to be more specific in the statutory language, to
avoid the necessity of involving the Secretary or his delegate in so
many policy determinations.

Bill p. 34-42, § 101(b) [IRC new § 4943]
Taxes on Excess Business Holdings

1. Section 4943(c)(4)(B) and (C) provides for 2- and 5-year in-
terim dispositions of excess business holdings. Consideration should
be given to the necessity for such provisions. They serve only to evidence
the good faith of the foundation in commencing to comply with the 10-
year grace period for divestitute of its excess business holdings. Further-
more, in the case of closely held stock it may not be possible to dispose
of 10 percent of the excess holdings at a fair price, if at all.

The 2-year 10-percent tule may be avoided upon proof of hardship
coupled with proof that control of ten percent of the excess interest
will be exercised by persons other than the foundation or a dis-
qualified person. By whom would such control be exercised? To whom
can a fiduciary properly transfer the right to control a portion of its
investment? What is accomplished by establishing third-party control
of such a small portion of the stock?

2. Section 4943 (c) (4) provides a 10-year grace period for disposi-
tion of excess business holdings held on May 26, 1969. Paragraph (5)
provides that in the case of holdings acquired by will, the 10-year
grace period will commence to run on “the date of acquisition by will”
instead of May 26, 1969, if the will is executed on or before July 28,
1969 and if the terms thereof are in effect on July 28, 1969 and at
all times thereafter.

The meaning of the language “under the terms of a will executed
on or before July 28, 1969, which are in effect on such date and at
all times thereafter” is not clear. It would seem that the terms take
effect only upon the death of the testator. If in fact the controlling date
is the date of execution of the will, then the 2-, 5- and 10-year periods
may be lost because the death of the testator may occur after the
expiration of ‘such periods. The effect of the execution of a codicil is
not clear. Will it destroy the July 28, 1969, date if the original will was
executed on or before that date?

3. Section 4943(c)(3) attempts to equate non-corporate business
holdings with corporate holdings. It provides that in the case of a part-
nership or a joint venture, a “profits interest” shall be substituted for
“voting stock” and “capital interest” shall be substituted for “non-
voting stock.” As a catch-all, the bill provides that in any other case
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“beneficial interest” shall be substituted for “voting stock.” Whether a
foundation’s interest in a partnership is in profits or in capital is not
determinative of the nature or extent of its voice in partnership affairs.
It would seem more appropriate in this context to equate general
partnership interests with voting stock and limited partnership interests
with non-voting stock.

Bill pp. 42-43, § 101(b) [IRC new § 4944]
Investments Which Jeopardize Charitable Purpose

Section 4944 states that if a private foundation invests any amount
in such a manner as to jeopardize the carrying out of its exempt purposes,
a tax is imposed on the making of such investment equal to 100 percent
of the amount so invested.

The House report, part 1, p. 31, states that the purpose of the new
section is to apply the same basic tests to the investment of assets as
presently are applied to the investment of income under section 504
(a) (3) although the latter section would merely cause loss of exemption
instead of the 100 percent tax as currently proposed. Present section
504(a) (3), after which section 4944 is patterned, has not been amplified
by regulations since its enactment nineteen years ago.

The tax may be unduly harsh. For example, if the foundation invests
$1,000 of its funds in a way which is deemed to jeopardize the cartying
out of its exempt purpose and if the investment declines in value to
$500, the proposed new tax would require payment of $500 from the
foundation’s other assets. By hypothesis, only $500 remains from the
imprudent investment but there will be a tax of 100 percent of the
original $1,000 investment.

The House report, part 1, p. 31, states that “it is expected” that
the 100 percent tax could be avoided where a State attorney general
exercises his power to preserve the foundation’s assets for charity by
appointing new trustees, by requiring the distribution of the offending
foundation’s assets to a public charity, “or by taking other appropriate
action.” It is not apparent, however, where that relief is provided.

Bill pp. 47-51, § 101(b) [IRC new § 4946]
Definitions and Special Rules

1. In the case of excess business holdings, section 4943, consideration
should be given to excluding from the term *‘substantial contributor”
members of the substantial contributor’s family (and corporations, etc.
controlled by them) if the substantial contributor made his contribution
more than 10 years prior to the questioned transaction or activity. Like-
wise, for the purposes of section 4941, perhaps a substantial contributor

-
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should cease to be such after 10 years. It is questionable whether
members of the family of an individual donor, dead perhaps 30 years,
should be treated as per se disqualified persons where the family’s own
involvement in recent years would not make them in their own right
disqualified persons.

2. The term “substantial contributor” is defined in section 507 (b) (2)
and section 4946(a)(2). It is used not only in connection with the
excise tax provisions but also in connection with the requirement of
filing public information returns (§ 6033(b)(5)), making the names
of such persons part of the return. It is not known whether a separate
standard is to apply or whether failure to cross-reference the definition
was intended to allow the use of a higher or lower figure (other than
$5,000) which may be prescribed by regulations.

3. With respect to the attribution rules contained in section 4946,
attention is invited to the position of the American Bar Association
as to the desirability of uniformity and simplicity in the attribution rules
throughout the Internal Revenue Code. (7ax Lawyer, Vol. XXI,
No. 4, pp. 921-930; Tax Lawyer, Vol. 22, No. 3, pp. 449-450; ABA
Reports, 1969, Vol. 94, p. —). The rules set forth in section 4946 are
not consistent with this position.

4. In the definition of a disqualified person for purposes of section
4943 (§4946(a) (1) (H)(i)) reference is made to a private founda-
tion “which is effectively controlled (directly or indirectly).” Contrast
this with section 4942(g)(1)(A) which refers to an “organization
controlled (directly or indirectly).” Is there a difference between “'con-
trolled” and “effectively controlled”?

Bill pp. 56-57, § 101(c) [IRC new § 6684]
Assessable Penalties for Repeated, or Willful and Flagrant, Acts Under
Chapter 42

1. The taxes imposed under chapter 42 are, in reality, penalty taxes,
in most cases, particularly in the case of taxes imposed after the expira-
tion of the correction period. In such instances this additional penalty
seems too onerous both in circumstances of application and amount. It
seems incongruous for this penalty to be twice the civil fraud penalty,
and to be imposed in addition thereto. Section 101(f) of the bill and
section 101(j) (50) of the bill make the civil fraud penalty applicable
to chapter 42 taxes. It would seem that the 50 percent civil fraud pro-
vision is adequate for chapter 42 taxes.

2. The 100 percent penalty provision has several defects. The penalty
is imposed whenever a person has “theretofore been liable for tax”
under chapter 42, Under chapter 42, a tax is imposed on self-dealing;

’
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another tax is imposed on failure to distribute income; another tax is
imposed on excess business holdings; another tax is imposed on invest-
ments which jeopardize charitable purposes; and other taxes are imposed
on certain expenditures which are considered improper for a private
foundation. The effect of this penalty, as now written, is to impose a
enalty for a tax on one activity by reason of one having previously
been liable for a tax on another activity. At the very least, the words
“such section” should be inserted in line 22 on page 56 of the bill
in place of the words “such chapter.” The penalty is also imposed if
the act or failure to act is both willful and flagrant. The word “flagrant,”
which is unknown in the tax law, has many connotations. Its use would
undoubtedly result in much litigation to interpret its meaning in this
context. .

Bill pp. 57-60, § 101(d) [IRC amended § 6033(a) and (b)]
Information Returns of Exempt Organizations

1. The “efficiency” standard of section 6033(a)(2) undoubtedly
contemplates excusing small organizations from filing an annual return.
It would be preferable if a statutory exception were provided for
organizations with less than $5,000 in gross receipts or assets excusing
them altogether. Such a provision is appropriate because the potential
for abuse in small organizations is minimal; the drganizations probably
rely on volunteer assistance (not necessarily trained in accounting pro-
cedures); and the information would probably be of interest to few,
if any, members of the public.

2. The amendment to section 6033(b)(5) would appear to be an
unnecessary invasion of the privacy of charitably inclined individuals.
It might serve to curtail donations. It appears to serve no substantial
tax purpose. It might be well to provide that contribution information
would be required only for use by the Internal Revenue Service in its
enforcement program for cross checking individual and corporate tax
returns with exempt organization information returns. (Cf. Treas. Reg.
§ 1.170-1(a) (3) (iii) and § 1.6033-1(a)(4) (i), and instruction 17,
Form 990-A.)

It may be desirable to require an information return to be filed upon
the termination or liquidation of an exempt organization similar to
that now required for non-exempt corporations under section 6043.

Bill pp. 60-61, § 101(e) [IRC new §6104(c)]
Publicity of Information Required by Certain Exempt Organizations

Section 6104(c)(1)(C) provides for furnishing any information
relevant to “any determination under State law.” This provision seems
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unduly broad, as it would permit the Internal Revenue Service to
furnish information relevant not only to the organization, but also
apparently to its donors, officers, donees, etc. To that extent it constitutes
an extension of present rules applicable to publication of information
by the Internal Revenue Service. It would seem appropriate that the
statute itself provide that the disclosure of information be relevant
only to determinations under State law that relate to the satisfaction of
its charitable purpose by the organization or its liability under State tax
laws,

Bill p. 62, § 101(f) [IRC amended §§ 6211(a), 6212(c)(1),
and 6213]
Petition to Tax Conrt; Deficiency Procedures Made Applicable

Sections 6211(b) (2), 6212(a), 6212(b) (1), and 6213(a), and the
title of subchapter B of chapter 63, subtitle F of the Code should be
amended 50 as to reflect the inclusion of chapter 42 taxes.

A provision should also be added to give the Tax Court jurisdiction
in the case of penalties imposed under section 6652(d) (penalties in
connection with failure to file an exempt organization information
return).

Bill pp. 63-64, § 101(g)(2) [IRC new § 6501(c)(7)]
Termination of Private Foundation Status

Section 101(g) (2) provides that “In the case of a tax on termina-
tion of private foundation status under section 507, such tax may be
assessed, or a proceeding in court for the collection of such tax may
be begun without assessment, at any time.”

This appears to be a provision relieving the Commissioner of the
necessity of assessing a tax prior to its collection, which would have
ramifications throughout the Internal Revenue Code. It would also seem
to prohibit the application of any statute of limitations to such collection.
The only similar provisions are contained in sections 6501(c) (1) (re-
lating to false returns); 6501(c)(2) (relating to willful attempt to
evade tax); and 6501(c) (3) (relating to failure to file a return). The
American Bar Association has recommended an eight-year limitation in
the case of fraudulent returns and the non-fraudulent failure to file
returns. (ABA Reports, 1956, Vol. 81, p. 397; ABA Reports, 1961,
Vol. 86, pp. 123, 125, 329-30).

Section 507 is a confiscatory tax equal to prior net tax benefits to the
foundation and its substantial contributors or, in the case of lack of
records, the net value of the foundation assets. The tax under section
507 can be imposed only upon (1) voluntary termination by the founda-
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tion of its status by notification to the Secretary of the foundation’s
intent to terminate (section 508(d) ), or (2) termination of foundation
status by the Secretary for “willful repeated acts (or failures to act)"”
or “a willful and flagrant act (or failure to act).” (Section 508(e)).

In either case the Secretary would have actual notice of the termina-
tion and could assess the tax within the normal three-year limitation
period.

In the event that a limitation period is placed upon the assessment
of tax under section 507, an appropriate amendment should be made
in proposed section 6501(c)(7) to provide that in the event a tax is
imposed under section 507(a), by virtue of termination of status under
section 508(d) or (e), the tax may be assessed or action for collection
without assessment may be begun within the three years after the date
of notification to the Secretary of voluntary termination of status under
section 508(d), or notification by the Secretary of termination of status
under section 508(e).

It would also be necessary to amend section 6511 relating to limita-
tions on credit or refund, to provide that a claim for credit or refund
of a tax imposed under section 507 must be filed within the period
prescribed by section 6501(c)(7) for the assessment of a tax.

Also, amendment of other chapters of the Code would be essential
if chapter 42 is enacted. Chapters requiring special attention in this
connection are chapter 64 (Collection), chapter 65 ( Abatements, Credits
and Refunds), chapter 70 (Jeopardy, Bankruptcy and Receiverships),
and chapter 71 (Transferees and Fiduciaries).

Bill p. 64, § 101(g)(3) [IRC new §6503(h)]
Suspension Pending Correction

Although it would seem proper to allow an extension to be made
to encourage the correction of improper action, either by the foundation
or by action of a State, the proposed section would allow the Secretary
to extend the period for any time without limit, without the consent of
the taxpayer. This would seem to be unduly broad. It is suggested that
any extension under this section, without the consent of the taxpayers,
should be limited to a specified period of time, such as one yeat.

Bill pp. 65.66, § 101(i) [IRC new § 7422(g)]

Civil Action for Refund

Contrary to present excise tax refund requirements, proposed section
7422(g) (1) requires that chapter 42 excise taxes must be paid in
full (as to the initial or additional tax) before commencing a suit for
refund. There should be no requirement that both the tax on the
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disqualified person (§ 4941(a)(1)) and any participating foundation
manager (§ 4941(a)(2)) be paid in full to test the correctness of the
assessment.* It is unclear whether, in joint assessments, both must
join in the refund suit. It should be clear that a satisfactory partial pay-
ment by one or the other should suffice. Since the standard of liability
as to each participant is distinct (though the transaction is bilateral),
the foundation manager should not be required to join in the suit.

Since some of the taxes may be assessed for transactions continuing
over a period of years in the taxable period, the taxpayer should be
given the right to pay tax for only one year in the taxable period in
order to contest the tax. Steele . United States, 280 F.2d 89, 91 (8th
Cir. 1960). The Government would protect its interests by filing a
counterclaim as to the remaining tax in dispute.

Bill pp. 66-80, § 101(j)(43) [IRC new § 6214(c)]
Techiical, Conforming, and Clerical Amendments

Paragraph (43), page 76 of the bill, adds a new subsection (c) to
- section 6214. This new subsection may create an ambiguity. It appears
that the intent of this amendment is to extend the present income and
gifi tax jurisdictional provision in present section 6214(b) to chapter
42 taxes. The basic problem appears to be due to the use of the phrase
“any other tax has been overpaid or underpaid” at the end of new
section 6214(c) in lieu of the phrase “the tax for any other year has
been overpaid or underpaid.” It would seem that consistency of
draftsmanship and intent would require that lines 4 and 5 of paragraph
(43) at page 77 of the bill be amended to read “jurisdiction to de-
termine whether or not the taxes under chapter 42 for any other period,
act, or failure to act have been overpaid or underpaid.”

In subsection 101(j)(50) of the bill the word “overpayment”
should be changed to “‘underpayment.”

SUBTITLE B—OTHER TAX EXEMPT ORGANIZATIONS

Sec. 121. Tax on Unrelated Business Income

Bill pp. 85-86, § 121(a) [IRC amended § 511(a)(2)(A) and
§ 511(b)(2)]
Organizations Subject to Tax
It is suggested that there be a parity between exempt corporations
and exempt trusts with respect to the rate of tax imposed upon un-
related business income. It is recommended that the rate of tax applic-

* To the extent that Flora v. United States, 357 U.S. 63 (1959), on rehearing, 362
U.S. 145 (1960), which involved income tax, suggests a contrary rule, it is the position
of the American Bar Association that this decision should be overruled by legislation.
(ABA Reports, 1961, Vol. 86, pp. 123, 333-331).
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able to section 501 (c) trusts should be the rate imposed on corporations
under section 11, rather than the individual rates presently imposed
upon such trusts.

Bill pp. 87-89, § 121(b)(1) [IRC amended §512(a)(3)]
Special Rules Applicable to Organizations Described in Section 501(c)

(7), (8), (9), or (10)

Under section 512(a)(3)(A), as amended, deductions ditectly con-
nected with “exempt function income” will not be deductible. This may
be inconsistent with the allowance under present Treasury regulations
and under the proposed section on “advertising,” of a deduction for the
editorial costs to arrive at the “net” revenues from advertising. If this
is an ambiguity, it should be corrected.

Gains from the sale or exchange of property (used to carry out exempt
functions) should not be taxed as they apparently would be under this
proposal. See Mill Lane Club, Inc., 23 T.C. 433 (1954); Cf. Rev.
Rul. 66-149, 1966-1 C.B. 146.

To the extent that charitable and educational expenditures are made
from the investment income of social clubs or of organizations exempt
under section 501(c)(8), it might be desirable to make such distribu-
tions deductible in determining net investment income.

Bill pp. 9093, §121(b)(2) [IRC amended § 512(b)(4),
(12), (15),and (16)]
Modifications

With respect to the taxability of certain income from controlled
corporations, it may be desitable not to define the control requirements
as the statute now does by reference to section 368(c) of the Code.
Section 368(c) refers to “ownership of stock.” A membership organiza-
tion, organized under a non-profit statute, may not be treated on an
equal basis even though it pays rent to its exempt parent.

It may be appropriate to consider a transition rule postponing the
effective date of the statute with respect to so-called controlled cor-
porations,

Bill pp. 9394, § 121(c) [IRC amended § 513(c)]
Advertising, Etc., Activities

If this provision is intended to codify present Treasury regulations
relating to advertising profits derived from publications of exempt o-
ganizations, it should be appropriately limited. As drafted, the statute
would tax any activity of affected organizations without regard to regu-
larity, profit motive, or continuity.

The proper allocation of expenses (direct and indirect) between
taxable advertising and non-taxable activities of an affected exempt
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organization may be difficult. House report, part 1, p. 50, states that
the Secretary or his delegate will prescribe regulations with respect to
such allocation. It is recommended that guidelines for such allocation
be set forth in the statute.

Bill pp. 94-107, § 121(d) [IRC amended § 514]
Unrelated Debt-Financed Income

This provision subjects debt-financed income of an exempt organiza-
tion to tax. The purpose of this provision is to overrule the Clay Brown
case® and eliminate the ability of an exempt organization to purchase a
business on a “bootstrap” basis by paying for it out of earnings which
are not subject to tax. This provision is similar to a recommendation
heretofore made by the American Bar Association except that it applies
the unrelated business tax to debt-financed dividends, interest, and capital
gains. (Bulletin of Sec. of Taxation, Vol. XX, No. 4, p. 69; Tax
Lawyer, Vol. XXI, No. 3, p. 457; ABA Reports, 1968, Vol. 93, p. —).
It is believed that the extension of the debt-financed tax to these
sources of income is unnecessary to correct the basic abuses involved in
bootstrap transactions. There are also other provisions in the bill relating -
to neighborhood land and churches which are outside the scope of the
recommendation of the American Bar Association.

Bill pp. 108-109, § 121(f) [IRC amended § 7605(c)]
Restrictions on Examination of Churches

This provision restricts the right of the Internal Revenue Service to
conduct an audit of a church unless the Secretary or his delegate, who
may be no lower than the principal Internal Revenue regional officer,
notifies the church that he believes it may be engaged in an unrelated
trade or business. This difference in audit procedure with respect to
churches appears to introduce an unnecessary complication.

TITLE II—INDIVIDUAL DEDUCTIONS
SUBTITLE A—CHARITABLE CONTRIBUTIONS

Sec. 201. Charitable Contributions

Bill pp. 112.114, § 201(a) (1) [IRC new § 170(b) (1) (D), (E),
(F) and (G)]
Unlimited Charitable Contribution Deduction
This provision repeals the unlimited charitable deduction. Transitional
rules provide for a five-year phaseout. The “transitional income percent-
age” of adjusted gross income is the amount below which charitable
contributions cannot reduce taxable income. The “transitional deduction

* Commissioner v. Clay B, Brown, 380 U.S. 563 (1965).
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percentage” is the percentage of taxable income which must consist of
charitable contributions and taxes in order for an individual to be
eligible for the “unlimited deduction.” As the deduction percentage
decreases, the income percentage increases, and by January 1, 1975, both
percentages will be 50 percent.

The provisions for limiting tax preferences (LTP) and allocation of
deductions (AOD) would appear to be applicable to taxpayers who
qualify for the unlimited charitable deduction during the phase-out. If
this is so, and if the phase-out provisions also apply, then the interaction
of the two should be considered.

Present section 170(g) precludes section 170(b)(5) carryovers by
taxpayers claiming the unlimited charitable deduction. While appro-

riate under existing law, interaction of transitional rules of new section
170(b) (1) (E), (F) and (G) may make such carryovers desirable; i.e.,
during the S-year transitional period a taxpayer who has qualified for
the unlimited deduction under section 170(b) (1) (D) may- have that
deduction partially reduced if his taxable income is less than the transi-
tional income percentage of his adjusted gross income.

Bill pp. 114-116, § 201(a)(1) [IRC new § 170(b)(1)(H) and

(D]

Denial of Deductions .

This section changes present law by disallowing a deduction for a gift
of an income interest to charity. Where a donor transfers his entire in-
terest in property irrevocably and retains no reversionary interest, there
is no sound reason for disallowing a deduction for a gift of an income
interest to charity. The “double tax benefit” argument, House repott,
part 1, p. 61, proves too much. It applies with equal force to an out-
right gift to charity. Here, too, the donor will receive a tax benefit from
excluding the income from his return (for the rest of his life) but will
nevertheless receive the benefit of a tax deduction for the full value of
the property given to charity. Furthermore, there is no basis for differ-
entiating between a gift to charity of an income interest and a remainder
interest. Indeed, the charity receives the benefit of an income interest
immediately but must wait to receive the benefit of the remainder inter-
est. In short, there is no basis to distinguish between an outright gift, a
gift of an income interest or a gift of a remainder interest.

Bill pp. 116-118, § 201(a)(1) [IRC new § 170(b)(1)(J)]
Special Limitations on Contributions of Appreciated Property

Section 201(a) (1) adds a limitation of 30 percent of the contribution
base in the case of gifts of appreciated ptoperty not covered by section
201(c) of the bill (IRC amended § 170(e)).
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1. This provision would appear to conflict with the stated purpose of
the increase from 30 percent to 50 percent in the percentage limitations
on individual deductions. The House report, part 1, p. 52, states that
the increase to 50 percent was desirable to counterbalance the financial
effect on charities of the repeal of the unlimited charitable deduction.
Denying gifts of appreciated property eligibility for the 50 percent
limitation significantly undercuts the effect of the increase to 50 percent.

In any event, the proposal in its present form could have an unin-
tended harsh result in some cases. The limitation applies to the full
value of the contributed property and not just to the appreciation element.
Thus, the deduction of a gift of stock worth $100,000 would be limited
. to 30 percent whether the donor’s basis was $1.00 or $99,999; however,
if his basis were $100,000 the 50 percent limit would apply. If there is
a special 30 percent limitation for such property, logically the limitation
should apply only to the appreciation, with the basis of the property
being efigible for the additional 20 percent allowance as provided by
section 170(b) (1) (B).

2. It should be pointed out that the House report, part 1, p. 52, incor-
rectly describes the new limitation. Specifically, the suggestion that the
30 percent limitation would apply to all contributions of appreciated
property is incorrect. Such limitation is actually only a maximum; in the
case of gifts to private foundations the 20 percent limitation of section
170(b) (1) (C) would control.

8. The new section also creates a separate carryover category of excess
contributions of appreciated property which is not explained in the
general explanation of the bill, and appears to be incorrectly explained
in the technical explanation of the bill on page 33. The example there
given states that where there is an excess of contribution of appreciated
property and also an excess of cash contributions by reason of the 50
percent limitation, all of the excess must be carried over “to any contribu-
tions of appreciated property in the following years.” There is no reason
why excess cash contributions should have to be added to excess appre-
ciated property contributions in determining subsequent years’ limitations
on contribution of appreciated property.

Bill pp. 119120, § 201(x)(8) [IRC new § 170(b)(6)]
Contribution Base Defined

If LTP and AOD are to be applied to charitable contributions of indi-
viduals, the allowable tax preferences should be included in the con-
tribution base as section 201(a) (3) proposes. However, as presently
drafted, it appears that computation of the base may produce in some
instances circular computations. For example, the contribution base equals
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adjusted gross income plus allowable tax preferences as determined under
section 277(c) (2) (p. 120, line 5). Allowable tax preferences equal tax
preferences as determined under section 84(c) minus those that are in-
cluded in gross income under section 84 minus $10,000 (§ 277(c) (2),
p. 173, lines 12-20). Tax preferences include deductions under section
170 which are attributable to the appreciation and which aré allowable
for the taxable year (§ 84(c), p. 166, line 8). Therefore, if appreciated
LTP property is given to public charities, there can be instances where
in order to determine the amount deductible under section 170 one must
know the amount of tax preferences, and in order to determine the
amount of tax preferences one must know how much is deductible under
section 170.

Bill pp. 120-121, § 201(a)(3) [IRC new § 170(b)(7)]
Disallowance o‘ Deduction in Certain Cases

During the transition perigd,-this-provisiop creates unintended hard-
ships on existing sectjorr501(c) (3) organizations, To preclude dis-
allowances for chgeifable contributions paid in taxable\years beginning
after Decembeg/31, 1969, section 1 (7) (A) requices the donee
section 501(¢J(3) organizgtion to be exempted from or td\ have com-

plied with the provisigs eqtion 308(a), [b), or (g). Subsection
isti aritablg~organizatigns and

(b) of section 508( applies tg
" otffication oRthe Secretaty pursuand to his
ion. The effect is to preclude

requires, linless exemptéd

regulatighs that it is not a prj

a charitgble contributjons’ ajn/ existing section 5P1(c)
(3) orgpnizations|unti i : ions/ To avoid] these
unfortunate resul be/daleted to section 508(b) in .

: iges 21 and 23, . 130;
Bill p. 12, §201(a)(3 C new §
Deriial of Deduction in{Case of Coptribu
Property -

This section disallows a charitable deduction fopontributions of
pattial interests in propesty, It would seem to be brdader than the House
Committee’s general explanation-ef-the-reasons for this change. Deduc-
tions for non-trust charitable contributions of less than entire interests
in property are denied unless otherwise permitted under section 170 for
gifts in trust (ie., under the annuity or unitrust provisions in section
170(b) (1) (H) (line 17, p. 114) or section 170(h) (line 15, p. 127).
The effect may be to deny contribution deductions for outright gifts: of
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undivided interests in property as well as of legal life estates or remain-
ders unless all other interests in the property also are contributed.

The provision is effective for contributions made after April 22, 1969.
This is unwarranted, particularly since the Treasury's proposals issued
on April 22 gave no indication of the breadth of disallowances caused

by the proposal.

Bill pp. 122.125, § 201(e)(1) [IRC new § 170(e) and § 83]
Charitable Contributions of Appreciated Property

1. If the abuse sought to be corrected by this section occurs primarily
in connection with charitable contributions of ordinary income property,
such as inventory, it should be noted that section 83 requires recognition
of gain in a number of situations not falling within the area of such
abuse. For example, the recognition requirement would apply to gifts of
works of art, even to public museums. Further, application of the pro-
posed general rule to future interests of all types of property produces an
effect that goes far beyond eliminating the most flagrant means of avoid-
ing taxes. It is suggested that section 170(e) apply solely to gifts of
ordinary income property.

2. We have the followmg comments regarding the proposed statutory
language of these sections.

It is noted that section 170(e)(3)(B) (p. 124, lme 15), requires
distribution of all gifts of appreciated property. This will mean, as a
practical matter, that a private foundation subject to this requirement
will have to make corpus distributions in an amount equal to 100 percent
of all contributions of property received. Neither the bill nor the House
report indicates how the 100 percent is to be determined vis-a-vis in-
creases or decreases in value of the contributed property between the dates
of contribution and distribution.

The intent of section 83(b) (p. 126, lines 2 and 3) is unclear. We
suggest that the reference to “section 170(e) (1)" in line 2 should be
to “section 170(e) (3).” In proposed section 170(e) (3) (B) (p. 124,
line 10), “first year"” should read “first taxable year.”

Bill pp. 126-127, § 201(d) [IRC amended § 1011]
Bargain Sales to Charitable Organizations

There seems to be no valid reason to differentiate between bargain
sales to charities and bargain sales to other donees. Where the donor
is willing to make a gift to charity of the difference between the fair mar-
ket value and the purchase price, he should receive the full tax benefit.
For example, taxpayer A gives securities worth $50 with a basis of zero.
He receives a deduction for the entire $50 and has no recognizable gain,
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assuming new section 170(e) does not apply, and he would not be re-
quited to include any amount as income. On the other hand, if taxpayer
B sells property to a charity at his cost of $50 at a time when it is worth
$100 he would have a $350 charitable deduction and would also be re-
quired to report $25 of gain. We believe such a distinction in tax treat-
ment is not justified.

In any event, it should be made clear to what extent, if any, the

rtion of the bargain sale treated as a gift falls within the ambit of
section 170(b) (1) (J) (applying a 30 percent limitation on contribu-
tions of appreciated property) and section 170(e) (p. 122, line 25)
(relating to contributions of appreciated property). It would appear
that the rules of those sections would be applicable to the gift portion
of the sale.

Bill pp. 127.128, 135-137, § 201(e) and § 201(i) [IRC new

§ 170(h) and § 664]
Charitable Remainder Trusts

The basis for these provisions, the argument that the value of the
remainder can be wiped out, is questionable because: (i) trustees are
bound by state law to protect the remainderman’s interest, (ii) State
attorneys-general mcreasmgly exercise supervision, (iii) the remainder-
man itself can protect its interest, and (iv) even with a unitrust or
annuity the remainder could be destroyed by bad investment.®

1. The provisions of this section are applicable to transfers in trust
made after April 22, 1969, but the provisions of section 664 defining
“charitable remainder annuity trusts” and “charitable remainder uni-
trusts” are not effective except with respect to transfers in trust made after
date of enactment of the bill. This would appear to create a hiatus be-
tween April 22, 1969, and the date of enactment of the bill. The differ-
ence in effective dates also creates a severe problem for draftsmen during
this interim period since even if the effective date provisions were to be
modified so as to permit a deduction for the gift of a remainder interest
to a trust which would otherwise qualify under section 664, if made after
April 22, 1969, and prior to date of enactment, such a trust would
probably not qualify for unlimited deduction of amounts set aside perma-
nently for charitable purposes under section 642(c) of the existing law,

2. The retroactive date of April 22, 1969, is inequitable. The bill goes
beyond the proposals submitted by the Treasury to the House Ways
and Means Committee on that date. Donors, on April 22, 1969, were
not put on notice of the requirements for obtaining a charitable deduc-

* See, infra, pp. 2631, for comment on estate and gift tax deductions for charitsble
remainder trusts.
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tion with respect to contributions of remainder interests. It is quite
likely that many charitable remainder trusts have been established after
April 22, 1969, in ignorance of the proposed new rules.

Bill pp. 128-130, § 201(f) [IRC amended § 642(c)]
Charitable Contributions by Estates and Trusts

The proposed amendment to section 642(c) is consistent with the
other proposals contained in section 201. However, we suggest that
transitional rules be added to cover existing trusts and estates, the gov-
erning instruments of which were presumably drafted without reference
to the unitrust or annuity trust concept. We also suggest that considera-
tion be given to adding a provision for reformation of instruments if
possible, as well as a provision to have cases where the executor or trustee
would make a current payment to charity, but for circumstances beyond
his control, such as uncertainty as to the identity of the charity and chari-
table beneficiary or as to amounts available for payment because of obli-
gations chargeable to gross income.

It is also suggested that the words “trustee” and “'administrator” used
in line 21, page 28 of the bill be changed to “fiduciary.” The latter term
is defined in section 7701(a)(6) as including “executor” as well as
administrator and trustee.

Bill pp. 130-135, § 201(h) [IRC amended § 2055 and § 2522]
Estate and Gift Tax Deductions for Income Interests, Charitable Re-
mainders or Other Partial Interests in Property.

We see no reason why either a charitable income interest or a chari-
table remainder after a normal life estate should not continue to be al-
lowed as an estate or gift tax deduction. Aside from an outright transfer,
such a remainder is the most common form of charitable bequest or gift.
This garden variety of trust is customarily used by testators or creators of
lifetime trusts who desire to leave all or a substantial portion of their
estates to charity after making provision through life estates for one or
more relatives (such as a surviving wife, sister, or unmarried daughter).
This form of bequest predates the tax laws and, in our experience, has not
been the subject of tax abuse.

The House report, part 1, pp. 58-59, describes two situations in which
contributions deductions have been allowed for income tax putposes for
gifts of trust remainder interests even though it was not probable that
the gift would ultimately be received by the charity.® However, the
report concedes that the contributions deductions “would not have been

* This is not, in our opinion, a fair characterization of the income tax decisions taken
as a whole.
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allowed in these situations if the probability of the charity receiving the
specified interest were determined under the rules presently applied in
the case of the estate tax.” Therefore, the two examples cited in the
report furnish no reason for changing the estate or gift tax law in this
area.

The Internal Revenue Service and the courts have, in fact, carefully
policed the estate and gift tax charitable deductions for income remainder
or other partial interests in property. The value of the charitable interest
is deductible only insofar as that interest is ascertainable at the time of
death, and, hence, severable from the noncharitable interest by actuarial
or other recognized techniques. Treas. Reg. § 20.2055-2(a). No de-
duction is allowable for a charitable transfer which is dependent on
the performance of some act or the happening of some event unless
the possibility that the charitable transfer will not become effective is
so remote as to be negligible. Treas. Reg. § 20.2055-2(b). The tax-
payer has the burden of proving that, under these tests, the charitable
interest is severable and not subject to defeat.

The proposed legislation makes no allowance for the often legitimate
desire of the testator or settlor to make principal available to his wife
or other income beneficiary in the event of future need or emergency.
Powers to invade for emergency needs are extra precautions for the
secutity of the income beneficiary, and are neither intended nor admin-
istered as devices to defeat the interest of the charitable beneficiary or
remainderman, Under present law the charitable remainder is deductible
if the executor can show that the power of invasion is subject to an ascer-
tainable standard and that, by application of that standard, the possibility
of invasion is sufficiently remote to be disregarded. The rules in this area
have been developed in a solid body of decisional law. They are not the
subject of abuse, and there is no good reason for discarding them,

The House report, part 1, pp. 58-59, questions the accuracy of the
tables prescribed by the estate and gift tax regulations for valuation of
remainders and other actuarial interests. These tables, adopted in 1952,*
are based upon a mortality table derived from the 1940 census ** and
interest at the rate of 31/ percent a year, compounded annuaily. Valua-
tion of actuarial interests is, of course, an exercise in prediction, as to

+ both mortality and interest yield. Nevertheless, it is a generally accepted

—indeed, indispensable—valuation technique. We note that the House
report contemplates the continued use of the present tables in valuing
charitable remainders of annuity trusts and unitrusts,

* T.D. 5906, 1932-1 C.B. 155.
¢ Table 38, United States Life Tables and Actuarial Tables 1939-1941, United States

Department of Commerce, Bureau of Census.
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Life abounds in contingencies. The estate and gift taxes are founded
on the principle that tax collection—like much other human activity—
cannot await their resolution. These taxes are based upon valuations
existing at the time of death or of gift. The actuarial art is an accepted
element of this valuation process. It is used to separate complete from
incomplete gifts, to value interests in property owned by the decedent,
to measure reversionary interests in transfers made during life, to deter-
mine the marital deduction for remainder interests, and to measure the
charitable deduction for remainders and other limited interests. Similar
tables used by insurance companics in connection with the sale of
commercial annuities and life insurance policies also govern the valua-
tion of such properties for gift and estate tax purposes. There does not
appear to be any indication that the use of actuarial methods of valuation
in the charitable deduction area has been the subject of manipulation or
that it has produced results that justify the radical legislative change pro-
posed in the bill.

Even if we assume argnendo that allowance of estate and gift tax
deductions determined by actuarial means should be citcumscribed be-
cause charity may receive less than the actuarial forecast, we still find
the proposed legislative classification unsatisfactory. One of the two
types of trusts the bill would permit to qualify for the deduction, the
annuity trust, is more of a “gambler's device” than the bulk of the
trusts that the bill would disqualify. In the traditional trust to pay the
income to an individual for life with remainder to charity, the charitable
remazinderman is assured of the trust principal, subject only to the
prospect of its appreciation or depreciation in value and the prospect
that the life beneficiary may outlive or predecease the predicted year of
mortality for a person of his age. In contrast, an annuitant may exhaust
the trust, so that charity would receive nothing although the bill would
grant a substantial charitable deduction.® In our judgment the proposed
statutory classification is not a sound one.

Congress should not arbitrarily restrict the estate and gift tax chari-
table deductions to two limited and novel forms of charitable remainder
trusts. It would be unreasonable to force testators and settlors into the
defined annuity or unitrust arrangements. To require the use of such
arrangements would be unwise because of their lack of flexibility. The

¢ Under present law the courts have disagreed over the allowability of an estate tax
charitable deduction for the charitable remainder of a trust following a private annuity
where there is a significant possibility of exhaustion of the trust principal. Cases dis-
allowing the deduction: Moffets's Estate v. Comm'r. 269 F.2d 738 (4th Cir. 1959);
Florida Nar'l Bank v, United States, 1962-2 US.T.C. § 12,082 (S.D. Fla. 1962). Cases
allowing the deduction: Schildbraut's Estate v. Comm’s, 368 F.2d 40 (2d Cir. 1966),
cert, denied, 386 U.S. 959; Estate of Helen Stow Duker, 18 T.C. 887 (1952).
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proposed legislation is overly rigid and unduly restrictive and should
not be enacted.

If sections 2055(e) (2) and 2522(c)(2) are enacted, consideration
should be given to the following matters as they would affect charitable
remainders:

a. The proposed definitions of a charitable remainder annuity trust
and of a charitable remainder unitrust (Bill p. 136, line 16 through
p. 137, line 15) would not permit a charitable deduction for the trans-
fer to charity of an undivided fraction of a trust remainder, of a
remainder in specific trust assets, of a charitable cash legacy out of a
temainder, or of a charitable remainder subject to a private cash legacy.
The definitions qualify a charitable remainder for deduction only if the
entire remainder interest in the trust passes to charity. It is not unusual
for a testator to divide a trust remainder into fractions for charitable
and private remaindermen, or to charge small specific private legacies
against an otherwise charitable remainder. There is no reason to deny
deduction of whatever interest charity has in the remainder.

b. The definition of a charitable remainder annuity trust or unitrust
would also eliminate any deduction for the charitable remainder of a
teust, the income of which may, in the trustee’s discretion, be distributed
to a private individual, applied to his support, or accumulated. This
type of trust may scrve useful and important purposes where the income
beneficiary is a minor, an incompetent, a person who is under a physical
or mental disability, a spendthrift, or a person whose needs are so
variable that predetermined fixed distributions would be unsatisfactory.
We see no justification for penalizing the granting of such discretion to
the trustee.

c. The proposed legislation would deny any estate tax charitable
deduction for a charitable remainder following a legal life estate. Be-
quests of this variety are commonly used in some States, particularly for
real estate or tangible personal property. It is also not unusual to
designate a charity as the last taker under a life insurance settlement
option or a commercial annuity contract. These charitable future inter-
ests do not lend themselves to the propised annuity trust or unitrust
treatment. They involve no element of tax avoidance and should remain
eligible for the charitable deduction.

d. A trust may give a charity and a private beneficiary fixed shares
of both the tiust income and principal, the purpose generally being to
avoid the extra expense and inconvenience of creating and administer-
ing separate trusts. An undivided interest in property may also be
bequeathed or devised outright to charity. The proposed legislation
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would, for no good reason, disallow any deduction for charity's un-
divided interest in such a trust, bequest or devise.

e. The definitions of a charitable remainder annuity trust and of a
charitable remainder unitrust are too rigid in requiring that the pay-
ments to the private bencficiary be either for a term of years or for life.
Charitable trust remainders may vest upon other events. For example,
alimony trusts sometimes provide that the trust shall terminate in favor
of charity upon the wife’s death or remarriage. A deduction is now al-
lowable for the charitable remainder (computed as though the wife's
interest were a full life estate). The bill would deny that deduction.

f. The application of the definitions of a charitable remainder annu-
ity trust and of a charitable remainder unitrust to the following three
situations seem uncertain or unsatisfactory: (a) A testator (or the
creator of an inter vivos trust) creates a trust for the joint lives of two
individual beneficiaries with remainder to charity. (b) The creator of
an inter vivos trust reserves the initial beneficial interest for life, gives
his wife a secondary beneficial interest for life, and leaves the remainder
to charity. (c) The creator of an inter vivos trust reserves a beneficial
interest for life with remainder to charity. Situation (a) could not ap-
parently qualify under the definition (which apparently permits only
one life tenant); situation (b) could apparently qualify for estate tax
purposes upon the creator’s death but not for gift tax purposes initially;
situation (c) would apparently not be subjected to annuity trust or
unitrust treatment for gift tax purposes (since no interest passed from
the decedent to a private person, as required at Bill p. 131, line 16,
et seq.). Further thought should be given to the classification of these
situations.

8. The proposed legislation would severely limit the types of assets
that could be bequeathed or devised to, or invested in by, trusts with
charitable remainders. Residences, jewelry, assets with low or fluctuat-
ing income and poor liquidity or marketability, and assets not having
readily ascertainable fair market values would, for one reason or another,
not easily be adaptable to annuity trust or unitrust treatment. This is
another example of the undue rigidity of the legislative approach.

h. The proposed section 2055(e)(2) is in conflict with existing
section 2055(b)(2), which specifically qualifies for the charitable
deduction one type of trust having a private income beneficiary and a
charitable remainderman. It is not clear which of these two conflicting
statutory provisions is intended to override the other.

i. As is noted in the footnote on page 28, the courts have disagreed
over the allowability of a charitable deduction under present law for the
remainder of an annuity trust where there is a significant possibility that
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the annuitant may consume the trust principal. It is not clear whether
the court decisions disallowing such deductions are intended to be over-
ridden by the proposed legislation. Is the legislation intended to qualify
for the charitable deduction remainders of annuity trusts that may not
qualify under cxisting court decisions, or does it simply add a new limi-
tation to those now in effect?

j. The proposed definitions of a charitable remainder annuity trust
and of a charitable remainder unitrust provide that the trust remainder
must go to or for an organization or use described in section 170(c).
(Bill p. 137, lines 1 and 14.) Section 170(c) describes the organiza-
tions to or for the use of which contributions deductible for income
tax purposes can be made. There is an additional catcgory of organiza-
tions to or for the use of which transfers deductible for estate and
gift tax purposes can be made. These are religious, charitable, scientific,
literary or educational corporations, trusts, etc., created or organized
outside of the United States. (Compare sections 2055(a)(2) and
2522(a) (2) with section 170(c)(2).) Since outright gifts and be-
quests to or for the use of such organizations are deductible, there is
no reason to circumscribe deduction of remainders more narrowly.

The cstate tax amendments under discussion would apply to all de-
cedents dying after the date of enactment of the bill and the gift tax
amendments to all gifts made after April 22, 1969. These effective dates
will cause a great deal of hardship and confusion. All existing wills and
trusts of living persons will have to be reviewed and, if found to contain
charitable remainder or income trusts or legal estates, will have to be
changed, if possible. This will be a time-consuming task. Irrevocable or
unamendable trusts cannot be changed, nor can the wills of testators who
have lost their testamentary capacity or who die before the review of their
wills can be completed. If these provisions are to be enacted, a sub-
stantial period of grace should be provided, as well as relief for existing
irrevocable or unamendable trusts and existing wills of testators under
disability.

Bill pp. 139-152, § 211 [IRC new § 1251]
Gain From Disposition of Property Used in Farming Where Farm

Losses Offset Nonfarm Income

Under present law, a taxpayer engaged in farming is allowed to
deduct in the year expended many of the costs of farming which in
other trades or businesses would be treated as capital items recoverable
only through depreciation or as a return of capital upon the sale of the
property. This tax advantage increases, of course, with the tax bracket
of the taxpayer.
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1. The new section would modify the potential tax advantage under
present law by requiring the taxpayer engaged in farming operations
(with certain limitations) to maintain a bookkeeping record of his
farming operations known as the excess deductions account, the purpose
of which is to recapture farm losses on the sale or other disposition of
farm property, gain from which under present law is taxable as long-
term capital gain. In applicable cases, this would remove, or reduce,
the tax advantage under present law of deducting costs against ordinary
income-and taxing the gain at capital gain rates.

We are not convinced that the problem which the scctnon seeks to
correct is sufficiently great to justify such complex legislation; but, if it
is, then the approach reflected by the section is more acceptable than
attempts to deal with it by other means, such as tampering with the
timing of losses and gains as proposed in earlier legislative drafts in
this area,

2. There are several technical features of the section which deserve
comment.

Since as to farm land there is a S-year recapture rule, there should
also be a limit on the recapture period for other farm property. A
ten-year period would seem adequate.

An unintended effect of the section in the case of a taxpayer who uses
an inventory -method of accounting for his livestock, but elects to
expense the costs incurred in clearing land or for water and land con-
servation, is to subject such taxpayer to the provisions of section 1251(b)
(4) (A) with respect to his livestock dispositions. After five years such
land expenses are not included in computing the amount of recapture on
the sale of land under section 1251(e)(5).

Section 1251(e) (4) (B) provides for the aggregating of all farm
businesses into one business, apparently to determine whether a taxpayer
comes within the exceptions of sections 1251(b) (2) and 1251(b) (4).
However, as written, it applies to all of section 1251 and, for example, in
the case of a taxpayer who first engaged in ranching and lost money and
then engaged in the orchard business and made money, would prevent
him from offsetting the loss against the gain. There is no apparent
reason for this result, and the section should be modified accordingly.

With respect to the excess deduction account, it is clear in section
1251(b) that farm income in the second year will offset a farm loss
in the first year, but it is not apparent that the reverse is true. This point
should be clarified.

Section 1251(d) (6), relating to transfers to controlled corporations,
appears to have an inadvertent omission in not including ‘securities”
as well as “stock” as “farm recapture property.” As written, it might
permit a taxpayer to transfer farm recapture property to a controlled

32
104




corporation for stock and securities and then dispose of the securities
and realize capital gain.

Gain realized by a taxpayer on farm recapture property which would
be taxed as ordinary income under section 1245(a), as amended by
section 212, should be applied to reduce the excess deduction account.
Apparently this would not be the case under section 1251(e)(2). As
long as ordinary income equals ordinary losses, section 1251 should
have no application.

Bill pp. 152-153, § 212 [IRC amended §§ 1245(a)(2), 1243
(a)(8), and 1231(b)(3)]
Livestock

This section would subject livestock acquired by purchase to the same
recapture provisions now applicable to other tangible depreciable per-
sonal property. Technically, the section presents one problem of
importance to farmers. :

At present, section 1231(b)(3) provides that livestock held for
draft, breeding, or dairy purposes and held by the taxpayer for 12
months qualifies as section 1231 property, the net annual gain from
which is capital gain, while the net annual losses are ordinary losses.

Section 212(b) of the bill would delay the start of the holding period
until the time at which the animal would normally be used for one of
the specified purposes. The stated purpose is more readily to distin-
guish between animals held for one of the specified purposes and those
held for sale. As to hogs (and possibly some other animals), this
requirement would result in an inadvertent inequity. An older sow will
become so fat and expensive to feed that at the end of the delayed
holding period she would have little economic or market value.

This difficulty may be solved by adopting an “actual use” test rather
than a mere holding period requirement. Thus, the first sentence of
section 1231(b) (3) might be amended to read:

“Such term includes livestock which has been held by the taxpayer
for 12 months and which during such period has been actually used
for a period of six months by the taxpayer for draft, breeding, sport-
ing, or dairy purposes.”

Sec. 213, Hobby Losses

Bill pp. 153-154, § 213 [IRC amended § 270]
Hobby Losses

The proposed amendment to section 270 appears to contain so many
technical deficiencies that we suggest that consideration be given to a
complete redraft.

a. Although labeled as dealing with “hobby losses,” section 213 of
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the bill is much broader. Under the proposal, section 270 would be
amended to apply not only to the traditional “hobby" but also to the
normal profit seeking business and investment activities, including real
estate operations, equipment leasing and oil and gas development and
exploration.

b. The amendment to section 270 is not confined to losses incurred
by individuals. The change in the caption of the section from *'Limita-
tion on Deductions Allowable to Individuals in Certain Cases” to

“Limitation on Deductions..in. Certain Cases’”confirms this despite the .. ...

fact that the proposal is contained in Title III (Other Adjustments
Primarily Affecting Individuals) of the bill.

The House report, part 1, p. 71 on the other hand, contains repeated
references to activities carried on by an individnal. This suggests that
the section may have inadvertently been drafted more broadly than was
intended.

c. In its present form, the proposal would extend to any business
which incurred deductions in excess of gross income of store than
$25,000 for any three of five consecutive years. If such losses occurred,
the taxpayer would be required to rebut the statutory presumption that
the business was not carried on with a “reasonable expectation of
realizing a profit.” Difficulties abound in determining what is a “reason-
able expectation of profit.” Would this rule preclude the losses of a
high risk venture where the potential profit is substantial? Obviously, a
slight chance of success might be reasonable where the potential profit
is great.

d. The proposed new rules relate to the allowance of “Items attribu-
table to an activity.”” “Items” is not a defined term. If it is not synony-
mous with deductions, it should be defined. If it is, “‘deductions” should
be substituted for “items.”

Furthermore, the term “activity” is not defined. Clearly, an “activity"”
would include an entire trade or business. Would it possibly include part
of a trade or business? Would it include investment activities as well
as personal transactions (for example, nonbusiness loans).

e. The proposal fails to indicate what “deductions™ are attributable
toan “activity.” This deficiency could create problems.

f. The proposed section also fails to indicate whether it will be
applied retroactively to the three years in which the excess losses occur
or whether it applies only prospectively.

8. The proposal could result in a denial of business losses against
future income from the same business. At least, in such a case, the
taxpayer could be faced with the necessity of proving that the business
was being carried on with a reasonable expectation of profit.
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SUBTITLE C—INTEREST
Sec. 221. Intercst

Bill pp. 154158, § 221 [IRC new § 163(d)]
Limitations of Interest and Investment Indebtedness

1. The statutory provisions do not make clear the order in which the
three limitations ($25,000; net investment income; and long-term capital
gains) are applied against the investment interest. The technical explana-
tion indicates that the order is: first, $25,000, second, net investment
income, and, finally, capital gains. The order of application is important
since it affects the amount of the deduction and the consequent amount
of the tax. This is especially significant if the ordinary income generated
by sections 1245 and 1250 is also added to the list. Because of its impor-
tance, the order of application should be spelled out in the statute.
Section 221(b) provides that the deduction for capital gains shall not
exceed the sum of the net short-term capital loss and the amount of the
investment interest allowable as a deduction under section 163(d) (1)
(C). It should be made clear that the application of investment interest
against long-term capital gains is applicable only after first applying the
available investment interest deduction against the $25,000 allowance
and the amount of the net investment income. The phrase “succeeding
taxable year” in section 163(d) (2) should be changed to “succeeding
taxable years.”

2. The special rule in new section 162(d) (4) (C) provides that ex-
penses allowable under section 162 must exceed 15 percent of rental in-
come, or such income will be considered as investment income and not
income from the conduct of a trade or business. There are undoubtedly
many real estate investment situations which would constitute the actual
conduct of a trade or business but which have deductions allowable under
section 162 of less than 15 per cent of gross rental income. In comput-
ing such expenses the reasonable compensation of a proprietor for his
services should be allowed as part of the expenses for purposes of
computing the 15 percent.

3. In the definition of rents (section 163(d) (4) (C)) the references
to a guarantee of a specified return or a guarantee in whole or in part
against loss of income should be made more specific. Every lease pur-
suant to which a tenant is personally liable is a guarantec of the rent
and indirectly a specified return of income. Where the lease contains
escalation provisions it is arguable that there is a guarantee against loss
of income or a guarantee of a specified return.

4. It should be made clear that a trade or business exists during the
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period of the construction of a building, which when completed will be
operated as a trade or business, so that the interest expense prior to the
receipt of rental income will be deductible.

Bil! pp. 158-165, § 231 [IRC amended § 217(a) and new § 82]
Deduction for Moving Expenses

1. Consideration might be given to the substitution of a “‘reasonable
expenses” limitation for subparagraphs (C) and (D), such as that
presently imposed (and to be continued) in the case of the expenses

described in subparagraphs (A) and (B) of section 217(b) (1). There .

is no reason to assume that taxpayers would incur unwarranted expenses
under subparagraphs (C) and (D) to any greater extent than under
subparagraphs (A) and (B). In all four cases only actual out-of-pocket
expenses will qualify for the deduction, and, in the case of taxpayers
receiving reimbursements from their employers, the additional element
of employer review provides a safeguard against abuse of this deduction.

2. Both present law and the proposal limit the available deduction to
employees and do not provide for a deduction in the case of self-
employed taxpayers. It would seem that need for relief for self-employed
taxpayers is equally meritorious.

3. Subsection (b) of section 231 of the bill adds a new section 82
providing for the inclusion of moving expenses in income. This may be
considered necessary because of the allowance of the deduction for the
offsetting expenses. However, the Ways and Means Committee, at page
77 of its general explanation (House report, part 1, p. 77), states that the
reimbursement would be subject to the withholding provision of section
3401(a). This conclusion would seem to be erroneous since section
3401(a) (15) provides that remuneration paid on behalf of an employee
is not subject to withholding if at the time of the payment it is reasonable
to believe that a corresponding deduction is allowable under section 217.
It should be made clear that there should be no withholding on the reim-
bursement as to which it is expected there will be an offsetting deduction
by the employee.

TITLE III—OTHER ADJUSTMENTS
PRIMARILY AFFECTING INDIVIDUALS

SUBTITLE A—LIMIT ON TAX PREFERENCES
AND ALLOCATION OF DEDUCTIONS

Sec. 301. Limit on Tax Preferences for Individuals, Estates, and Trusts.

Bill p. 166, § 301(a) (1) [IRC new § 84(c)(1)(A)]
Charitable Contribution of Appreciated Property

This subparagraph uses a new and undefined statutory term “apprecia-
tion in the value of property.” It is assumed that the amount of such
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“appreciation” would be measured in the usual manner for determining
gain. Therefore, it is suggested that the term, “excess of fair market
value over basis,” be used. It is more precise and would avoid introduc-
ing a new and undefined term into the Code. Compare the manner in
which the terms are used at bill p. 123, section 170(e) (1) and (2).

Bill p. 166, § 301(a) (1) [IRC new § 84(c) (1)(B)]
Accelerated Depreciation

1. In view of the revisions made in accelerated depreciation recapture
in section 521 of the bill, there is considerable question whether this
item continues to constitute a tax preference.

If accelerated depreciation is retained as an item of tax preference,
the recapture rule under section 521 of the bill should be changed to
provide for a correlative reduction of the amount recaptured as ordinary
income on disposition. No language in new section 218 (providing for
a mere increase in basis) has the effect of first reducing capital gains
before reducing the amount taxed as ordinary income on disposition.
A similar problem exists in new section 84(c) (1) (D) but appears to
have been covered by new section 1251 (b)(3)(A) at bill p. 141.
Needless to say, the treatment of these items as tax preferences will
extensively complicate both the preparation and the audit of tax returns.

2. The reference to “amortization” in excess of the “depreciation de-
duction” under section 167(b) (1) (relating to the straight line method
of depreciation) could possibly be construed as making the amortization
of leasehold improvements a tax preference where the lease is for a term
less than the useful life of the improvement. If this result was not
intended, the language should be clarified.

3. In three separate provisions, section 301, new section 84(c) (1)
(B), relating to tax preferences, section 452, new section 312(m), re-
lating to earnings and profits, and section 521, new section 1250(b) (4),
relating to rehabilitation expenditures, the bill establishes requirements,
in addition to present section 1250(b) (1), that straight line deprecia-
tion be computed in respect of property on which depreciation for income
tax liability purposes is computed by another method or a different life.
In no two of the four provisions is the requirement exactly the same.

The concept of “straight line equivalent depreciation” presently finds
use in the computation of class life requited by the guideline test pro-
cedures set out in Revenue Procedure 62-21, where class life is deter-
mined by dividing the straight line depreciation into the total basis
(see Rev. Proc. 62-21, Secs. 4.03 and 4.04, 1962-2 C.B. 434). The
methods for computing the required straight line equivalent depreciation
are set out in Question 58 of Appendix II of the Revenue Procedure
(1962-2 C.B. 480-485).

The variation in the requirements will place an undue burden on an
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affected taxpayer. Thus an individual who owns existing section 1250
property being depreciated in a group account under the double
declining balance (DDB) or sum-of-the-years digits (SYD) method
must make one computation for existing section 1250 purposes and
another on an item basis for section 84 purposes. In addition, if he
has elected to be tested by guideline procedures and uses the SYD
method, he will be grouping assets by years of acquisition and will
have to maintain a separate set of item records in order to make the
necessary computations for section 84. This would appear to be truc
even though presumably he will be permitted to use a single group
account for the section 1250 straight line computation. Furthermore,
the average life used for the group computation may not be used for
item computations unless the group consists of homogenous property.

It is suggested that the statement of and the rules for computation of
straight line equivalent depreciation and the collateral consequences of
the use thereof be uniformly stated to whatever extent is possible and
that a consistent computation be indicated.

4. Section 84(c) (1) (B) is inequitable to the extent that it ignores
the fact that over the greater part of the useful life of the individual
property, straight line depreciation inevitably exceeds SYD or DDB
depreciation in any given year. It seems only fair that such cxcess be
treated as a negative tax preference which would reduce (but not below
zero) the amount of disallowed tax preferences.

Bill pp. 169-170, § 301(a) (2) [IRC new § 218]
Adjustments for Disallowed Tax Preferences

Because of the progressive tax rates, it will be possible for a taxpayer
to realize a greater tax reduction in one or more of the five carryover
years than the increase in tax attributable to inclusion of disallowed tax
preferences in gross income in the earlier taxable year. Conversely, a
taxpayer having an amount of other taxable income in the later year less
than the disallowed tax preference carried forward would receive a tax
reduction in the later year significantly lower than the effective tax cost
of the disallowed tax preference. In some cases the income averaging
provisions of the Code would reduce the effective rate of the tax reduc-
tion attributable to the carryover adjustment below the effective tax cost
of the disallowed tax preference in the earlier taxable year, but this
would not be true in all situations.

This problem could be avoided in large part by providing that the
carryover, instead of giving rise to a deduction, would give rise to a
credit for taxes paid in the later year equivalent to the amount by which
the preference year's tax was increased by reason of the amount for
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which the bill now would allow a deduction. The suggested procedure
would be similar to that now provided in section 1341 (a) (5).

Bill pp. 173-180, § 302 [IRC new § 277)
Allocation of Deductions

The enactment of section 302 would adversely affect thousands of
taxpayers, since the time-consuming adjustments called for by section
302 would apply, or figures would have to be assembled to determine
whether they would apply, every year. Almost none of the figures
necessary to make the adjustments required by section 302 are items
already required to be shown on a tax return. They are largely items
which, apart from section 302, would never have to be computed by
the taxpayer (except in instances covered by section 301 of the bill,
and some of the “preferences’ described in section 302 are not included
under section 301). In view of the universal desire for simplification
of the tax laws, the desirability of a provision which will substantially
complicate the return and recordkeeping requirements of a large num-
ber of taxpayers appears to be open to question.

For example, all taxpayers who may become subject to section 302
will have to keep records of all their income from tax-exempt municipal
bonds. The additional computations and recordkeeping required under
section 302 with respect to intangible drilling expenses, straight line
depreciation, cost depletion, and the keeping of a separate set of farm
books using the inventory method of accounting (including the taking
of a beginning and ending inventory each year) introduce further com-
plexities. As.an example, in order to calculate for any year the amount
of accelerated depreciation in excess of straight line depreciation (or,
in the case of oil and gas wells, the amount of straight line depreciation
which would have been allowed if the taxpayer had elected to capitalize
intangible drilling expenses), the taxpayer will have to make a separate
determination of the salvage value of each item (a determination which
is not necessary under the 200 percent declining balance method) and if
there has at any time been a change in useful life, he will have to recal-
culate straight line depreciation on a year-by-year basis from the time
of his original acquisition of the property in question. Similarly, to
determine the excess of percentage depletion over cost depletion, the
taxpayer will have to determine the units of the natural resource extracted
and sold during the year as well as the reserves at the beginning of the
year. Reserves must be determined by an engineering report which must
be updated to reflect changes affecting the estimate of reserves.

It is evident, therefore, that section 302 would require a number of
exceedingly complicated computations and tax return entries (never
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heretofore required) to be made by a large number of taxpayers, and
would entail additional work by the Service in auditing, checking, and
reviewing such additional computations and the evidence necessary to
verify them. It would be a step in the opposite direction from the
objective of tax and reporting simplification which much of the bill
(particularly the proposed increase in the standard deduction) was
designed to accomplish.

Bill p. 173, § 302(a) [IRC new § 277]
Allocation of Deductions—Application to Estates and Trusts

The heading of section 277 would indicate that it applies only to
individuals, although the language of the section makes it applicable
to any taxpayer other than a corporation, and the House repott, part 1,
p. 81, indicates that it was also intended to apply to estates and trusts.
It is suggested that the heading be revised so that it is not misleading.

The application of the allocation provisions to estates and trusts is not
clear. For example, assume that a simple trust has income and expenses
as follows:

Dividends $10,000
Tax-exempt interest 5,000
Capital gains 25,000
State income taxes 1,000
Actual distribution ($15,000—$1,000) 14,000
The Section 277 Fraction would seem to be computed as follows:
Numerator:
Tax-exempt interest $ 5,000
Capital gains deduction 12,500
$17,500
Less: excluded 10,000
“Allowable tax preferences” $ 7,500
Denominator:
Dividends $10,000
Taxable half of capital gain 12,500
$22,500
Less state income taxes $1,000
Distribution deduction 9,000 10,000
Taxable income (without regard to
§ 277) $12,500
Add back state taxes - 1,000
40
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"“Modified adjusted gross income” $13,500

Add “Allowable tax preferences’ 7,500

~$21,000

Section 277 Fraction ($7,500--$21,000) T 359%

Disallowed deduction for tax (35.7% X =
$1,000) $ 35

The effect on the taxable income of the trust and the beneficiary would
seem to be as follows:

Recomputed taxable income of trust:

Dividends $10,000
Taxable half of capital gain 12,500
$22,500
Less allowable state income taxes 643
321,857
Less: Distribution deduction
Ordinary income $10,000
Allowable deduction 643 9,357
Taxable income of trust $12,500
Taxable income of beneficiary $ 9,357
Non-taxable income of beneficiary 4,643
Total distribution $14,000

However, further clarification of the impact of section 277 on present
sections 651 and 661 would appear to be desirable. The computations
are even more confusing in the case of a complex trust or an estate.

Bill p. 173, § 302(a) [IRC new § 277(c)(1)(A)(i)]
Allocable Expenses—Interest

It scems improper to disallow deduction of interest payments under
section 265 of the Code because they are related to tax-exempt interest
received and at the same time to allocate some of the taxpayer's other
interest payments in part to the same tax-exempt interest. If section 277
is enacted, section 265 should be repealed or the numerator of the
“Section 277 Fraction™ (section 277(b) ) should exclude the tax-exempt
interest which results in a section 265 adjustment at least to the extent
of the section 265 disallowance. Furthermore, interest that is specifically
attributable to carrying income-producing property should be excluded
from the numerator of the “Section 277 Fraction” just as interest
paid or incurred in the conduct of a trade or business is excluded under
proposed section 277(c) (1) (B).
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Bill p. 174, §302(a) [IRC new §277(c)(1)(A)(ii) and

§ 277(e) (1)(B)]
Allocable Expenses—Taxes

These provisions define allocable expenses to include taxes except taxes
paid or incurred in the conduct of a trade or business. We believe it is
improper to allocate any taxes which are incurred on taxable income,
such as compensation or taxable investment income, or which are imposed
on income-producing property, between taxable and tax-exempt income.
These are deductions which in fact are economically attributable entirely
to taxable income and are a cost of realizing the taxable form of income,
as is already recognized in the exception proposed in section 277(a)
(1) (B) relating to taxes incurred in the conduct of a trade or business.
It is submitted that section 277(c)(1)(B) should be expanded to
except from the definition of allocable expenses taxes paid or incurred
on taxable income or on income-producing property.

Bill p. 174, § 302(a) [IRC new §277(c)(1)(A)(iv)]
Allocable Expenses—Charitable Contributions

The inclusion of charitable contributions in the list of allocable
expenses presents a serious policy question. Under this provision an
individual who has tax-exempt income would receive a lesser tax
benefit from an identical charitable contribution than an individual who
has no tax-exempt income.

The classes of organizations most seriously affected by this provision
would be those charitable and educational institutions dependent pri-
marily for their support on mediuth and large-sized gifts from indi-
viduals who measure their gifts by their “after-tax” cost. Thus while
other types of “allocable expenses’ are for the most part involuntary
payments and their amount should not be appreciably affected by
enactment of section 302, charitable contributions are by their very
nature voluntary. The amount of charitable giving above the $1000
level depends largely on the tax effect of such giving. Recognition of the
impact of this on private colleges, hospitals, etc. resulted in a narrowing
of the scope of section 201(c) and (d) of the bill (taxing charitable
contributions of appreciated property) to the point where it will apply
to only a small percentage of such contributions. However, section 302
is not similarly restricted and partially disallows the charitable deduc-
tions in question in 4/l cases where such unrealized appreciation (plus
other forms of exempt income and preferences described in section 302)
exceeds $10,000. The inclusion of charitable deductions in *‘allocable
expenses” under section 302 will undoubtedly cause many individuals
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who have previously made substantial charitable gifts of appreciated
property to stop making such gifts.

Bill p. 175, § 302(a) [IRC new § 277(¢)(2)(A)(iv)]
Allowable Tax Preferences—Charitable Contyibntions

The possibility of a circular computation under this section has already
been noted in our discussion of pages 119-120 of the bill.

Bill pp. 175:176, § 302(a) [IRC new §277(c)(2)(B)]
Interest on Certain Governmental Obligations

Exempt interest for purposes of section 302 of the bill is (o be taken
into account only with respect to obligations issued after July 12, 1969.
However, as stated in the introduction to this Report, the Section of
Taxation is opposed to the retroactiv anplication of tax legislation, and,
therefore, if this provision is accepted on policy grounds, it is submitted
that the change should apply only to obligations issued after the date
of enactment,

Bill p. 176, § 302(a) [IRC new § 277(c)(2)(C)]
Depletion and Intangible Drilling and Development Costs

Computation of cost depletion requires an estimate of recoverable
reserves. It is believed that many of the larger operators and practically
all of the smaller operators claim percentage depletion. This section
will require all such individual taxpayers also to compute cost depletion
with the attendant engineering expenses.

It is suggested that this burden be removed by giving the taxpayer
an option to compute cost depletion or amortize his costs over a 10-year
period. This would achieve the objective of the bill while relieving the
taxpayer of an expensive cost depletion computation.

SUBTITLE B—INCOME AVERAGING

Sec. 311. Income Averaging

Bill pp. 180-181, § 311 [IRC amended §§ 1301, 1302, 1303
and 6511]
Income Averaging
This provision appreciably extends the benefit of the income averaging
provisions and simplifies their operation. Perhaps more should be done
to reduce the inequities between taxpayers with level and taxpayers with
fluctuating incomes. Consideration might be given to permitting aver-
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aging the excess over 100 percent of average base period taxable income, !

provided the $3,000 test is met. 7
In the interest of clarity the reference “(relating to penalties appli-

cable to certain amounts received by owner employees),” should be

inserted after “'section 72(m) (5)" in line 24, bill p. 180.

7
SuBTITLE C—RESTRICTED PROPERTY f

Sec. 321. Restricted Property

Bill pp. 185-188, § 321(a) [IRC new § 85]
Restricted Property

Under this provision a person receiving restricted property for
services becomes taxable when his beneficial interest is transferable even i
though still subject to forfeiture. Furthermore, he is taxed at full market
value determined without giving effect to the forfeiture provision or any
other provision which will lapse. Thus a person could be taxed at full
value on property which he has not yet earned and may have to forfeit,
even though he could dispose of it only at a substantial discount. It is
suggested that an employee be made taxable prior to termination of for-
feitability only if he transfers the property to an unrelated third party
and then only to the extent of the consideration received. This inequity in
the proposed provision can be avoided by drawing the contract so as to
restrict transferability until the rights become nonforfeitable. Hence
the provision serves only as a trap for the unwary.

The key reference in the proposed new section is to the “transfer”
of stock. Presumably “transfer” is intended to refer to the point at which
a taxpayer obtains equitable title to shares, not when legal title passes
(i.e., issuance of the certificates). This is the current rule for deter-
mining the holding period for purposes of calculating long-term gain.
The legislative intent would be more clearly expressed by substituting
"acquired by” for “transferred to” in line 11, bill p. 185, and the word

“‘acquired” for “transferred” in lines 6 and 7, bill p. 188.

Even with these changes the proposed amendment raises serious
problems for a closely held corporation. Such a corporation must often
offer one or more key employees a greater equity interest than can be
made available through a qualified stock option plan, but because of
the practical problems involved in the disposition of stock by minority
stockholders can do so only with substantial restrictions on transfer-
ability of the stock. The bill will expose such employees to the receipt
of substantial amounts of ordinary income in one year.
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The application of the proposed rules would appear to be unfair
where the restrictions have a business purpose and the parties have
in good faith fixed the fair market value at which the stock was sold to
the employee. It is suggested that a provision be included similar to that
appearing in section 422(c)(1).

Bill p. 188, § 321(a) [IRC new § 85(f)]
Transition Rules

There is a conflict between the effective date in section 321(d), “the
date of enactment of this Act,” and the June 30, 1969 date in the
transition rules of proposed section 85(f). We submit that sound
legislative policy would not make the new provisions applicable to
transfers prior to the date of enactment.

Section 85(f) (3) establishes an effective date applicable to property
transferred after February 1, 1970, if pursuant to a plan adopted and
approved before July 1, 1969. This is apparently to enable taxpayers to
make a distribution of restricted stock for the calendar year 1969 under
the old rules. This intention could easily be frustrated because of admin-
istrative or clerical inability to make the transfers within one month
after the close of calendar year 1969. It is suggested, therefore, that this
date be extended to April 1, 1970.

Further, section 85(f) operates in an unfaitly retroactive manner.
Prior to the proposal of the bill, the Internal Revenue Service had
announced its intention to change the tax treatment of restricted stock.
Amended regulations were to go into effect in November, 1968. The
Service changed the effective date of the regulations to July 1, 1969,
thereby permitting taxpayers who were “granted” options for restricted
stock on or before June 30, 1969, to treat their income in the manner
provided by the old rules. The new legislation has turned back the
clock and has made April 22, 1969, the cutoff date, unless an option is
both “g:anted” before July 1, 1969 and exercised before February 1,
1970.

Furthermore, relying on provisions of the existing regulations for
statutory stock options taxpayers have assumed that they could, by
analogy to the provisions of section 425(i) or Treasury regulations
§ 1.421-7(c), treat options as “granted” when action was completed
by the Board of Directors and were not required to wait until shareholder
approval to treat the options as “granted.”

The House report, part 1, p. 89, indicates that, if shareholder approval
is required by state law to make the options effective, such shareholder
approval must also have occurred before July 1, 1969, in order for the
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option to be treated as “granted” before that date. Such a requirement
will unduly penalize taxpayers who obtained options before July 1, 1969,
subject to shareholder approval, relying upon the Service assurance of
the continuation of the old treatment without realizing that they would
need immediate shareholder approval.

Bill pp. 188.190, §321(b) [IRC amended §§402(b) and
403(¢)]
Non-exempt Trusts and Nonqualified Annuities

Under present rules relating to nonexempt trusts, the amounts payable
to an employee are treated as ordinary income. This is so whether they
are taxed to him at the time of contribution to the trust (if then non-
forfeitable) or when distributed to him. Accordingly, there is no
reason to change the rules of nonexempt trusts to preclude the possibility
of converting ordinary income into capital gain. Thus the basic purpose
of the restricted stock proposals is not applicable to nonexempt trusts.

Treating interests in nonexempt trusts in the same manner as restricted
stock would tend to put smaller and less financially sound employers at
a disadvantage. Many employers award annual bonuses which require
an “earn-out” period of several additional years. Where the employer is
a financially sound company and can utilize a plain contractual obligation,
the employee will not receive taxable income until distributions are made.
But, in the case of an employer whose financial status is not as sound and
who must make contributions to a nonqualified trust in order to give
his employees comparable protection, the employee would be forced,
under proposed section 402(b), to pay a tax when the earn-out period
ends. Thus, in the latter case, the employee is at a substantial disadvan-
tage, unless he has other available and noncommitted funds to pay a
tax prior to actual distribution from the nonexempt trust. This economic
disparity would tend to help large companies obtain and retain quality
management, to the corresponding disadvantage of the smaller or less
financially secure companies.

The “‘economic benefit” theory of taxation should be sparingly used,
since it demands the exaction of a tax from an employee before he
has received the dollars with which to pay it. It seems proper to apply
the economic benefit theory to the area of restricted stock since the em-
ployee is already the registered owner, can vote the stock, and can receive
dividends on the stock. This is not the case with respect to funds held
in a nonexempt trust. Why, then, apply the harsh effects of the economic
benefit theory in this situation?

The corresponding question of the deduction to the employer in these
situations should also be dealt with in the statute. This would require
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an amendment to section 404(a) (5) of the Code. The rule of Russell
Mannfacturing Company v. United States, 146 Ct. Cl. 833, 175 F.Supp.
159 (1959), should be adopted by statute, permitting the employer a
deduction when the employee becomes taxable, even though the em-
ployee’s rights were forfeitable when the contribution to the nonexempt
trust was made. It would seem, however, that the employer’s deduction
should be limited to the amount which the employer contributed to
the trust.

SUBTITLE D—OTHER DEFERRED COMPENSATION

Sec. 331. Deferred Compensation

Bill pp. 190-193, § 331 (a) [IRC new § 1354]
Deferred Compensation

1. This section, which would penalize deferred compensation by tax-
ing it, not at the rates for the year it is received, but at the higher of the
rates applicable to the taxpayer in the year eatned or the year received,
introduces complexity into the law which is out of proportion to any
“tax preference” involved.

The provision contains technical deficiencies. Read literally, the words
“deferred compensation payment” could be deemed to cover any pay-
ment which is “properly attributable” to services rendered in a period
ptior to that in which payment is received. It could thus apply to a
bonus or current profit-sharing payment, measured by profits of the year
the services were rendered, but paid only after the financial results have
been determined. It might also cover a retroactive pay increase. Since
non-employees are embraced in the provision, it could cover the unbilled
or uncollected fees of a doctor, lawyer, engineer or architect, whether or
not the amount was determinable or collectible in the year the services
were rendered.

In such cases, it would ordinarily be fortuitous that the income fell in
a different bracket than was applicable in the year the setvices were ren-
dered. To apply the section to such cases would, for those who find
themselves regularly in the situations mentioned, require complex cal-
culations and adjustments every year of their active careers, and would
result in always imposing the greater, never the lesser, of the taxes appli-
cable in the two years involved each time.

There are what may be deemed borderline cases involving an element
of tax planning. A professional man, anticipating a lower income
yeat or a tax cut, may refrain from billing until after the end of a year.
But that is not the classic “‘deferred compensation” arrangement to which

47

119



the provision seems to be addressed—one that obtains for the employee
or independent contractor some of the benefits of a qualified retirement
plan without having to meet the requirements of section 401. House
report, part 1, p. 90.

It is suggested that the bill adopt the language found in section 404 (a)
(“a plan deferring the receipt of such compensation™) to make it clear
that the foregoing cases are not embraced in the provision. Under sec-
tion 404(a) (5) and its predecessor (section 23(p) of the 1939 Code),
it was established that bonuses paid after the end of the year, when
profits were ascertainable, were “current payments for current services
rendered” and were, therefore, not “deferred compensation.” Rev. Rul.
55-446, 1955-2 C.B. 531, 532; Rev. Rul. 57-88, 1957-1 C.B. 88, 89.

2. The first formula for computing the minimum tax requires substan-
tial recordkeeping which may be an undue burden to place on a taxpayer,

who may remain an employee for a considerable period of time prior to .

receiving deferred compensation payments.

To avoid the recordkeeping problems of the first formula, the em-
ployee is forced to use the second formula which is arbitrary and does
not make allowance for non-compensatory income, such as that derived
from the sale of a capital asset, in selecting the three highest years. Thus,
using “taxable income™ as a base for computation purposes could result
in a substantially distorted application of tax bearing no relation to an
employee’s earned compensation.

In addition, the two formulas fail to cover the situation of the transi-
tory employee who may not remain at a job for more than a couple of
years, but yet leaves one or more of the jobs with a deferred compensa-
tion arrangement payable at age 65. The second formula will not operate
in this case and if he has not kept records to apply the first formula, he
will be unable to compute the “minimum” tax under section 1354. There
is a further problem if the employee works for an employer for one
year, receives a deferred compensation arrangement payable at age 65,
terminates his employment and then, years later, again works for the
same employer. Would the measuring period under the second formula
include years in between with other employers?

3. The problem of income i respect of a decedent as related to de-
ferred compensation is unresolved, as is the problem of deferred com-
pensation paid to a widow and that of the joint tax return vs. the indi-
vidual tax retutn,

No consideration is given to the situation where a bookkeeping invest-
ment account is used in conjunction with deferred compensation and the
employee grosses a much larger payout than that originally deferred for
him. The account may continue to grow when the employee is no longer
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employed by the employer but payout is deferred. Treatment of the
excess is unclear.

Finally, section 1354(b) would secem improperly to leave to regula-
tions the problem of determining the years of an employee’s service to
which his deferred compensation is attributable.

SuBTITLE E—ACCUMULATION TRUSTS, MULTIPLE TRUSTS, ETC.

Sec. 341. Treatment of Excess Distributions by Trusts

Bill p. 194, § 341 [IRC amended §§ 665-668]
Accnmulation Distribution from Trusts

The evil which the section seeks to remedy is the tax avoidance that
results from multiple trusts created by the same grantor for substan-
tially the same beneficiaries. Undoubtedly, other accumulation trusts
have been used for tax avoidance purposes, but most of them are used
for legitimate purposes, such as accumulation to avoid the necessity of
court appointed guardians or conservators. In any event the revenue in-
volved in the single accumulation trusts used for tax avoidance purposes
would appear to be insignificant.

There are a number of other suggested solutions to the evil of mul-
tiple accumulation trusts that are much less complex than the proposal in
the bill. These solutions do not impose unwarranted complexity on
single trusts which have accumulated income over a long period of years
and which involve little revenue.

The enactment of section 341 will greatly increase the complexity of
taxing provisions already excessively complex. The present rule involves
a five-year throwback. The complications involved in applying a statute
which reaches back over a longer period of years would be much greater.
The application of the throwback rule involves recomputing the tax of
the beneficiary for each of the preceding years in which trust income was
accumulated, taking into consideration various classes of income as well
as deductions and credits and amounts which have been distributed in
prior years. The proposed provisions for limited tax preferences and for
allocation of deductions will not simplify these recalculations. A glance
at the present Schedule J to be filed with the fiduciaty income tax return
on form 1041, calling for information in reference to “allocation of
accumulation distributions,” and the instructions on the back of the form,
is sufficient to show that the present rules are exceedingly complex.

Most trusts providing for accumulation are not created because of
tax considerations and have sound social purposes. The most frequent
accumulation provision relates to income received during the minority
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of a beneficiary or during the existence of some other disability of the
beneficiary. In many instances the operation of this provision will result
in refunds. Certainly where a minor beneficiaty has no substantial
amount of other income, the trust will pay a higher tax because it has
only a $100 exemption whereas the beneficiary has a $600 exemption
plus at least the standard deduction. It is doubtful that the difference
in tax would justify the burdensome task of attempting to recompute
the tax over a long period of years.

It would be necessary for trustees, as well as individuals who are po-
tential beneficiaries of accumulated income, to preserve their income tax
returns and other records for the duration of a trust which accumulates
income. In order to examine such returns properly, the Internal Rev-
enue Service should preserve the returns of trusts and individuals for an
indefinite period. If an unlimited throwback rule is enacted, it will prob-
ably be necessary for the Internal Revenue Service to train a large number
of revenue agents to examine returns involving accumulation distribu-
tions. In view of the comparatively small amount of revenue involved,
it is likely that the time of such agents could be spent more profitably
in other fields.

1. The administration of a statute which requires the examination of
* income tax returns and records extending back over a large number of
years would be a constant source of irritation and expense to taxpayers
and the Internal Revenue Service alike. The “short cut method” pro-
vides for computing the beneficiary’s tax by including the average annual
amount of accumulated income in his return for the current and two pre-
ceding years. However, in order to do that, it would be necessary to
know the exact amount of accumulated trust income in each of the pre-
ceding years, the amount of each class of income, the amount of each
partial distribution, and the amount of tax paid by the trust. In order to
determine whether the “short cut method” or the “'exact method” would
produce a lower tax, it would be necessary to make both sets of
computations, '

2. The application of the unlimited throwback is not clear where there
is a “pour-over” trust, i.e., on termination of one trust, the assets are
transferred to a second trust (either newly created or already in exist-
ence). Logically, the accumulation and tax payments of the first trust
should carry over to the second without imposition of a second tax until
distribution is made to an individual. Similatly, where on the death of an
income beneficiary a trust is split into two or more separate trusts for
successor income beneficiaries, provision should be made for splitting
the accumulations.” Presumably this problem can be readily avoided by
drafting the old trust in such a way as to keep it in existence. However,
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many existing trusts were drafted by reference to existing rules and
provide for “pour-overs” on termination, as, for example, the distribu-
tion of assets in the marital trust to the residuaty trust following the
death of the widow.

3. The retention of old trusts may be undesirable from the standpoint
of trust administration. For example, assume separate trusts for the bene-
fit of each of three children with provision that if one should die without
descendants, the corpus is to be divided between the other two trusts.
Such an arrangement may be superior to a provision that the first trust
continues for the benefit of the other two children in equal shares.

The complexity of the provisions introduced by the bill may lead to
distortion of normal trust management. For example, the operation of
the “shortcut” method makes it desirable for the trustee to accumulate at
least some small amount of income each year of the trust so as to reduce
the average annual income.

Conversely, the effect of the bill may be to cause trustees to distribute
income currently to minors (or other beneficiaries), if they have discre-
tion to do so. Such action is frequently unwise from a property manage-
ment standpoint and will in many cases (especially with minors) reduce,
rather than increase, the tax collected on the income.

Bill p. 194, § 341(a) (1) [IRC amended § 665 (b) ]
Elimination of Minority, Emergency, and De Minimis Exceptions

The retention of a de minimis provision (which could well be in-
creased from $2,000) would greatly alleviate administrative prob-
lems. In order to avoid the multiple trust problem, the de minimis pro-
vision could be allowed only for years in which distributions are made
from one trust to the same beneficiary.

Trusts to accumulate income during minority are usually not used to
avoid taxes, but for legitimate, non-tax reasons. For example, it is com-
mon to accumulate income during the minority of a beneficiary, since he
is not capable of, or legally qualified to, manage his property. Since the
minor usually has little or no other income, no tax avoidance results, The
existing statute recognizes this fact and excludes from the throwback any
income accumulated before the beneficiary attains the age of 21.

There are other situations as well where a beneficiary is under a legal
disability or is not capable of managing property, so that the trustee is
required to manage the property and distribute income as and when
needed. Since these needs may vary from year to year, and bear no direct
relation to the amount of trust income, there may well be accumulations
in some years, followed by distributions of more than current income in
other years. The present law recognizes certain situations of this type by
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exempting distributions for “emergency nceds” of a beneficiary from
the throwback.

Bill p. 195, § 341(a) [IRC amended § 665(e)]
Effective Dates and Transitional Rules

The effective date of section 341 should be changed. To be fair to
taxpayers who have created trusts in reliance on the present statute, the
new provisions should apply only to trusts created after the date of
enactment. Many existing trusts would have been drawn differently if
the new rules had then applied. For example, many trusts now require
accumulations during minority, whereas with the new law it may be
desirable to give the trustee discretion to accumulate or distribute income.

If the new rules are not limited to new trusts, the section should apply
only to income accumulated after the date of enactment. The new rules
are now made applicable to income accumulated during the last five
years (i.e., years ending after April 23, 1964), apparently on the basis
that distributions of income from those years may be subject to the
throwback of the present law. This fact, however, does not justify
making the new rules retroactive. Beneficiaries, as well as trustees in
some instances, may not have retained all of the records which they must
have in order to use the exact method for these years. As a general rule
records are required to be kept for tax purposes only for three years
after the tax return is filed. There was, therefore, no reason to retain
them longer in situations where the present throwback rule is not appli-
cable. The most obvious examples are minors who have not had to file
tax returns. Under the bill, such beneficiaries who have not had any
occasion to keep records could not use the exact method and they would
have available only the shortcut method which can cause great distor-
tions, depending on the amount of income from unrelated sources. It
should also be pointed out that many trusts have been established either
through inter vivos instruments or through testamentaty provisions which
cannot be changed. These might have contained different provisions if
the rules of the proposed bill had been known when the instruments were
originally prepared. This is especially truc in the case of trusts for the
benefit of minors.

Bill pp. 198199, § 341(d) [IRC new § 668(b)]
Alternative Methods of Compunting Tax on Amounts Deemed Dis-
tributed in Preceding Y cars

The shortcut method has a built-in mequnty in that in the year of
termination of a trust the beneficiary will normally have at least onc
year's income from the property of the trust includable in his current
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income so that the income representing average prior accumulations is
placed in a higher bracket for that year. An option should be granted in
computing under the shortcut method to disregard the year of termina-
tion of a trust and spread over the three prior years.

There would appear to be no justification for prohibiting a beneficiary
who was not alive for each year of the accumulation from using the
exact method with respect to those years following his birth where he
can establish the necessaty facts. In such a situation the beneficiary
should be allowed to use the shortcut method with respect to the balance
of the distribution. Such splitting would appear to be possible if the
trustee can make a distribution in two taxable years with the first being
in such amount that no portion would be allocated to a year before the
beneficiary’s birth. This further complicates trust administration. Such
proposed prohibition discriminates against after-born beneficiaries of
trusts.

Bill p. 200, § 341(d) [IRC new § 668(h) (4)]
Multiple Distributions in the Same Taxable Year

The bill provides that where accumulation distributions are made from
more than one trust to a beneficiary in the same taxable year, the benefi-
ciary may determine which distribution is made first. The reason for
this provision is puzzling as the order of distribution would not appear
to affect the computation of tax.

Sec. 342. Trust Income for Benefit of a Spouse

Bill p. 203, § 342(a) (1) [IRC amended § 677(a) (1) and (2)]
Income for Benefit of Grantor’s Spouse

The provision of the bill which will tax the grantor on income actually
distributed to the spouse may be open to question. Where a joint return
is filed, no problem is presented. However, in case of divorce, incquities
may result in the year of divorce and problems in negotiating property
scttlements may be created. Such problems could be eliminated by pro-
viding for taxation of the spousc in all cases where the income is actually
distributed to her in the current ycar. Such a provision would not appear
to present any serious tax avoidance problem,

Bill p. 203, § 342(a)(1) [IRC amended § 677(b)(3)]
Payment of Insurance Preminms

There would also appear to be equitable grounds for providing that
income which may be used to pay premiums on insurance on the spouse’s
life should not be taxed to the grantor unless the income is actually so
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used. There appears to be no greater tax avoidance possibility here than
in the case of income usable for support obligations. In most instances
such insurance will be payable for the benefit of children and not the
grantor or his spouse. Such possibilities may well creep into trusts for
the benefit of children where the children own policies of insurance on
the life of the spouse. The proposed rule creates one more pitfall to
be watched in situations where no tax avoidance is involved. In addi-
tion, the suggested change in the proposed bill would make it easier to
administer since the existence of insurance policies on the life of the
spouse may be unknown to the trustee. The possibility of use of trust
income to pay such premiums may well be doubtful, raising complex
legal issues: Of course, where income of the trust is actually used to
pay premiums, that fact is known to the trustee and is easy to examine.
In fact, it might be desirable to extend the same rule to insurance on
the grantor's life.

Bill p. 203, § 342(b)
Effective Date

The amendments should be made applicable only to trusts created
after the enactment of the amendment. Last minute tax avoidance is
considered less important than the principle that a taxpayer may rely
upon an existing statute in planning his affairs.

TITLE IV—ADJUSTMENTS PRIMARILY AFFECTING
CORPORATIONS

SUBTITLE A—MULTIPLE CORPORATIONS
Sec. 401. Multiple Corporations

Bill pp. 204-206, § 401 [IRC new § 1561]
Multiple Corporations

The provision in section 1561 (a), with respect to the apportionment
of the limitation on the life insurance company small business deduc-
tion, confers power upon the Secretary rather than the taxpayer to
determine whether there shall be any but an equal division of the aggre-
gate limitation among the component members of the group. This is
at variance with the treatment in the same subsection of the surtax
exemption allowed to a controlled group.

The cross-reference to be added to section 804 should be to section
1561 as well as to section 1564.

The bill would have no effect upon mutual companies other than life
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subject to tax under section 821. Since such a company has no stock-
holders, it can be a member of a controlled group of corporations within
the meaning of section 1563(a) only as the common parent of such
group. In other words, only one mutual company can ever be a member
of a controlled group as long as the existence of such a group is deter-
mined by reference to stock ownership, For this reason, the proposed
amendments in bill section 401(g) to sections 821, 832(c) and 501
(c)(15) designed to apportion or limit the dollar amounts otherwise
provided in those sections among all the corporations taxable under
section 821 that are members of a controlled group are of doubtful
effectiveness.

No part of the limitations on surtax exemptions, the $100,000 amount
under section 535(c) (2), the investment credit or first year depreciation
provided for in bill section 401(a) through (f) would apply to any
company taxable under section 821. All such provisions are made only
in respect of the component members of controlled groups. A section
821 company is an excluded member by reason of section 1563(b)

(2)(D).

SUBTITLE B—DEBT-FINANCED CORPORATE ACQUISITIONS
AND RELATED PROBLEMS

Sec. 411. Interest on Indebtedness Incurred by Corporations
to Acquire Stock or Assets of Another Corporation

Bill pp. 219-227, § 411 [IRC new §279]
Interest on Indebtedness Incurred by Corporations to Acquire Stock or
Assets of Another Corporation

This provision is intended to discoutage acquisitions by large cor-
porations through the use of debt instruments having characteristics
making them akin to equity. Although section 279 might produce a
proper tax result in the relatively few situations to which it would apply,
it is believed that it would represent an unwise addition to the tax law.
The section’s limited coverage, the likelihood that it would contribute
little toward accomplishment of its major purpose, its lack of coordina-
tion with other provisions of the Code, the possible implications which
might atise from the provision with respect to situations not covered,
and its bewildering complexity, appear to outweigh the limited benefits
likely to result from it in correcting a few cases of abuse.

1. A major stated purpose is to discourage concentration of economic
power through corporate acquisitions which may fall outside the scope
of the antitrust laws because of their conglomerate nature. In relation
to this purpose, the provision seems questionable.

55

127



Even if it is conceded that it may sometimes be proper to use tax
measures to attain objectives other than raising revenue, the goal might
be better achieved by legislation in the antitrust field where the solution
can be more complete and more precisely tailored to the nature and
scope of the problem.

The provision is too narrow in scope materially to advance this ob-
jective. It would not apply to nontaxable acquisitions. Moreover, even
the use of debentures in taxable acquisitions will probably not be sig-
nificantly curtailed. Whereas its antecedent, H.R. 7489, the so-called
“Mills Bill,” disallowed interest on all debentures providing major
consideration for acquisitions, section 279 confines the disallowance to
debentures meeting certain conjunctive statutory tests for resemblance to
equity. Although this limitation is appropriate as a matter of tax theory
and equity, it limits the likely effectiveness of the provision in that:

(a) Its application only to indebtedness subordinated to claims of
trade creditors will permit ready avoidance by issuance of indebted-
ness not so subordinated. In the case of conglomerates and other
holding companies operating through subsidiaries, claims of trade
creditors are frequently insignificant;

(b) Its application only to convertible debt or debt associated with
andoption will permit avoidance by issuance of ordinary debentures;
an

(c) Its application only where the issuing corporation fails either
the 2-to-1 debt-to-equity ratio or the 3-to-1 income-to-interest test
will probably make it ineffective with respect to many large corpora-
tions; and others may be able to conduct their affaits so as to render
it ineffective by intermixing acquisitions in which no debt is issued.

The need for such a provision to discourage debenture acquisitions
will be largely eliminated by the enactment of section 412 of the bill,
in which receipt of marketable debt securities will ordinarily disqualify
the seller’s gain for installment treatment. Deferment of the seller’s
gain until collection or disposition of a debenture received in a sale of
stock or assets has been a key element in the popularity of debenture
acquisitions. Imposition of tax on the seller’s receipt of the debentures
should inhibit future recourse to this form of acquisition.

2, Section 411 cannot be justified as an attempt to re-define the dis-
tinction between debt and equity for tax purposes because of its failure to
deal comprehensively with this subject. Its application is restricted not
only by the $5,000,000 allowance but also by its confinement to “cor-
porate acquisition indebtedness”; there is no apparent tax policy justi-
fication for distinguishing between such indebtedness and debt issued
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for other purposes. Moreover, the debt-equity distinction is applied
only to the deductibility of interest. There is no attempt to deal with
the other situations in which the distinction is relevant, such as the
relative consequences of a retirement of debt or equity or receipt of
securities or stock in a merger, eligibility of payments for the inter-
corporate dividend deduction, the individual dividend exclusion, and the
like.

In spite of its limited coverage, the provision may have unfortunate
and unpredictable collateral effetts on the state of the tax law as to the
distinction between debt and equity. The principles applied in dis-
tinguishing debt and equity for these purposes have been developed and
refined over the years in a long series of court decisions. Some of these
principles are at variance with the standards established in section 279.
While the section itself, as well as the House report, part 1, p. 107,
states that no inference is to be drawn from the provision as to the
nature of any instrument for the purpose of any other provision of
tax law, the possibility that those charged with administration of the
tax laws, as well as the courts, may be influenced by these standards
cannot be ignored. It is submitted that the tests of section 279 would
not afford a suitable statutory definition of indebtedness for all purposes.

3. The definition of corporate acquisition indebtedness in section 279
(b)(1) to mean an obligation “issued to provide consideration for” an
acquisition is apparently intended to include securities issued to obtain
cash to finance cash acquisitions. The purpose of the borrowing appears
to control and the determination of this purpose will give rise to
numerous problems of application in situations where cash acquisitions
are made by corporations concurrently engaged in borrowing for various
purposes:

a. Corporate borrowings are frequently made to raise cash for
a number of purposes. The bill leaves it unclear whether the obliga-

« tion will be acquisition indebtedness only if issued solely to provide
consideration for a purchase; whether the principal purpose will
determine the status of the entite issue; whether the entire issue will
be tainted if any portion is to provide such consideration; or whether
the issue will be fragmented and only the portion issued to provide
consideration will be acquisition indebtedness.

b. The exact uses of borrowed funds and the amounts to be
required for each use are frequently not known at the time the obli-
gation is issued. In such a case, it is difficult to see how the necessary
determination could be made, unless there is authority to make it
retrospectively by reference to the actual use of funds.
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c. Funds may be borrowed for one purpose and used for another.
Thus, due to a change of plans, funds borrowed for plant expansion
or working capital may be used for an acquisition or vice versa. Is
the original purpose or the ultimate use controlling?

d. Obligations whose proceeds are used for other corporate put-
poses may free internally generated cash for acquisitions. Should
these be deemed to have provided such consideration and, if so, will
the statute permit it?

4. The provisions of section 279(b) (1) apparently would apply re-
gardless of how few shares are acquired. Recognizing that ownership of
a relatively small percentage of stock may represent effective control, it
may nevertheless be desirable to exempt purchases for investment by
adding a minimum percentage ownership test, say 5 or 10 percent.

In section 279(b) (1) (Bill p. 220, line 12) the word “except”
should be changed to “provided.”

The House report states that, in applying the debt ratio and interest
coverage tests to a financial institution, its obligations are to be reduced
by amounts owed to it and its interest expense is to be reduced by its
interest income. (House report, part 1, p. 106). The bill in section
279(b) (4), (c)(2) and (c)(3), makes no such exception. If one is
to be made, it should be set out in the statute.

The use of the adjusted basis of assets in determining, the debt-equity
ratio as provided in section 279(c) (2) is unsound in theoty and would
be inequitable in practice. This standard has been uniformly rejected
in the cases. Rapid depreciation on the one hand and inflation on the
other have made adjusted basis a poor measure of the capacity of tangible
assets to support debt; and intangible values would ordinarily be left
totally out of account. The desire for ease of administration is under-
standable but does not justify use of this standard.

In the case of acquisition of less than “control” of a corporation as
defined in section 368(c), the acquited corporation’s earnings under
section 279(c) (3) (A) are not considered in testing interest coverage.
The control definition of section 368(c) is unduly restrictive, since the
required ownership of 80 percent of each class of non-voting pre-
ferred stock is hardly relevant to the acquiring corporation’s access
to the acquired corporation’s earnings. Substitution of a control test
which excludes non-voting preferred stock would be preferable and
would be consistent with section 279(g). Moreover, for accounting
purposes, corporations customarily consolidate earnings of 50 percent-
owned subsidiaries; and development of an allocation formula to permit
inclusion of a proper share of earnings and interest in such cases
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might prevent some unfair results. Since future interest is to be mea-
sured against past earnings, the latter should be as inclusive as possible.

In order to prevent distortion and manipulation, it would be de-
sirable in section 279(d)(3)(B) to exclude extraordinaty gains and
losses from the earnings used in the interest coverage test.

In excluding acquisitions of certain foreign corporations, the re-
quirement in section 279(f) as to income from foreign sources should
be stated in terms of a specified percentage, e.g., 80 percent, rather
than by means of the imprecise “substantially all”’ test.

Sec. 412. Installment Method

Bill pp. 227.229, § 412 (a) and (b) [IRC amended § 453(b)
(1) and new § 453(h)(3)]
Installment Method: Periodic Payments Requirement

If these provisions are adopted, the effective date should be changed
to exclude sales made prior to the date of enactment of the bill or pur-
suant to contracts made prior thereto.

The stated purpose of the amendments is “to limit the availability
of the installment method of reporting gain to situations where” pay-
ments “are spread relatively evenly over the instaliment period.” (House
report, part 1, p. 108). Presumably the Secretary’s regulations would
implement this purpose. Such a drastic restriction of the installment
method appears highly undesirable. The installment method was made
available, in cases where receipt of a major part of the consideration
for a sale is deferred, to permit postponement of tax until receipt of
the consideration. Otherwise, the taxpayer might lack funds to pay
the tax; or he might pay a tax based on expected payments which are
never received. The need for this deferment is at least as great where
the deferred payments are irregular or uncertain in time or amount as
where they are regular and definite; and where the installments are few
in number as where they are numerous. Irregularity of payments re-
sults far more often from business considerations than from a desire
to reduce or defer tax. Denying use of the instaliment method in such
cases would work considerable hardship on taxpayers required to pay
a tax that might largely absorb or even exceed the down payment re-
ceived.

1. It is doubted that there is any significant abuse of the installment
method which the amendments would correct. The House report
cites the uncertainty in present law as to the number of installment pay-
ments required to qualify for the instaliment method. (House report,
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part 1, p. 108). This uncertainty could be removed by requiring at =
least two payments. The only other reason given in the House report
is that it is not “appropriate” to allow use of the installment method
where the number of payments is limited, especially in the case of a
single installment deferred for a long period of time (House report,
part 1, p. 108). Why this is not “appropriate™ is not stated.

Adoption of proposed section 453(b)(4), disqualifying readily
marketable corporate securities as installment obligations, would elimi-
nate the only substantial problem which is believed to exist under pres-
ent law.

2. If the provision is adopted, its effective date should be changed. At
present it applies “to sales or other dispositions occurring after May 27,
1969.” (Section 412(c)). Sales made pursuant to contracts cntered
into prior to the effective date should be excluded in order to prevent
inequity and hardship.

3. Itis not clear whether the percentage payment requirements of pro-
posed section 453(b) (3) (B) apply to the total selling price or to the
principal amount of the installment obligation resulting from the trans-
action. The House report refers to “the principal of the loan”; but the
provision itself refers simvly to “the principal” which may be intended
to mean the principal amount involved in the transaction. (House re-
port, part 1, p. 108). For example, if 20 percent of the purchase price is
paid at the time of sale, 10 percent later in the year of sale and the
remammg 70 percent in subsequent installments within 4 years of the
sale, it is not clear what portion, if any, of the 70 percent must be paid
by the first and second anniversary dates. The apparent purpose of the
provision is to require regular payments on the total price, which would
lead to giving credit for any down payment by making the entire selling
price the base for the percentages.

Bill pp. 227-229, § 412(b) [IRC new § 453(b)(4)]
Installment Method: Marketable Secnrities

The phrase “readily tradable on an established securities market” in
section 453(b) (4) will likely leave most taxpayers in considerable un-
certainty as to what constitutes “an established securities market” and
what conditions must exist before a security can be considered “readily
tradable” on it. The House report sheds no light on the question. In
view of the time which will doubtless elapse before regulations are pro-
mulgated, an explanation of what is meant by the phrase would be
helpful.
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Sec. 413. Bonds and Other Evidences of Indebtedness

Bill pp. 229-237, § 413 [IRC amended § 1232(a) and (bh) and

§ 6049(a) and (¢)]

Bonds and Other Evidences of Indebtedness

Throughout section 1232(a), the holding period referred to is 6
months, which is inconsistent with other provisions of the bill requiring
a 12-months holding period.

Proposed section 1232(a) (3)(B) also raises severai technical ques-
tions: (i) Is this provision intended to apply to any subsequent holder
(as its text would seem to indicate), or only to a “purchaser” (as (C)
would indicate)? (ii) It would appear that section 1232(a) would
follow the bond into the hands of an heir, which was probably unin-
tended; and that estate tax value, no matter how high, would not reduce
his reportable income, which scems even more improbable. The fact that
the heit’s acquisition is not a purchase wouid preclude only the relief pro-
vided by this provision. (iii) On page 233, line 17, query whether
“cost” should not read “adjusted basis.” This affects the irnmediately
preceding question, but would have other effects as well wherever there
are post-acquisition items affecting basis.

Section 1232(a)(3)(C) should also relate to section 1232(a)(3)
(D) to provide a consistent definition of a purchase.

Section 6049(a) (1), relating to the reporting of interest, will pre-
sumably produce information based upon original issue discount, and
cannot reasonably reflect the application of proposed section 1232(a)
(3)(B) which provides an adjustment for a subsequent holder related
to any gain realized by the seller. In the case of most purchasets, this
will invariably produce a discrepancy between the amount reported by
the issuing corporation and the holder, and will presumably cause the
Setvice's computers to show “tilt” even when the issuer and holder of a
purchased obligation have reported with complete propriety. Discrepan-
cies will presumably also be picked up by the computers where the
holder is a fiscal year taxpayer.

Requiting inclusion in taxable income prior to receipt, beyond pre-
senting the bondholder with a liquidity problem, seems substantially
inconsistent with the realization concept and with the cash method of
accounting. Special treatment of this one item does not seem justifiable.

The revenue considerations involved would not seem to justify the
hardships that these proposals would cteate for bondholders and issuers
or the considerable additional complexity introduced into the Code.
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Sec. 414. Limitation on Deduction of Bond
Premium on Repurchase

Bill pp. 237-239, § 414 [IRC new § 249]
Limitation on Deduction of Bond Premium on Repurchase

The word “repurchase” at page 238, line 8, would seem to render the
provisions inapplicable to a purchase by a successor in interest to the
issuer or a parent or subsidiary of the issuer.

In instances where the obligation bears an interest rate less than the
going rate and is trading at its converted value, allowance as an offset
of the "normal call premium” provided for at page 238, line 13, may
be unwarranted.

SUBTITLE C—STOCK DIVIDENDS
Sec. 421, Stock Dividends

Bill pp. 239-243, § 421 [IRC amended § 305]
Distributions of Stock and Stock Rights

Many problems in section 421 are dealt with only by creating a broad
authority to tax and leaving it to the Secretary or his delegate to develop
specific rules. This method of dealing with the problems will likely
leave the law in an unfortunate state of uncertainty for years to come.
Moreover, the bill would aggravate the present lack of coordination
and integration of the treatment of stock dividends with other areas of
subchapter C, such as the rules concerning redemptions, liquidation,
recapitalizations and section 306 stock. Any regulations issued under
proposed section 305 and revised regulations under section 306 are
certain to be even more complex than the statute. A further effort should
be made to find a simpler solution. An example of another approach is
the one taken by the American Law Institute in its February, 1954, draft
of Federal Income Tax Statute.

It is recommended that modification of section 305 be deferred and
be made a part of and integrated with a more comprehensive technical
revision of subchapter C of the Code.

1. While section 421 purports to retain the general rule of non-taxa-
bility of stock dividends, the exceptions are so broad that they reinstate
the “proportionate interest” test, a test which was rejected by Congress in
1954 because of the difficulties encountered by the courts in applying
it. A return to a standard of determining taxability that has already
proved difficult to apply does not seem an appropriate solution, at least
until other approaches have been more fully explored.

2. The Secretary would be given broad authority under sections 305
(b) (2) and 305(c) to determine whether various events have the effect
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- of making certain stock distributions taxable. For example, a redemption
which is treated as a section 301 distribution may be determined by the
Secretary to give rise also to a constructive distribution to any shareholder
whose proportionate interest in the earnings and profits or the assets
of the corporation is thereby increased. The House report, part 1, p. 114,
gives as an example a periodic redemption plan under which each
shareholder may annually elect whether to have a small percentage of his
stock redeemed. But, the broad language of the statute might permit the
Secretary to go much further than an across-the-board election and to
determine, for example, that a 40 percent stockholder of a corporation
receives a constructive distribution when a 60 percent stockholder causes
the corporation to redeem 10 percent of its stock from him. Similarly,
under the broad language the Secretary arguably could visit dividend
taxation on the continuing shareholders in the case of a non-pro rata
spin-off or of an “A" type reorganization wherein some sharcholders
take stock and others cash. The breadth of his authority and the lack of
any standard to guide him or by which to determine the propriety of his
action will produce undue uncertainty and risk of administrative over-
reaching in an area of wide significance to many taxpayers. Moreover
the issuance of regulations under such a complex provision of a major
revenue revision is frequently long delayed. During this period, it is
usually not possible to obtain rulings on proposed transactions. These
considerations make it undesirable to give the Secretary such broad
regulatory authority.

3. Section 305(b) (1) continues the provision of present law that a
stock dividend is taxable if it is payable at the election of any shareholder
in property or stock. Thus, under existing law, a common shareholder
who has an electica to receive a dividend in either common stock or
cash is currently taxable even though he elects to receive the common
stock. Where the election is to receive either common stock or preferred
stock, however, under present law the shareholder is not currently tax-
able since “property” does not include stock in the corporation making
the distribution. (Section 317(a)). The preferred stock constitutes sec-
tion 306 stock and has ordinary income potential upon ultimate dis-
position. ‘ '

It is probable that the same result is intended under the bill, since
actual distributions of section 306 stock on common stock are not
generally taxable. However, the status of common stock received pur-
suant to such an election is unclear. The rule that a shareholder who
has an election to receive eitker stock or property is currently taxable
would be retained; but section 306 stock is treated for this purpose as
property which is not stock. On the other hand, under section 306(c)
(1) (A), stock is section 306 stock only if it is not includible in gross
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income by reason of section 305(a). ‘Since includibility in income under
section 305(a) is the point in issue, a circularity would exist, rendering
it impossible to determine whether the preferred stock should be treated
as property or stock.

This problem can be eliminated by amending the last sentence of sec-
tion 305(a) to provide that section 306 stock shall be treated as prop-
erty which is not stock only for purposes of subsection (b)(2).

In the situation described above, although the distribution would pre-
sumably not be taxable by reason of section 305(b) (1), if some of the
shareholders elect to receive common stock while others elect to receive
preferred stock, those electing to receive common stock would be cut-
rently taxable under section 305(b) (2) whereas those electing to receive
preferred stock would not be currently taxable, but instead, assuming
the problem referred to in paragraph 1 above is resolved as suggested,
the preferred stock would constitute section 306 stock. It is unclear
whether this is the result intended by the bill.

Under current law as well as under the bill, a stockholder who has an
election to receive either cash or common stock would be currently taxable
even though he elects to receive common stock. Moreover, under cur-
rent law if a shareholder has an election to receive cash or preferred
stock, he is currently taxable even though he elects to receive the pre-
ferred stock. Under the bill, however, it is unclear whether the share-
holder would be currently taxable when he takes preferred stock because
of the circularity referred to above. If the preferred stock constitutes
section 306 stock, it would be treated as property which is not stock for
purposes of section 305(b) (1). The shareholder would thus have an
election to receive two types of property, neither of which would be
treated as stock; and the section 305(b) (1) exception would be inappli-
cable. The test of taxability would, therefore, be under the general rule
of section 305(a). Since section 306 stock is treated as property other
than stock only for purposes of sections 305(b) (1) and (2), it would
presumably still be stock for purposes of section 305(a) and the distri-
bution would be nontaxable. This would appear to be an unintended
result.

4. The lack of coordination which presently exists between section 305
and other provisions of subchapter C would be aggravated by the in-
creased number of stock dividends taxable under section 305. For
example, a recapitalization and a stock dividend may be substantive
equivalents; but a recapitalization might be tax-free in circumstances
where a stock dividend is taxable. Thus, if preferred dividend arrearages
were satisfied through a distribution of preferred stock (or common
stock) to the preferred shareholders, under the bill the distribution
would be taxable to the preferred shareholders. However, if the

64
136



——— —

corporation recapitalized and additional preferred stock (or common
stock) were issued in exchange for the dividend arrearages, the ex-
change would ordinarily be tax-free. (See Treas. Reg. §1.368-2
(e)(5)). While this is also the situation under existing law with
respect to distributions in lieu of cash dividends for the current and
preceding year, the extension of taxable treatment to stock distributions
in lieu of preferred dividend arrearages antedating the preceding year
will increase the impact of the artificial distinction between such a
stock dividend and a recapitalization having the same effect.

5. Under the bill, distributions of stock or stock rights made before
January 1, 1991, with respect to stock outstanding on January 10, 1969
(the effective date of the existing regulations), are exempted from the
amendments to section 305. Literally, therefore, where cash dividends
are paid with respect to stock issued after January 10, 1969 and stock
dividends are paid on stock issued prior to such date, the new rules will
not apply. The House report, part 1, p. 115, indicates that this situa-
tion would be covered; but if this is intended, the bill should be
amended to make it clear.

Distributions prior to 1991 are exempted where made with respect
to stock issued pursuant to a contract binding on January 10, 1969.
This “binding contract” exemption may not be sufficiently broad to pro-
tect all issues as to which a substantial commitment existed on Janu-
ary 10, 1969. Corporate acquisitions customarily involve the execution
of an agreement, approval by boards of directors and, finally, shareholder
approval. The parties may not be legally committed until shareholders’
approval is obtained; but, as a practical matter, they are bound when the
directors act. It may be appropriate, therefore, to treat transactions in
which stock was to be issued by one corporation to the shareholders of
another as binding on January 10, 1969, where approved by the boards
of directors on or before that date.

SuBTITLE D—FOREIGN TAx CREDIT

Sec. 431. Foreign Tax Credit Reduction in Case
of Foreign Losses

Bill pp. 243-246, § 431 [IRC new § 904(a)(3)]
Foreign Tax Credit

Under the bill, if recapture occurs by reason of the disposition of
property, there seems to be no provision which would credit this recap-
ture as an offset in the event that income is subsequently realized by the
taxpayer in the same country. Thus, whereas section 904(a)(6)(A)
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would be applicable only to the extent that the amount of any loss
exceeded the amount of recapture under section 904(a)(3), there is
no provision under section 904(a)(3) which would make that para-
graph inapplicable if the recapture rules of section 904(a) (6) had been
applied in an earlier year. This would seem to be an unintended result,
which could be remedied by making section 904(a)(3) inapplicable
to the extent that section 904 (a) (6) had ptreviously applied.

Where a United States taxpayer has sustained a loss in a foreign
country and that foreign country does not permit a carryover of the loss
to later years for purposes of computing taxes payable in that country,
the effect of section 431 will be to subject some taxpayers to double
taxation. In subsequent years the loss would reduce the limitation on
the allowable foreign tax credit for United States income tax purposes.
At the same time, sifice the loss does not reduce earnings for purposes
of computing the foreign tax, full credit will not be available (where
the foreign tax rate is high). It would seem questionable whether,
in light of the general purpose of the foreign tax credit provisions to
relieve the international double taxation on a unilateral basis, it is an
apptopuate implementation of this intent to limit the forengn tax credit
in cases where the foreign loss is not taken into account in computing
the foreign tax in later years.

Where the foreign countty does permit a carryover of the loss for
foreign tax purposes, the operation of the 50 percent rule of proposed
section 904(a) (3) would operate to deprive a taxpayer of credit he is
intended to have. For example, taxpayer has a loss of $100 in year 1
and profits of $100 in each of the years 2 and 3. The foreign country
allows a carryover so foreign taxes are paid only in year 3. If the foreign
income (numerator of the fraction) is reduced by 50 in year 2 and 50 in
year 3, half the credit will be lost in year 3. Although intended as a
relief provision, this 50 percent rule could thus work a hardship. This re-
sult could be obviated by giving the taxpayer an election between section
904(a) (3)(A) and section 904(a)(3)(B), or by providing that the
reduction amount shall be reduced by the amount of foreign income
which is offset by allowance of the loss cartyover or which is subject to
a tax holiday.

Consideration should also be given to confining recapture within a
limited number of years from the year in which the tax benefit was
realized. For example, a taxpayer who engaged in a losing activity in
a foreign country during 1951-1955 and then withdrew should not be
burdened with recapture if he undertakes another activity in the same
country beginning in 1970.
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Sec. 432. Separate Limitation on Foreign Tax Credit with
Respect to Foreign Mineral Income

Bill pp. 246-251, § 432 [IRC new § 904(g)]
Separate Limitation on Foreign Tax Credit with Respect to Foreign
Mineral Income

The effect of this amendment to section 904 is to deny application of
any pottion of the tax imposed by the foreign government on mineral
income as a credit against the United States tax on other foreign income,
regardless of whether any of such foreign tax on mineral income could
be proved to be a royalty. The rule adopted by the bill is that the part
of the foreign exaction constituting a tax may not exceed the amount
of United States tax on the same income.

The provision will presumably apply to mineral income from sources
within a number of countries which are not usually thought of as in-
volving the “royalty versus tax” problem—in that such countries, while
requiring the payment of royalties on property owned by the govern-
ment and also imposing income taxes on mineral income, appear to
set both the royalty rates and the income tax rates on the basis of con-
siderations normally applied to such separate determinations. Such
countries would include Canada, Israel and Mexico.

It should be noted, also, that overseas mineral operations often include
the refining, processing and marketing of mineral products, as well as
production, within the same foreign country. Not uncommonly, the
foreign rates may vary in different activities and a higher tax on extrac-
tion may be acceptable because the tax on the integrated operation is
acceptable. Accordingly, it might be more appropriate to consider all
of the taxes imposed by a foreign country on the entire integrated
operation in that country, and all of the income therefrom, as the basis
for the separate tax credit limitation.

In some foreign countries, companies engaged in the production of
minerals as their primary activity, and in some cases companies en-
gaged in related activities, are requited to pay a higher rate of income
tax on all of their income than the rate applicable to companies engaged
in other activities. It is not clear whether, under the provisions of sec-
tion 432 of the bill, such a country would be deemed to impose income
taxes “‘on such income™ (that is, “foreign mineral income™) at a higher
rate than “‘on other income” (that is, other income derived by the same
taxpayer who engages in mineral operations). Further, is “other in-
come” to be income of United States nationals, or mineral income of

67

- 139



nationals of the foreign country, or non-mineral income of nationals of
the foreign country?

The special provision permitting a United States taxpayer to elect to
return to the per country limitation without consent of the Secretary
or his delegate seems unduly restrictive in that the election must be made
with respect to the first taxable year beginning after the date of enact-
ment of the bill, whether or not the taxpayer in fact has foreign mineral
income in that year. Authorization to make such an election without
consent, could equitably be extended to the first year, after enactment of
the bill, in which the taxpayer receives any “foreign mineral income.”

SUBTITLE F—DEPRECIATION ALLOWED REGULATED INDUSTRIES;
EARNINGS AND PROFITS ADJUSTMENT FOR
DEPRECIATION

Sec. 452. Effect on earnings and profits

Bill pp. 270-271, § 452 [IRC new § 312(m)]
Effect on Earnings and Profits of Depreciation

1. The depreciation limitation under section 312(m) (1) applies to
any corporation “for the purpose of computing its earnings and profits
with respect to any taxable year beginning after June 30, 1972.” This
language presumably means that the limitation applies only in comput-
ing the earnings and profits for such year, i.e., realized in such year.
However, some persons have understood it to mean that the limitation
applies in determining accumulated earnings and profits whenever it
becomes relevant in a taxable year beginning after June 30, 1972, and
thus might require a redetermination of depreciation for all prior
years in which such earnings had accumulated. The House report,
part 1, p. 135; part 2, p. 103, indicates that the recomputation is to
be made for all years beginning after June 30, 1972, and not for prior
years, which we believe to be the intended result. This possible am-
biguity should be resolved by either a change in the language of the
provision or an appropriate statement in a Committee report.

2. Amendments to section 312(a)(3) and (c)(3) appear to be re-
quired in order to coordinate them with section 312(m). Under sec-
tion 312(a)(3), earnings and profits are decreased by the “adjusted
basis” of distributed property, which presumably means its adjusted basis
as determined under sections 1011 ef seq. However, the use of different
depreciation in determining earnings and profits would give rise to a
different adjusted basis for earnings and profits purposes; and it is this
adjusted basis which should be used in determining the reduction of
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carnings and profits under section 312(a)(3). Thus a special defini-
tion of adjusted basis appears to be required for purposes of such
patagraph. i

Similarly, the recognition of gain on a distribution under sections
1245(a) and 1250(a) will no longer give rise to an equivalent in-
crease in earnings and profits. Accordingly, the amount of the adjust-
ment of eatnings and profits under section 312(c)(3) by reason of
gain recognized under section 1245(a) or 1250(a) will often differ
from the amount of such gain. If the existing language of section 312
(c)(3) is thought to be sufficiently general to permit this, the statute
should make clear that this is intended.

The “income tax basis” rather than the “earnings and profits basis”
should continue to be used for corporate distributions under section
301(b) (1) (B) (ii) and the other provisions of section 301.

3. Reference solely to “the straight line method” (Bill, p. 270, line
21) will leave problems of whether salvage value must be taken into
account. A taxpayer using the declining balance method need not deter-
mine salvage value; hence the computation under section 312(m) might
require determination of a purely hypothetical salvage value. It is sug-
gested that the purposes of section 312(m) would be adequately accom-
plished by providing that the straight line depreciation shall be calculated
without regard to salvage value.

4. The proposed amendment will, unless modified, make substantial
changes in the taxation of income derived by United States taxpayers
from foreign sources, although the House report gives no indication that
these effects were intended or considered. A United States shareholder
may, of course, receive a dividend from a foreign corporation which
would now be considered tax-free under section 301 in the same manner
as the distributions referred to in the House report. In addition, how-
ever, the determination of the earnings and profits of a foreign corpora-
tion has significance with respect to several sections of the Code where
a change in the computation will not have the same significance which
it has under section 301.

Under section 902 a domestic corporation which owns at least 10 per-
cent of the voting stock of a foreign corporation from which it re-
ceives dividends is deemed to have paid foreign income, war profits
or excess profits taxes paid or deemed to be paid by such foreign
corporation to any foreign country or any possession of the United
States on or with respect to the accumulated profits out of which such
dividend is paid. Consequently, the domestic corporation is entitled
to a foreign tax credit for such taxes under section 901. The term
“accumulated profits” is defined by Treasury regulations, section 1.902-3
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(c) (1) and (2), to mean the earnings and profits of the foreign corpo-
ration (with adjustment in certain cases). In general, the earnings and
profits so referred to are to be determined under United States tax
accounting standards. A taxpayer may choose to determine the earnings
and profits under the rules provided by Treasury regulations, seciion
1.964-1 (with certain exceptions), and must so determine the eatnings
and profits if the foreign tax credit under section 902 is claimed for a
year with respect to which the domestic corporation has elected to receive
a minimum distribution under section 963.

It would appear that, if a taxpayer computes “accumulated profits”
of a foreign corporation, for purposes of section 902, under United
States tax accounting standards, section 452 of the bill would require
the earnings and profits of the foreign corporation to be computed on
the basis of straight line depreciation. If the taxpayer chose to com-
pute the earnings and profits of the foreign corporation under Treasury
regulations, section 1.964-1, subsection (c)(1)(iii) of that regulation
would permit depreciation to be computed “in accordance with section
167 and the regulations thereunder.” Since, in general, the regulations
under section 964 do not require strict adherence in every respect to
United States accounting standards, it is not predictable whether such
regulations would be amended, following adoption of the proposed
amendment to section 312, to require depreciation of the foreign corpo-
ration to be computed in the same manner as for a domestic corporation.

If computations of the earnirgs and profits of a foreign corporation
required to be made under section 902 are to be affected by the proposed
amendment to section 312, this will effect a dramatic change in the
amount of foreign taxes allowed as a credit. In general, foreign coun-
tries allow depreciation to be taken into account for tax purposes at
accelerated rates. If the foreign corporation’s earnings and profits are
to be determined by taking depreciation only on a straight line basis,
the effect will be to increase markedly the earnings and profits of the
foreign corporation and thus increase the denominator of the portion
of the foreign taxes available for credit. This would decrease mark-
edly the available foreign tax credit under section 902.

Under section 952(c), the subpart F income of a controlled foreign
corporation (which under certain circumstances is taxed to United States
shareholders of such corporation, even if not distributed) is limited so
that, in general, the amount thereof may not exceed the earnings and
profits of the foreign corporation for the year, reduced by net accumu-
lated deficit in earnings and profits from certain prior years. While
this rule may be expected to apply only to a limited number of cases, a
change for post-1972 years in the computation of earnings and profits
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may have effects (all of which we have not yet been able to determine)
on this limitation.

Under section 960, if a domestic corporation is required to include
in gross income an amount of subpart F income of a foreign corpora-
tion, it is entitled to a foreign tax credit comparable to the foreign tax
credit allowed under section 902 with respect to actual dividend distri-
butions. The same considerations discussed above, with respect to sec-
tion 902 wouldapply in the application of proposed section 452 to the
determination of this foreign tax credit.

Under section 963, a domestic corporation which elects to receive a
“minimum distribution” of the earnings of a controlled foreign corpo-
ration is not required to include in gross income any amount with respect
to the subpart F income of such corporation for the election year. If
proposed section 452 is applied to this provision, it will substantially
alter the determination of the required minimum distribution. In
general, the amount of the required minimum distribution is com-
puted by reference to the “effective foreign tax rate” paid by the for-
eign corporation. This in turn is determined by comparing the foreign
tax paid to the earnings and profits of the foreign corporation (before
foreign taxes). In addition, once the effective foreign tax rate is deter-
mined (and if such effective foreign tax rate is less than roughly 90 per-
cent of the applicable United States corporate rate), then the amount
of the required minimum distribution is stated as a percentage of the
earnings and profits of the foreign corporation. If earnings and profits
are to be determined for both of these purposes by taking into account
only straight line depreciation, the effect will be both to reduce the effec-
tive foreign tax rate (which will increase the percentage of earnings and
profits required to be distrituted) and also to increase the absolute
amount of the required distribution.

5. Consideration should be given to the possible effect of the applica-
tion of section 452 to other determinations, including the following:

a. Under section 956, a United States shareholder in a controlled
foreign corporation must include in gross income his pro rata share of
the increase for any taxable year in the earnings of a controlled foreign
corporation invested in United States property. Such amount is included,
however, only to the extent that it would have constituted a dividend
if it had been distributed. Such amount is necessarily determined by
reference to the earnings and profits of the foreign corporation.

b. Under section 959, actual dividends received by a United States
shareholder from a controlled foreign corporation are excluded from
gross income to the extent that such distributions are made out of earn-
ings and profits of the foreign corporation previously subjected to tax
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in the hands of the United States sharcholder (or, under certain circum-
stances, prior shareholders). Under section 959(c), “‘ordering rules”
are established determining the extent to which distributions are deemed
to be made out of previously taxed earnings and profits and out of
untaxed earnings and profits.

c¢. Under section 1246, gain recognized upon the sale or exchange
by a United States person of shares in a foreign investment company (as
defined) is treated as gain from the sale of a non-capital asset “to the
extent of the taxpayer’s ratable share of the earnings and profits of
such corporation” accumulated in taxable years after 1962. The re-
mainder of the gain is treated under general concepts and normally
will constitute a long-term capital gain.

d. A generally comparable, though more limited, provision is made
under section 1248 with respect to the sale or exchange of stock in a
controlled foreign corporation (as defined in section 957).

TITLE V—ADJUSTMENTS AFFECTING INDIVIDUALS
AND CORPORATIONS

SusTITLE A—NATURAL RESOURCES
Sec. 501. Natural Resources

Bill pp. 273.276, § 501(a) [IRC amended § 613(b)]
Percentage Depletion

The Section of Taxation takes no position with respect to percentage
depletion rates.

The bill would limit oil and gas percentage depletion to wells
located in the United States, Puerto Rico, or the Outer Continental
Shelf. Depletion on foreign oil wells would be limited to cost.

1. Under existing law depletion is allowed on foreign oil only if the
income is reported for United States taxation. Denial of percentage
depletion on foreign oil may cause the operator to form a foreign sub-
sidiary to operate the property, thus giving rise to the possibility of
removing the income from United States taxation.

It should be pointed out that under the proposal to eliminate per-
centage depletion on foreign production, the holder of a royalty interest
may, as a practical matter, also lose any right he would have to cost
depletion because of the difficulty entailed in obtaining resetve figures
on which to base his cost depletion computation. It is common knowl-
edge that such information is carefully guarded, hence the apparent
hardship to the royalty holder.
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2. The disallowance of all percentage depletion on foreign oil and gas
is inconsistent with the treatment proposed for other minerals. Thus
percentage depletion is allowable on foreign sulphur and uranium de-
posits at the same rate as domestic. For metal mines, depletion on
foreign deposits is allowed at 11 percent instead of the domestic rate
of 15 percent. For a long list of other minerals the rate for foreign
deposits is the same as for domestic.

3. The amendment defines the Outer Continental Shelf as being that
defined in section 2 of the Outer Continental Shelf Lands Act. Since the
enactment of the Outer Continental Shelf Lands Act, the United States
has ratified the 1958 Geneva Convention on the Continental Shelf which
gives jurisdiction to each country to the depth of 200 meters or such
depth as can be exploited. The 200-meter depth has already been

assed on the California coast. It may be that between the Convention
and the Act some offshore wells might be denied depletion under the
bill. This potential problem could be solved by defining the Outer
Continental Shelf in line 16, page 273, as any area where the United
States exercises jurisdiction.

4. On page 277, line 7, the words “economic interest” are used. This
term is not defined anywhere in the Internal Revenue Code. It is sug-
gested that it be defined, using the Supreme Court's definition in
Palmer v. Bender, 287 U.S. 511 (1933), as follows:

“An economic interest in a mineral property is one whereby the tax-

payer by investment has acquired an interest in the mineral in place

and has secured by any form of legal relationship income derived
from the extraction of the mineral solely to which he must look for

a return of his capital.”

The term “mineral production payment” used in several places on
page 277 and on page 279 also is not defined in the Code. It is sug-
gested that the definition given by the Supreme Coutt in P. G. Lake, Inc.
v, Commissioner, 356 U.S, 260 (1958), be used, as follows:

“A mineral production payment is a right to a specified sum of
money payable out of a specified percentage of the mineral, or the
proceeds receivable from its sale, if, as and when produced.”

Bill pp. 279-280, § 501(c) [IRC new § 615(h)]
Exploration Expenditures

Under section 615 of present law, a miner may expend up to
$400,000 on exploration for minerals and elect to deduct it. Such
amount may be for either domestic or foreign exploration. As to do-
mestic exploration, under section 617 he may elect to deduct an unlim-
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ited amount but such amount shall be recouped from depletion or a
sale after the mine becomes productive.

It is now proposed to make the $400,000 recoupable also. The excep-
tion, on page 280, line 12, provides that any taxpayer who has de-
ducted less than $400,000, under either section 615 or section 617, may
deduct the balance after the effective date of the amendment on foreign
exploration, subject to recapture.

Thus, for the first time, foreign exploration expenditures may be
deducted under section 617. Under these circumstances it would ap-
pear that taxpayers who have previously elected under section 615
should be granted a reasonable period for making a new election under
section 617, if they choose to do so.

SUBTITLE B—GAINS AND LOSSES

Sec. 511. Repeal of Alternate Capital Gains Tax for Individuals
Sec. 512. Capital Losses of Individuals
Sec. 514. Holding Period of Capital Assets

Bill pp. 281-285, 287-290, §§ 511, 512 and 514
Repeal of Alternative Capital Gains Tax

1. Since the subject matter of these sections involves everyday activi-
ties of many taxpayers throughout the country, the proposed effective
date seems particularly unfair. Undoubtedly many taxpayers, unaware of
the press releases of the House Ways and Means Committee, consum-
mated many bona fide transactions which they would not have completed
had the law been changed as proposed. The result is aggravated in the
case of fiscal year taxpayers by the proposed increase in the holding
period required for long-term gain treatment. The effect could be to
impose a tax of 77 percent instead of the anticipated 27 percent.

2. If the effective date is not changed, it is submitted that the pro-
vision should be amended to cover a number of situations that do not
appear to have been considered.

Example A—A taxpayer enters into an enforceable contract in June,
1969 and the property is actually conveyed in August, 1969. Do the
provisions of the pending bill include or exclude such a transaction?
Is there to be a distinction between a contract of sale and a contract to
sell, and if so, does this not only raise a question of the validity of the
distinction but also of the practical difficulty of distinguishing between
the two?
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Example B—A corporation in June, 1969 agrees to liquidate under the

rovisions of section 337 of the Internal Revenue Code of 1954. The
liquidating dividends are actually received by the stockholders in
August, 1969 and in subsequent months. Do the provisions of the pend-
ing bill include or exclude such a transaction?

Example C—In August, 1969 a taxpayer sells a capital asset which has
been held by him for seven months. The new averaging provisions in
the pending bill apply to taxable years beginning after 1969. The
existing law requires a segregation of capital assets in determining the
averaging provisions. Under the pending bill can the transaction in
this example be brought under the averaging provisions?

Example D—A taxpayer acquired an asset in April, 1969 which has
since then materially decreased in value. Because of his individual
carryover situation a short-term loss is of no benefit to him in 1969.
Does the new bill permit him to defer his loss to 19702

3. In section 511(c) the Secretary of the Treasury or his delegate is
authorized to prescribe regulations with respect to taxpayers having
fiscal years. However, no standards are set forth which the Secretary of
the Treasury or his delegate is required to follow. -

- Sec. 513. Letters, Memorandums, Etc.

Bill pp. 285.287, § 513 [IRC amended § 1221(3) and § 1231
(b)(1)(O)]

Letters, Memorandums, Etc.

Although the House report, part 1, p. 149, states that “letters and
memorandums addressed to an individual are considered as prepared for
him,” section 513 does not so provide. If this result is intended, am-
biguity could be eliminated by slight modification of the statutory
provision.

Sec. 515. Total Distributions from Qualified Pension, Etc., Plans - -

Bill pp. 290296, § 515 [IRC new §§ 402(a)(5), 403(a)(2)
(C), and 72(n)]
Total Distributions from Qualified Pension, Etc., Plans

Section 402(a)(5) uses the term “benefits accrued” in both sub-
paragraphs (A) and (B). The closing sentence of proposed section
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402(a) (5) provides for the delegation to the Secretary of regulatory
authority to carry out the purposes of this change.

1. The first question is whether the word “accrued” is to include bene-
fits which have not as yet vested. The word “accrued” is used in several
different ways in describing a participant’s rights in qualified plans.
Accordingly, since it should be the intent of this section to include
benefits which have not vested, it is suggested that the following paren-
thetical phrase *(whether or not vested)""—or words of similar purport
—be added after the word “accrued” in the above subparagraphs.

It is not clear whether the proposed statutory language would con-
tinue the favorable capital gains treatment of existing law where an
amount is paid into a trust by an accrual basis employer on, say, March
15, 1970, with respect to a plan year which ended on December 31,
1969. Presumably, the favorable treatment would include the March
payment as an “accrued benefit.”

2. With respect to profit sharing, stock bonus or money purchase pen-
sion plans and individual retirement income contracts, it is relatively
easy to determine, at a given date, the amount of “accrued benefits.”
This would be the amount actually contributed to the trust by the em-
ployer prior to that date, plus the most recent plan year's contribution
if the presumption of the above paragraph is correct.

In the area of pension plans, however, it is not certain whether the
term “benefits accrued” refers to the actuarial value of the benefit to
which the employee is entitled on account of service up to the given
date, or whether it means the actual amount contributed on his
behalf by the employer up to the applicable date. The House report,
part 1, p. 155, is ambiguous. Under (i) on page 155, it states that the
limitation “will not apply to employer contributions made on behalf of
the employee during the plan years beginning before January 1, 1970"
(emphasis added). But, the next sentence states that the bill “will
have no effect on benefits previously accrued by employees.” It is rec-
ognized that the regulations could take a position in this regard. How-
ever, because of the importance of the alternatives, it is suggested that a
more accurate meaning of the term “benefits accrued” be given in the
statute itself.

3. Another substantial problem inherent in the phrase ‘“benefits
accrued” is to determine the amount of those benefits, since there are
several different appropriate methods. For example, two employees of
identical age and salary who enter their respective pension plans at the
same time would have different amounts of “'benefits accrued” at January
1, 1970, depending on the method of funding their benefits, i.e., entty
age normal, attained age normal, etc. If the bill were to levy different
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tax burdens depending upon the method of determining actuarial liability
or contributions, then the result would be inequitable. The power to
provide regulations would not necessarily cure this inequity.

It is submitted that what is needed in the statute is an alternative
method of computing “benefits accrued” which, although it may be
imprecise, will not be inequitable. What is suggested, specifically, is a
simple proration of the amount of the employer-provided benefit depend-
ing upon the number of years the employee has been a participant in
the plan. Section 331 of the bill dealing with deferred compensation,
provldes such a “career average” method for the purpose of that sec-
tion. It is suggested that that approach be applied to proposed section
402(a) (5) as an alternative method, so that either the career prorated
amount or the amount computed according to the regulations, which-
ever is greater, shall be used for this section,

In this manner, the employee would receive a more liberal treat-
ment, since, under several actuarial methods, pension liahility and con-
tributions normally increase as the employee’s age increases. This
“short-cut”” method seems appropriate since it would avoid difficult and
costly actuarial computations, and, in many instances, different tax conse-
quences for taxpayers whose situations are substantially the same. The
use of a proration of benefits over the employment span would also help
alleviate the problem of determining “bencfits accrued” under pension
plans which use the so-called “aggregate” method of funding (i.e., wherc
employer contributions are not allocated to individual employees).

4. It has been pointed out that, by action of section 511 of the bill
(which repeals the alternative capital gains tax), an employee who
receives a lump-sum distribution from an exempt trust subsequent to July
25, 1969, will be taxed at a higher rate on that lump-sum distribution as
compared with a distribution prior to that date. This result would seem
to be inconsistent with the carefully drawn effective date provisions of
section 515 of the bill, which would leave inviolate employee benefits
accrued prior to 1970.

Furthermore, there does not seem to be the usual need here for an
early effective date. There are limited avoidance possibilitics in the case
of distributions under employee benefit plans since the employee does
not often have much choice in the timing of lump-sum distributions.
Under the circumstances, it is suggested that the July 25, 1969 effective
date of section 511 of the bill should not apply to distributions made
under section 402(a) (2), as amended, with respect to benefits accrued

prior to January 1, 1970.
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5. The following comments relate to section 515(b) of the bill (pro-
posed section 72(n)(1)(C)):

a. Subparagraph (C) refers to- an employee who has been “a
participant in such plan.” Language should be inserted at this point
to make clear that “such plan” also includes the plan of a predecessor
or successor employer, etc., as is now provided in section 331 of the
bill—proposed section 1354(b).

b. The same subparagraph refers to 5 or more years.” The ques-
tion is, what is the meaning of the word “years”? Does this refer to
a plan year, taxable year of the employee, taxable year of the employer,
or calendar year? Or, does it refer to anyone of them as sufficient to
meet the 5-year requirement? It is suggested that, in keeping with
other provisions of section 515 of the bill, it would be appropriate to
use “plan year” in this instance.

c. This same subparagraph also refers to an employee only if he
has been a “‘participant.” What is meant by “participant”? Does this
mean an employee who is eligible under the plan, eligible but not
vested (in whole or in part), or eligible but vested? Many plans have
an eligibility waiting period but then, once that has been satisfied, pro-
vide credit for all or part of the waiting period as credited service. In
this situation, when would the count of years begin for determining
when the employee was a participant? In resolving this matter, one
approach which should #o¢ be taken is that now found in section 72(n)
(1) (C) (ii); this approach is too restrictive for the purposes of the
new S5-year rule for all employees, since, in many pension plans,
actual contributions may not be made on account of an employee for
one or more years in situations where there is an actuarial surplus by
reason of substantial forfeitures. Under present law, section 401(a) (8),
forfeitures must be applied against future contributions. However the
problem is ultimately solved, it should be done with the precision of
language now found in section 72(n) (1) (C) (ii).

Sec. 516. Other Changes in Capital Gains Treatment

Bill pp. 296-300, § 516 [IRC new § 1001(e) and new § 1252]
Other Changes in Capital Gains Treatment

Section 516(a) amends section 1001 to provide that in determining
gain or loss on the sale or other disposition of a term interest in prop-
erty, the adjusted basis of such interest determined under section 1014
or 1015 shall be disregarded. .

1. The section as presently drafted covers life and other term interests
acquired by gift, bequest or inheritance and, thus, follows the pattern
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cf section 273 which precludes the amortization of an interest ac-

uired in the manner described. Neither present Code section 273 nor
section 516(a) of the bill covers a term interest created by the taxpayer,
initially retained by him and then either amortized or sold.

Assume, for example, that a taxpayer transférs a remainder interest
in stock to his son or to a charity and retains the right to the dividends
for his life. The question has arisen whether he may amottize the life
interest on the theory that it is a wasting asset and is not specifically
covered by section 273. Whether a term created by the taxpayer may
be amortized appears to have been discussed in only two cases. United
States v. Georgia R. & Banking Co., 348 F.2d 278 (5th Cir. 1965),
and lllinois Merchants Trust Co., 14 B.T.A. 890 (1928) (Dis. Opin.).

Perhaps a retained income interest such as the one described above
should not be amortizable. Similarly, perhaps the sale of such an interest
should not be given preferential treatment over the sale of an identical
interest acquited by gift, bequest or inheritance. Yet, as with present
Code section 273, section 516(a) of the bill appears not to preclude
the offset of gain from the sale or exchange of a retained life estate by
a portion of the basis allocable to it. In cases where assignment of income
principles do not require ordinary income treatment on the sale of a
retained income interest, such an interest should also be covered by
section 516(a) of the bill. If section 516(a) is retained, it might be an
apptopriate time to amend similarly present Code section 273.

2. The reference in proposed section 1001 (e) (3) to “a fee interest”
(Bill p. 297, line 16) may provide too broad an exception. Although
the exception is fundamentally proper where the underlying fee inter-
est is sold as part of the same transaction, two limitations should proba-
bly exist: (i) that the fraction of the fee interest sold should be at
least as great as the fraction of the term interest sold, and (ii) that the
same fraction of estates and interests intervening between the fee in-
terest and the term interest also be sold.

SUBTITLE C—REAL ESTATE DEPRECIATION
Sec. 521. Depreciation of Real Estate

Bill pp. 300-310, § 521 [IRC new § 1250(j) and (k), amended
§8 1250(a), (b), 167(e) and 381(c) (6)]
Depreciation of Real Estate

The decision to restrict accelerated depreciation for nonresidential
housing and to provide additional accelerated depreciation for rehabili-
tation of low or moderate income housing appears to be a policy decision
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based upon national housing goals unrelated to the goals of uniformity
and simplification of the Internal Revenue Code.

1. The subsection (k) proposed to be added to section 167 (relating
to depreciation) provides for accelerated depreciation of rehabilitation
expenditures in connection with “low-cost rental housing.” The defi-
nition of "low-cost rental housing” contained in section 167(k) (3) (B)
refers to dwelling units held for occupancy on a rental basis by families
of "low or moderate income as determined by the Secretary or his
delegate in a manner consistent with the policies of the Housing and
Urban Development Act of 1968." The Housing and Urban Develop-
ment Act of 1968 and predecessor acts have used the terms “low
income,” “lower income’ and “low or moderate income” for various
special programs. The term “low or moderate income™ does not appear
in the Housing and Urban Development Act of 1968 but does appear
in earlier Housing and Urban Development legislation. For these
reasons, it is submitted that the definition of “low-cost rental housing”
proposed for purposes of the special depreciation deductions to be
allowed in the case of rehabilitation expenditures is inadequate.*

2. The inclusion of rules similar to those provided in paragraphs (5),
(9), (10) and (13) of section 48(h) for the purpose of new con-
struction begun or contracted for before July 25, 1969 preserves the
right of certain transferees to compute depreciation allowances under
present law rules. The inclusion of the new rule of section 167(j)(1)
in paragraph (6) of section 381(c) without providing for rules just
referred to in section 48(h) for used section 1250 property results in
a prohibition of the carryover of depreciation methods in the case of
used section 1250 property cquired after July 24, 1969. This may be
intentional since it conforms to the rule under present law which denies
to transferees 200 percent declining balance depreciation even though
the transferee's basis is determined by reference to the basis in the hands
of the transferor under section 351, 371(a), 374(a), 721 or 731.
However, the failure to provide for a carryover of the transferor’s 150
percent declining balance depreciation (which is permitted for used
property acquired before July 25, 1969) in the case of transfers cov-

* Section 521(a) of the bill (beginning at line 5, page 300) amends section 167 by
redesignating subsection (j) as subsection (n) and by inserting after subsection (i)
new subsections (j) and (k). This would leave the lettering of subsections to run
from (a) through (n) without any subsections (1) or (m). Neither the House report
nor the bill make reference to the fact that new subsections (1) and (m) are proposed
to be added to section 167 by sections 451 and 705 of the bill, respectively. This may
cause technical difficulties if section 521 is retained intact and sections 451 and 705 (or
cither of them) are rejected before final passage. This should be corrected by adding
at the end of line 7, page 300 the following: “to follow subsection (m) (added by
section 703)."
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ered by section 381(a) is apparently unintended since present law
provides for the carryover of 200 percent declining balance depreciation
in such cases and, under present law, no carryover provision is necessary
to permit the transferce to use 150 percent declining balance deprecia-
tion. Under the new rules, unless there is-a carryover provision, the
transferee will be limited to use of the straight line method of depre-
ciation, This could be remedied by changing section 521(f) so that
section 381(c) (6) will be amended to read as follows:

“(6) METHOD OF COMPUTING DEPRECIATION ALLOWANCE.—
The acquiring corporation shall be treated as the distributor or trans-
feror corporation for purposes of computing the depreciation allow-
ance under paragraphs (2), (3), and (4) of section 167(b), or
subsection (j), (k), or (m) of section 167, on ptoFerty acquired in
a distribution or transfer with respect to so much of the basis in the
hands of the acquiring corporation as does not excced the adjusted
basis in the hands of the distributor or transferor corporation.”

Alternatively, the same result could be accomplished by including
subparagraph (4) of proposed section 167(j) as an exception in sub-
paragraph (1).

3. Section 312(m) is unclear. A literal reading indicates that the
straight line computation is to be made as if the previous year had been
computed on the double declining balance method or sum-of-the-year
digits method. If this is the intent, then the full cost of the property will
not have been recouped by the end of its useful life, as would be the case
were a continuing straight line schedule to be maintained. It is assumed
that for earnings and profits purposes, gain or loss on disposition will
be adjusted to reflect the lesser depreciation allowed, although this is
nowhere indicated.*

SUBTITLE E—SUBCHAPTER S CORPORATIONS
Sec. 541. Qualified Pension, Etc., Plans of Small Business Corporations

Bill pp. 313-317, § 541 [IRC new § 1379]
Qualified Pension, Etc., Plans of Small Business Corporations

The American Bar Association has recommended that the $2,500
limitation under H.R. 10 should be removed. (ABA Reports, 1969,

* Since straight line depreciation exceeds the double declining balance method or
sum-of-the-years digits method over the greater part of the useful life of an individual
property, a fair approach for purposes of the limit on tax preferences might be to adopt
the concept of a negative tax preference to take care of the excess in any year of straight
line over “liberal” depreciation. This subject is also discussed above in connection with
p. 166 of the bill.
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Vol. 94, p. —). The extension of such a limitation to subchapter S cor-
portations is inconsistent with this recommendation.

1. So long as the many differences between partnership taxation and
subchapter § taxation continue, it is difficult to justify further tinkering
which in no way alleviates the difficulties encountered in the past but
merely applies yet another layer of complexity.

The proposed section would add a third category of pension and
profit-sharing pians and represent a backward step which would widen
the gap betweca overall equality in tax treatment of pension and profit-
sharing plan contributions and benefits. Specifically, these problems
would result in:

a. Keeping accounts for purposes of limitations on forfeitures
(section 1379(a)) and carryovers (section 1379(c)).

b. Recordkeeping by shareholder-employees to obtain relief
proposed under section 72. These persons must keep all returns to
prove their contributions to the plan in order to arrive at their
percentage of exclusion.

c. Where an annuitant dies soon after retirement, deduction for
unrecovered section 1379 income comes normally during a low income
tax period, whereas the recognition of income has occurred in a high
income tax period (section 1379(b)(3)). This is at variance with
the stated purpose of the overall reform to equalize the burden of
taxation over a period of years.

d. Extensive revision of existing plans of subchapter S corpora-
tions will be requited as well as plans of any corporation hereafter
electing subchapter S.

2. Under the H.R. 10 rule only partners with “more than ten per
cent” capital or profits interest are treated as owner-employees. A policy
restricting the availability of benefit plans for subchapter S shareholders
would seem to relate solely to major shareholders. Hence, it would
seem that the 10 per cent limitation found in H.R. 10 would be more
logical than the 5 percent stockholder rule proposed.

3. Stock bonus plans have been thought not possible for subchapter S
corporations. Unless the intention of Congress is to open the way for
such plans, in some new provisions dealing with subchapter S, it may
be well to delete references to stock bonus plans and make the section
applicable only to profit-sharing plans.

4. Section 401(a) (8) provides that in a qualified pension plan, for-
feitures must not be applied to “increase” the employees’ benefits. In
proposed section 1379 (Bill, line 12, p. 314) forfeitures would not be
allowed to “inure to the benefit of " a shareholder-employee. If there
is a difference in the meaning of these terms, it should be explained.
If not, use of the same language would be preferable.
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At line 9, page 314, the phrase “forfeitures attributable to contri-
butions” seems incomplete. The phrase “forfeitures of benefits attrib-
utable to contributions” would be better.

At line 8, page 316, the bill fails to identify the person entitled to
the deduction. It would seem better to delete “then there shall be
allowed as a deduction” and insert “then the employer may deduct.”

TITLE VII—EXTENSION OF TAX SURCHARGE AND
EXCISE TAXES; TERMINATION OF INVESTMENT CREDIT

Sec. 704. Amortization of Pollution Control Facilities

Bill pp. 339-347, § 704 [IRC new § 168]
Amortization of Pollution Control Facilities

1. Section 168(a) permits the taxpayer to elect to begin the amortiza-
tion period either with the month following the month in which the
facility was completed or with the succeeding taxable year. Although
the section provides that the amortization deduction “with respect to
any month shall be in lieu of the depreciation deduction . . . for such
month,” it does not make it clear whether a taxpayer electing to begin
the amortization period with the succeeding taxable year is entitled to
depreciation deductions under section 167 during the year in which the
facility was completed. This uncertainty should be resolved.

2. The certification process will undoubtedly be time-consuming.
There is no indication as to what a taxpayer is to do if certification is not
completed by the due date for filing his return. In addition, property
may not be certified to the extent it appears that “by reason of profits
derived through the recovery of wastes or otherwise in the operation of
such property, its costs will be recovered over its actual useful life . . .”
Section 168(e) (2). The term “profits” is not defined. Ordinarily, this
would mean an excess of receipts over expenses including an allowance
for the recovery of costs in the form of depreciation. Under this defi-
nition of “profits,” costs would have to be recovered twice to prevent
certification. Also, it is not clear whether some portion of costs could
be certified if there were a partial recovery through “profits.” In any
case, certification depends upon a projection of “profits” which may not
in fact be recognized.

If the certifying agency follows literally the requirements of section
168(d) (1) (B), certification will be very time-consuming and complex,
and may involve difficult questions of financial and cost accounting. The
cost of adequate presentation may dissipate the proposed benefits in
many cases. It is suggested that the opportunity for abuse is not great
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and does not justify this complexity. The requirements of subsection
(d) (1) (B) should be eliminated.

3. The House report’s general explanation at page 198 indicates that
additional first year depreciation under section 179 could be claimed
even though the facility is amortized under section 168. It is doubtful
that the proposal accomplishes this result. Section 179 allows an addi-
tional deduction only where a deduction is permitted under section 167.
The deduction under section 168 is in lieu of a deduction under section
167. If it is intended to permit a deduction under section 179 as stated
in the House report, that section should be appropriately amended.

4. Section 704 of the bill classifies pollution control facilities as sec-
tion 1245 property. Consequently, adjustments to basis reflecting depre-
ciation or amortization will result in ordinary income to the extent of any
gain upon disposition. Under section 168(d) (4), a building that is
“exclusively a treatment facility” may qualify for the amottization
deduction. Such a building would therefore become subject to section
1245 rather than section 1250. There appears to be no reason why a
building qualifying as a “treatment facility” should be subject to the
provisions of section 1245 rather than those of section 1250.

The stated purpose of section 168 is to provide an incentive for tax-
payers to invest in pollution control facilities. It is not clear why this
purpose is not equally well served by investment in either new or used
facilities. Nevertheless, the proposal grants the incentive only with
respect to investment in new facilities. The fact that such a distinction
existed under the investment credit—which was designed to achieve a
quite different purpose—is not sufficient reason to adopt that distinction
in this instance.

Section 704 does not deal with the question of salvage value. Pre-
sumably, salvage value is not to be taken into account as to the portion
of the taxpayer’s investment subject to amortization. The section also
does not state whether accelerated depreciation is intended to be avail-
able after termination of the election. However, these deficiencies are
also present in existing section 168, dealing with amortization of
defense facilities, and presumably the rules to be developed under that
section will apply.

5. Section 168 neither defines “adjusted basis” nor specifies the treat-
ment to be accorded to capital additions to qualifying property. These
matters should be dealt with in the statute, as was done in the existing
section 168 dealing with amortization of defense facilities.
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TITLE VIII—ADJUSTMENT OF TAX BURDEN
FOR INDIVIDUALS

Sec. 802. Fifty-percent Maximum on Earned Income

Bill p. 354, § 802 [IRC new § 1348]
Fifty-Percent Maximum Rate on Earned Income

Section 802 of the bill adds section 1348 to provide in general that
earned income is to be subject to a maximum tax rate of 50 percent.

The rule for calculating the maximum tax as set forth in section
1348(a) appears to have been drafted backwards. The references in the
bill to “the lowest amount of taxable income on which the rate of tax
under section 1 exceeds 50 percent,” should be references to “the
highest amount of taxable income on which the rate of tax under section
1 does not exceed 50 percent.” See House report, patt 2, p. 139.

The definition of “earned income” for purposes of the maximum
provision excludes deferred compensation. This would seem to be an
unwarranted discrimination against this method of compensation. It
would work with pasticular harshness where the 50 percent limitation
would have applied if the income had been paid when earned, and
where, therefore, the throwback rule provided in proposed section 1354
is not applicable because it would not result in a higher tax than treat-
ment of deferred compensation as income of the year in which it is
received.

The provision has been drafted so that each increase in earned income
pushes unearned income into a higher bracket. Thus, the effective rate
on an additional amount of earned income will be 50 percent plus the
increase it produces in the tax payable on the taxpayer's unearned
income.* The formula under proposed section 1348(a) might be
revised to provide that a taxpayer’s unearned income plus his earned
income up to the 50 percent tax bracket shall be taxed at normal gradu-
ated rates, with the excess of his earned income being taxed at 50 percent.
If his unearned taxable income (unearned income less his deductions)
standing alone would take the taxpayer past the 50 percent bracket,
such income would be taxed at the normal rates and all of his earned
income should be taxed at 50 percent.

* If the taxpayers in the example at page 110 of the House report, part 2, had $25,000
more earned income, their tax for 1971 would go up $13,326, not $12,500 as it would
if the intent is to limit the tax burden on earned income to 50 percent.
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Scc. 803. Intermediate Tax Rates; Surviving Spouse Treatment

Bill pp. 356-358, § 803(a)(2)(E) [IRC amended § 1(b)(3)]
Intermediate Tax Rates; Surviving Spouse Treatment

Section 803(a) (2) (E) provides that for the purpose of determining
whether an individual who has been married is entitled to the new
“intermediate tax rate,” only the last marriage shall be considered.
This provision could result in a hardship whete a surviving spouse has
remarried and the second marriage has been terminated by annulment
or divorce.

Sec. 805. Collection of Income Tax at Source on Wages

Bill pp. 366-368, § 805 [IRC amended § 3402]
Collection of Income Tax at Sonrce on Wages

The provisions of this section are intended to bring the withholding
tables in line with the new income tax rates prescribed by section 1 and
the low income allowance.

1. The proposed amendment to section 3402(a) requires that the
tables to be prescribed by the Secretary be the same as the tables contained
in this subsection as in effect before August 1, 1969, except that they
be computed on the basis of the rates prescribed by section 1. The
present statutory framework is too rigid for practical application where
payrolls are computerized. This fact has been recognized in Revenue
Ruling 66-328, 1966-2 C.B. 454. The necessary flexibility would be
achieved if in line 17 of page 366 of the bill the word “substantially”
were inserted after the words “shall be” and before the words “the
same.”

2. The withholding allowance provisions of section 3402(m) are
keyed to the value of a withholding exemption and the percentage rate
of the standard deduction. The current value of a withholding exemption
and rate of the standard deduction are revised by sections 801-805 of the
bill. In 1972 the applicable percentage for the standard deduction will
be 15 percent of adjusted gross income. Withholding tables will be
structured on the basis of an annual value of $600 for each withholding
exemption. If section 3402(m) is not amended the following result
will occur where an unmarried individual with adjusted gross income
of $6000 is entitled to $1500 in itemized deductions:

A. Taxable income will equal $6000 less $1500 less one exemption
of $600 for a total of $3900.
B. The new withholding tables will compute an amount for withheld
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tax on the basis of a taxable income of $6000 less $1100 (low
income allowance) less $600 for a total of $4300.

C. The taxpayer will be entitled to one withholding allowance

00— 8600 . .

(sizwoi——) under section 3402(m) and by taking advan-
tage of the allowance (which is treated as if denominated an
exemption) will have withheld an amount of tax on the basis of
a taxable income of $6000 less $1100 (low income allowance)
less $1200 (2 exemptions) for a total of $3700.

This amount is $200 less than his actual taxable income. Thus, by using
the present withholding allowance provisions the taxpayer would be
able to reduce his withholding below the amount of his tax liability.
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SUMMARY
STATEMENT OF RATIONAL ASSOCIATION OF MANUFACTURERS

ON .
H.R.13270, “TAX REFORM ACT OF 1969"
October 3, 1969

The most serious drawback of H,R. 13270 is its negative implications for
capital formation and real growth of the economy. This is apparent in the pro-
visions to repeal the 74 investment credit, increase the corporate capital gains
tax, repeal the alternative capital gains tax for individuals, drastically
restrict the depreciation treatment of commercial and industrial real estate,
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TFSTIMONY ON A'L TAX BILLS TITRODUCED
hv SENATOR TED STEVENS
Ootober 2, 1969

Thank you for giving me this opportunity to testify
before this comittes on behalf of this important tax legislation.

There has been a great outory from the American people
for tax reform, If there is any one common element of tax refors
which 1s & consistent part of this ory, it is for greater equality
in the distridbution of the tax dburden. The House bill, while
oontaining several excellent provisions toward this goal, leaves
several important inequities untouched. I have intrcduced several
bills which would help te oorrect these deficiencies,

The first bill I would 1ike to call to this committee's
attention 1s 8, 1908, This bill has two main purposes, The first
would raise the personal exemption from ite present $600 level to
$1,000. Personsl exemptions benefit, primarily, the poor and
middle income tax paying families, and these families are, in my
opinion, the most heavily burdened by our present income tax. In
1913, when the income tax became & pomx;o‘nt part of our economic
fabric, the dollar was worth far more than it 1s today, but the
personal exemption was $3,000 and was never less than $1,000 unt1l
1940, It was then gradually reduced during the years of World
War I1 to 4500, It was last inoreased in 1948--when a dollar was
worth more than twice what it 1s today--to 1ts present $600 level.
In other words, in terms of today's dollars, the personal exesption
of 1948 was worth over $1,200, Thus, the first purpose of 8, 1908
would help to restore the balance in our graduated tax system that
inflation has destroyed,

The second purpose was to help to correct a long-standing
inequity in the income tax. This provides for an inorease in the
personal exemption 4n those areas of the country where the cost of
1iving exceeds the national index. In some regions of our oountry
the cost of 1iving is 10, 20, even 50% higher than the national
index., It is 8% higher in San Franocisco, 11§ higher in New York
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of business, the over-sall burden would be equivalent to a 12% increase in corporate
tox 1l.ability ot current levels. And while the House bill provides substantial tax
reductions for lowe-- and middle-income individuals, no rate reduction at all has
teen proviled for the corporate sector,

It should be emphosized that these estimates, based on "streight-line"
projections of revenues without eccounting for normal economic growth or inflation,
arioubtedly understate the true demage to be done to the corporate sector. In
fact, we have serious doubts about the estimates of the bill's revenue shifts
throughout, owing to the extreme complexity of so wany of its provisions.

Thus, we certeinly concur with Secretary Kennedy that the bill is "over-
vaightes in fevor of consumption” and " could impede economic growth in the years
=heed by curtoiling the incentive to make productive investments.

~he onti-copitel forsation thrust of this bill is most obvious in the provision
to repeal th: 7% investment credit. We already have presented our views on this
before your Cormittee, and in recognition of your instructions, will not dwell on
tne issuc. lHowever, we would like to point out that the proposel to repeal the
credit was mrde originally last spring in response to short-term economic
clrcuastances bus is now part of a tax reform progrem involving a massive
redistributicn of tax burdens on a long-term basis, It is joined by several
other provic.ons of H.R, 13270 which would have a similar effect, including an
increese in ihe corporate capital gains tax and repeal of the alternative capital
gains tax for individusls, a drastic restriction of the depreciation treatment for
commerciel and industrisl real estate, and proposed changes in the tax treataent
of natural resoucce industries. Whatever the arguments for end egainst these
provisicns on an individusl basis, their cumuletive impact would be a serious blow
to domestic investment, an inducement to send funds abroad, a weakening of owr

competitive stence ebroad, and a stunting of our economic growth.
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We recognize that in the particuler circumstances of late 1969, capping
a long boom in business capital spending, lerge increases in such investments are
not needed. But the boom will not last forever. In fact, there are plenty of
signs right now that the boom is petering out -- that the long business expansion
in general 18 weakening and that capitsl spending in particular shortly will be
on the wane, Therefore, we should be thinking of the kind of tax systea that
vill be appropriate to the economic conditions that will prevail for the long
term after the boom is over.

We feel strongly that this tax system should not penalize domestic capital
formation -~ growth of which is essential to provide sdequate jobs in the 1970s
for the large number of new entrants into the lsbor supply. Anyone who has even
a casual knowledge of interest rate trends will ree.ognize the worsening, worlde
wide capital shortege today, and that regardless of the fate of the investment
credit, we will be in great need of a favorable climste to assure an adequate
cepital supply in the 1970s.

The wost obvious means to help assure this climate is to provide some
general corporate tax relief in the form of a significant cut in the corporate
income tax rate. Many studies have indicated the perverse effect of the high
corporate income tax on capital formation, efficient allocation of resources
and economic growth., It is e tex of uncertain and varying incidence, the only
certainty being that the real burden is not borne by corporations at all, but
by live human beings who may in varying degrees be investors, workers or
consumers.,

The economic distortions created by any tax tend to be proportional to the
rate of the tex. Lowering the corporate rate in general would reduce the

distortions. Therefore we strongly urge your Committee to recommend e significant
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reduction in the corporate income tax rate to take effect along with the cuts you
propose for individual taxpayers.

The Administration hes proposed a cut of one percentage point in the corporaste
tax rate for 1971 and another percentage point for 1972. This would help redress
the imbalance of the bill, but still would mean a very substential increase in tax
burdens on the corporate sector. We recommend a cut of at least five percentage
points to be spread over a five-year period 1971-1976. When fully effective, this
would mean a reduction of approximately $4 billion in corporate income taxes,
substantially less than the relief proposed for individuals under H.R. 13270. Of
cc;hrae, the extent to which this could be characterized as true "relief" for the
corporate sector would depend on how Congress acts with respect to other provisions
of the bill. Repeal of the investment credit, for example, would almost completely
offset the corgpcrate tax reduction that we propose.

As pointed out by Secretary Kennedy, we don't know how stable the economy
will be in the early 1970s, end large net tax reductions bunched over a two-year
period, as provi‘ded in H.R. 1327), could have considerable inflationary consequences.
The importent thing in our opinion is not the specific timing but a legislative

commituent to rate reduction to assure adequate capital formation over the long-term.

I1 - CAPITAL GAINS
From a revenue standpoint, the most significant provision of H.R. 13270 in the
capital geins area would remove the alternative tax rate for individuels. This
would result in an estimeted $360 million revenue increase on an annual basis.
Aceording to the Report of the Weys and Means Committee, this provision is
Justified to bring capital gains treatment more in line with the progressive rate
structure., In fact, coming on top of the proposel for a minimum income tax (or LTP)

end allocution of deductions, the thrust of this bill emphasizes the ability-to-pay
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principle to the exclusio_n of everything else, including simplicity end possible
basic economic dislocations. No consideration is given to the impact of eliminating
the 25% ceiling on the provision of risk capite]: as an essential ingredient for the
growth of many new enterprises, and as a crucial motivator of effort in our soclety.
Certainly before the ability-to-pay principle is extended in this manner, more
serious consideration should be given to possible economic and other effects, and
indeed, to whether or not capital gains should even be considered part of regular
income taxation.

H.R. 13270 also proposes extension of the six-months holding period to one year
for qualification for long-term capital geins treatment. Whether or not your
Comnittee adopts this proposal, we urge you to consider lowering the existing
capital gains rate schedule for productive investments held over a substantial
period, say ten years or more. Appreciation in shares of closely-held firms, for
exemple, where there is a clear-cut case of capital transfer rather than receiving
of income,should receive more favorable treatment, end the drift of H.R. 13270, if
enacted in a form close to what has been proposed, would greatly increase the need
for such treatment.

Alternative Corporate Capital Gains Rate

The case for moderate taxation of corporate capital gains is essentially the
same as that for individuals' capital gains -- to encourage the provision of risk
capital for the expansion of new enterprise or re-invigoration of existing businesses.
In view of the obvious need for such treatment in a dynamic enterprise economy, it
is extremely difficul;; to follow the rationale for raising the alternative corporate
capital gains tax from 25% to 30% on income over $25,000 as provided in H.R. 13270,

As stated in the Ways and Means Committee Report, H.R. 13270 would eliminate
the alternative tax for individuals raising the maximum rate to 32.5% (after 1972)
and, therefore, "a comparable adjustment should be made to the corporate alternative

tax." But even if one accepts the bill's case for extending the asbility-to.pay
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arinciple to individusls' cepital geins, this is hardly grounds for heavier taxation
of the corporete sector aceounting for well over 90% of all net corporate capital
geins.

.

Sirce, es t.z‘ Report scknowledges, corporate incomes ere subject to only a
one-step groduatzfm st $25,000, while individusls sre subject 25 steps of graduation,
the question of sbility to pey is involved in corporate cspital geins only by the
w3t tortuous rcasoring., Certainly, a one-step graduation in corporate income
toxstion was ncver intended to serve as a model of progression to penalize larger
enterorices,

Iéoption of the proposal would raise the corporate capital gains rate to
substariially ucre than half of the regular corporate rate of LB% (exclusive of
the sarcharge). Not even under H.R. 13270's punitive measures for treatment of
fndividusls' capital geins would eny individual pay a capital gains rate more than
kalf L's ton regular rate.

Ve see no reason why this proposed provision should be considered a tax “reform"
or how the present system of corporate caepital geins taxation could be considered
ur. abuse. We ere at a loss to understand why it has been included in this general
tax refor bill except, of course, to provide additional revenue without regard to
‘he e::nomlc consequences, We strongly urge your Committee to reject this short-
sighted approach and recommend against increasing the corporate capital gains tex.

Lum2-Sum Distributions

The Housc-possed bill is defective, we feel, in regard to the propossl to
chonge the rules governing the taxation of lump-sum distributions from qualified
employeces pension, profit-sharing, stock-bonus, or annuity plans.

Under present law, distributions to an employee from a qualified plan are

taxed to ine employee when he receives them. Generally speaking, the distributions
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are taxed at ordinary income rates, based on the employee's total taxable income
in the year of receipt. An exception to this rule was enacted by Congress in 1942,
1t provides that when an employee receives h'is total distribution within a single
taxable year, the amount of the distribution will be taxed as long-term capital
gain. This exception was enacted in recognition of the inequity of taxing as
ordinary income amounts which are attributable to many taxable ycars.

The House-passed bill proposes to change the present law regarding lump-sum
distributions so that all amounts received by the employee which are represented
by the employer's contributions over the years will be taxed as ordinary income.
Capital gain treatment would be limited solely to the net taxable portion of the
distribution in excess of the employer's contribution. The amount represented by
the employee's contribution is, of course, not taxed since it represents his
investment in the plan and is thus a return on his investment. Under the House
proposal, the portion of the distribution treated as ordinary incowe would be
averagable under a five-year forward averaging provision.

We do not believe that the House proposel to change the taxation of lump-sum
distributions should be enacted. The present law has been in effect for 27 years
and has worked well to reflect the long period of time during which employees
accumulate benefits under qualified plans. At least five million employees
currently are accumulating such benefits. The present lew also has the sdvantage
of being easily understood by taxpayers and simple to administer. In addition,
there has been no showing that the present law has been abused, and neither the
Johnson nor the Nixon Administration advocated changes in the present rules.

Perhaps the primary defect of the House proposal is its extreme complexity.
In fact, it is inconceivable that the ordinary taxpayer would be able to compute

his tax liability under the proposed rules without assistance of a tax consultant.
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Several steps will be necessary in each computation and much of the information
necessary for the computation will not be readily available to the employee. Thus,
it is certain that the cost of compliance and administration will be significantly
higher under the proposed rules than under current law.

Another defect of the House proposal is its failure to adequately take into
account the fact that many employees accumulate benefits in qualified plans for as
long as 30 years or more, The five-year averaging device proposed by the House
is clearly defective since its maximum effect would be a five-year spread out and it
would not operate until five yeers after the employee has received the lump-sum
distribution and paid tax based on his income in the year of the distribution.

In other words, under the House proposal a taxpsyer would pay a tax in the year

of distribution based on the full taxable amount of the distribution and his other
taxable income, and he would be required to wait five years before seeing whether
the so-called "averaging" device entitles him to & refund for overpayment of tax.
The taxpayer would thus be deprived of the overpayment during the five-year period,
and would have to go to the trouble of filing for a refund of taexes which he never
in fact owed. The defect of this rule is even clearer when one considers that the
taxpayers to which it applies will in many cases be retired employees who may well
need the money in order to provide for their retirement. Certainly, if the Congress
does chunge the rules governing lump-sum distributions, we would advocate that
averaging be permitted on a prospective as well as a retroactive basis.

In analyzing the House propecsal, it is also necessary, we feel, to consider
two other provisions of the House bill, The first of these is the proposal to
remove the 25% maximum alternative rate on capital gains of individuals. This
proposal will, when coupled with the proposal regarding lump-sum distributions,
deal a double blow to employees receiving lump-sum distributions, for this would

conceivably result in a higher tox rate being applied to even that portion of the
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distribution which will continue to be taxed as capital gain. In view of this,
we feel that if the Congress does adopt the House proposals that it retain the
maximu 25% alternative rate at least in this ihstance.

The second House proposal which should be considered, we feel, is the provision
to place a 50% ceiling on the tax rate on earned income. As presently drafted this
provision does not apply to lump-sum distributions, and thus although treated by
the House as earned income, such distributions could conceivably be taxed at rates
higher than 50%. There does not seem to be any rationale for this discriminatory
treatment, and we would hope that if the House's proposal on lump-sum distributions
is adopted, such distributions will be made subject to the 50% limit on earned income.

IIT - DEFERRED COMPENSATION
One of the primary concerns of the NAM regarding the House-passed bill is its

proposed change of the rules governing the taxation of deferred compensation not
involving restricted stock.

Of all the changes proposed by the bill, this is perhaps the most striking
example of the addition of extreme complexity to the Code even though no abuse has
been shown and where the effect of the change could well reduce rather than increase
federsl revenues,

Under present laws, if an employee and an employer contract that the employee's
services will be compensated both during and after his tenure with the employer and
the amount which the employee is to receive after separation is not at his disposal
until that time, the employee is not texed until he actually receives the income.
When he receives the income, the employee is taxed at ordinary income rates based
on his total net income in the year of receipt. No income escapes taxation, no
capital gains treatment is involved, and the employer is not allowed a deduction

until the income is sctually paid out. The current method of taxing such income
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has been upheld in many court cases, and was officially sanctioned by the Treasury
Tepartment In 1960 in Revenue Ruling 60-31, Innumerable companies have built their
compensetion istrutrtures in rellence on these authorities

The House proposes to drastically alter the rules governing the texation of
deferred compensation., Under its proposal, deferred compensation would continue
to be texed in the year of receipt, but the amount of the tax would be computed
as if the employee had received the deferred compensation during his service with
the employer. This fictional approach would, as far as the amount of the tax is
concerned, result in the employee paying tex as if he had the use and benefit of
the income during the time that it was being retained by the employer. This
fundamental break with traditionel tax principles would, we believe, have several
negative results.

One of the obvious difficulties with the House's proposal is the problem of
compliance and administration. Although some of the details of the proposed rules
are to be developed in Treasury Regulations, the basic structure of the proposal
1s contained in the Hous;a bill. This structure is both historic in effect and
monumental in complexity. It provides that deferred compensation in excess of
$10,000 received during & taxable year will be subject to a so-called minimum tax,
which is arrived at by looking back to the employee's taxable years during his
service with the employer paying the deferred compensation. The minimum tax is
to be the luwer of two alternative amounts. The first alternative amount of
minimun tax is the aggregate increase in tsx resulting from edding to the employee's
taxable income for each taxable year in which the excess is deemed to have been
earned, the portion of the excess over $10,000 deemed to have been earned in that
taxable year. For this purpose, the deferred compensation is deemed to have been
earned ratably over the employee's entire period of service with the employer.

Under the second alternative, an average increase in tax is computed by adding to
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the employee's taxable income for the three taxable years for which his taxable
income is highest during the last ten years of the earning period, the portion of
the excess over $10,000 deemed to have been e.arned in those three years. This
average increase is then multiplied by the number of taxable years in the esrning
period, to determine the total tax. The mere statement of these rules clearly
indicates the problems which would arise in complying with and in administering
the House proposal.

An even more basic difficulty with the House proposal is the impact; the
proposal would have on the entire concept of deferred compensation arrangements,

Deferred compensation arrangements antedate the income tax laws, and are
used by thousands of companies, both large and small. A 1969 report of the
National Industrial Conference Board, Inc., based on data obtained from a large
sempling of firms, indicates that 51% of surveyed manufacturing companies and 65%
of surveyed retail companies (most of which, of course, are relatively small firms)
have deferred cowpensation programs.

There asre many reasons for the use of deferred compensation plans other than
tax reasons, From the employee's point of view, a deferred compensation arrangeuent
offers a means of averaging his compensation and providing for his retirement period.
The concern is not primarily to have these earnings taxed at lower rates, but rather
to provide a "spread-out" of earnings over the actual rather than economic life of
an employee.

From the point of view of the employer, deferred compensation arrangements

o
have basic

, f:l that they permit the employing company to retain amounts
that would otherwise be paid out as current compensation and, when the awount of
the deferred compensation is based on the market price of the company's stock or
the amount of dividends paid on the company's stock, there is a continuing
incentive to the employee to improve the profitability of the company. The

flexibility available to an employer through the use of deferred compensation



plens increases the likelihood that he will be able to motivate employees successfully,

The veriety of interests and needs of employees is virtually as great as the number
of employees. To say, as does the Cosmittee Report of the House, that deferred
compensation is primsrily used by the already highly paid is merely another way of
recognizing that it is e useful compensation arrangement.

The benefits available to companies through the use of deferred compensation

plans are applicable to small companies as well as large. In scue respects they are

especislly important to small and medium sized companies who cannot afford lerge
fixed salsry commitments and who face economic uncertainties and possidble future
financial difficulties. In fact, a deferred compensation plan is one of the
primary ways a small company can attract and retain competent executives and
technical personnel who might otherwise prefer a larger current salary from a
bigger coupany.

Enactwent of the House proposal, we believe, would result in the termination
of the use of deferred compensation plans. If employees are going to be taxed as
if they had received income in earlier years, many will naturally wish to receive
the income in the form of current compensation. One result of the termination
of deferred compensation plans, we believe, would be to encourage the piracy of
employees by those companies who are willing and able to pay higher current
compensation, thus interfering with stable long term employment relationships.
Another result, we believe, would be 8 reduction in federsl revenues. The House
Committee Report estimated a slight gain in revenues from the adoption of this
proposal. However, this estimate was based on the assumption that deferred
compensation arrangements would be continued in their present form, with the
only change being that the deferred compensation would be taxed at the presumably

higher tax rates of an employee's earning years. As indicated, we do not feel

that this is a valid assumption, To the contrary, we feel that the House proposal
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vould result in e shift to current compensation arrangements or to more extensive
use of qualified pension and profit-sharing plans. In either case, the corporation
would be entitled to a current deduction in the. full amount paid out as salary or
contributed to a plan. Since the corporate tax rate will undoubtedly be higher than
the average of the tax rates of the applicable employees, and since in the case of
qualified plans texation of the employees will be deferred until receipt of the
benefits,the result could be a loss in federal revenues,

Another difficulty with the House proposal is its inconsistency with the provision
in the House bill which would limit the marginal tax rate on earned income to 50%.
As it passed the House, this provision would not apply to deferred compensation.
Thus, deferred compensation would in effect be subject to prejudicial tax treatment,
since unlike current compensation it could, under the House bill, be taxed at rates
higher than 50%. There is no ratione.le for this prejudicial treatment and it would
clearly increase the likelihood that the use of deferred compensation arrangements
would be terminated.

In sum, we feel that the House proposel would add a complicated and fictional
rule to an already complex tax code, and would change the law in an area where no
abuse has been shown. Deferred compensation arrangements are firmly based in the
economy, there are many non-tax reasons for their use, and no income escapes taxation.
Furthermore, unlike the House proposal, the current method of taxing deferred
compensation is soundly based in tax theory. Virtually all employees are cash basis
taxpayers, and under the cash method of accounting, income is not taxed until it has
been actually or constructively received. Yet, the effect of the House proposal
would be to tax employees receiving deferred compensetion as if they had received
the income during earlier years. For all of these reasons, we agree with the

Administration that there should be no hasty legislation in this areas.
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IV - REAL ESTATE DEPRECIATION

Section 521 (a) of the bill would deny the use of accelerated depreciation
methods to new depreciable real property (other than residential) and would require
that the straight-line method be used for suct used property.

The report of the Ways and Means Committee indicates that its purpose is
primarily to eliminate the trading in losses and opportunities for tax avoidance
which are primarily of benefit to the real estate operator. However, although
the committee's purpose hardly applies, even depreciable real estate constructed
or acquired for use as an integral part of manufacturing and other business and
industrial operations would be included under these very broad provisions. Non-
speculative propex:t:lea of this type, whether factories, warehouses, or office
buildings, are essential to the modernization of industrial capacity and, therefore
make a constructive contribution to increased productivity and real economic growth.

The haste with which this section was conceived is clearly evident in that
it follows by only a couple of months the Administration's announced plans to
explore liberalization of depreciation allowances for productive facilities, We
strongly urge your Comittee to revise Section 521 (a) to ensure that accelerated
depreciation methods continue to apply to real estate used for its intended
function by the owner in the active conduct of his trade or business,

V - DEPLETION

H.R. 13270 would reduce rates of depletion allowance for various minerals,
most notably that for petroleum from Zlﬁ to 20%. We believe this would e unwise.
The continued existence of a sound extractive natural resouces industry rejuires
recognition in the tax laws that this industry is unique in that it exhausts its
assets in the course of operations. Currently, exploration for, and discovery and

development of, new mineral deposits are becoming even more difficult, more costly,
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and financially more hazardous. Therefore, we believe that, not only should adequate
provision be made for the current deduction of research, prospecting, exploration

and development costs, or deferment at the elec;:ion of the taxpayer, but percentage
depletion allowances at not less than existing rates should be continued. We
strongly urge the Committee to delete from the bill provisions for reductions in

the rates of percentage depletion allowances.

V1 - FOREIGN TAX CREDIT

Foreign business activities play an important role in U,8, foreign economic
relations and policies. Such activities abroad are exposed to greater risks than
are business activities in the United States and must compete with foreign enterprise
often subsidized and often subject to lower basic tax rate. Consequently, business
income earned abroad by United States enterprises should be afforded tax treataent
vhich gives due consideration to the additional factors involved,

Nevertheless, not a single one of the many suggeations made by industry
representatives and others for relief of unnecessary tax burdens and inequities under
existing law in this area was picked up in H.R, 13270. Instead its provisions
continue the trend, evident since 1962, toward harsher treatment of foreign source
income.

Section 431 provides a recapture rule in the event that U.S. taxpayers sustain
foreign losses vhich are taken into account in computing their worldwide taxable
income tax for U.8. income tax purposes, 1In general, the rule as contained in the
House passed bill would affect all U.8. taxpayers who use the per-country limitation
for foreign tax credit purposes. Under the recapture concept, any reduction in
taxable income produced by a foreign source loss in one taxable year would be
offset in later taxable years by reducing the amount of the foreign tax credit
that would otherwise be allowable under existing law when income is derived from
that foreign source by the U.S. taxpayer.

179



.16 -

In one manner of speaking, Section 43l seemingly indicates there is no
Justification for recognizing as a creditable tax an income tax paid to a foreign
country which does not allow a net operating loss carryover. Historically, the U.S,
has never required that the income tax system of a foreign country exactly parallel
the U.S. system in order for the tax credit to be allowable since it recognized
that inc.me tax systems of other countries vary, and necessarily will continue to
do so, because of the manner in which they were developed and the likelihood of
the continued existence of most foreign countries as separate sovereigns. 1In
actuality, there is no need to reduce the allowable foreign tax credits in these
types of cases becausc the net effect of an income taxing system of a foreign
country which fails to allow a net operating loss carryover in the computation
of their income tax means that the effective rate of tax imposed by such country
is higher than it would have been had such a loss been recognized.

If the proposed change were enacted, it would result in discrimination against
those taxpayers operating in foreign ccuntries whose tax laws did not parallel in
principle the provisions of the U.S. law. Furthermore, the mechanics of the
proposed provisions can result in apparently unintended effects over and above
the penalty imposed upon those companies operating in countries not allowing loss
carryovers. For example, even where a company operates in a foreign country
allowing lcss carryovers, it is possible that the mechanics of the new provision
would result in additional U.S. taxes. Assume, for instance, that a loss in a
foreign country having the same rate as the U.S. were offset exactly in the second
year and there was no foreign tax paid in the second year. At this point the U,S.
has recaptured the so-called tax benefit of the first year in full. In year three
a foreign tax is paid but in this year the limitation on allowable foreign tax
credits is reduced by 50% of the loss in year one since only 50% of such loss was

used as a reduction of the foreign tax credit limitation in year 2. 1In year 3,
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therefore, the taxpayer would not be able to recover the full amount of the foreign
income taxes paid by him notwithstanding thgt the U.S, had already recaptured the
full amount of the so-called tax benefit of the first year.

In addition, the effect of this proposed change would be to penalize new
business activities abroad, in that losses are often incurred for the first several
years of such activities. We believe that any venture which would take several years
to become profitable should not be made less attractive by discriminatory tax
treatment.

Section 432 provides for a separate country-by-country FIC limitation with
respect to "foreign mineral income" derived from within any foreign country or
possession of the U.S., or any agency or instrumentality thereof, that (a) requires
the payment of any bonus or royalty with respect to property which gives rise to
"foreign mineral income," (b) holds substantial mineral rights with respect to such
property, or (c) imposes any income, war profits, or excess profits taxes on such
income at an effective rate higher than on other income.

The atated justification for the addition of this section is that it is
difficult to distinguish royalties paid to foreign governments from income taxes
paid to the same governments. But the facts do not support this. As in the case
of the United States Government, foreign governments which own mineral properu.ea
collect royalties for the right to carry on extractive operations and impose income
taxes on profits derived from those operations. The same criteria that distinguish
the royalties which the U.S. Government collects in its role as an owner of mineral
rights from the income taxes which it collects from mineral operators carrying
on operations on Government-owned lands, are available to make this determination
when the operations are carried on in a foreign country. We note that Assistant
Secretary Cohén when he appeared before your Committee early in September stated

that the Treasury Department did not feel that the characterization of foreign
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taxes on mineral income in excess of the U,3, rate as royalties was justified.
Section 432 1s discriminatory in that it denies the use of the overall

limitation in computing the allowable foreign tax credit to & single industry,

i.r,, the mineral industry. The concept which justified the addition of the

overall limitation to the Code was based upon the fact that many U.8. companies

treat their entire foreign operations as an integrated operation separate from

a U.8. operation and that in such cases it was appropriate to permit such companies

to compute the foreign tax credit on the basis of incors from all sources outside
the U.8, rather than on a country-by-country basis. .

To single out one industry and deny it the availability of computing the
foreign tax credit on an overall basis is in effect a precedent for dissecting a

single business operation into its various component parts rather than treating it

18 en ~conende vnit. From a practical point of view, section 432 fails to recognize

thnt production in one foreign country is of little avail if it cannot be processed

and marketed in cther foreign countries. Thus, the effect of the proposal is to
deny the Qse uf' the overall fureign tax credit concept in those situations where
the overall business operation (producing, processing, transporting and marketing)
is taxed at verious rates by various foreign countries, which is exactly the type
ef situetion for which the overall limitation was enacted by Congress,

Accordingly, we recommend that your Committee reject the addition of Sections
431 and L32 to the Code.

Liritaticns of space prevent us from detdiling industry's case for changes
in the application of the foreign tax credit. However, at this time we would d
emphesize two points,

1) Where the business form of a foreign operation is a foreign corporation

owned by a U.8. corporate parent, an indirect credit under Section 902 with respect l

to dividend income received by the parent is allowed for foreign income taxes paid ‘
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by the foreign corporation and attributable to the dividend, provided that prescribed
percentage of ownership tests are met., Those t.eatn require that the U.8, parent om
at least 10% of the voting stock of a first-tier foreign corporation, and that the
first-tier foreign corporation own at least 50% of the voting stock of a second-tier
foreign corporation. No provision is made for lower tiers.

Since the 10% - 50% ownership rules became law in 1951, the great growth of
U.8. corporate investments abroad lids beerr accompanied by increasingly complex
foreign rules, frequently preventing U.8. investors from owning as much as 50% of
the stock of foreign corporations. There are also many cases involving lower tier
companies reaulﬂng from acquisitions and business requirements.

We recoamend that, to relieve the inequity of the present owmership requirements,
the indirect credit be allowed with respect to any second or lower tier foreign
corporation at least 5% of the voting stock of which is owned indirectly by a
U.8, corporation.

2) The other major point involves the effect of the income tax surcharge on
the foreign tax credit. The present 10% tax surcharge, vhich when Propoud was
consistently called a temporary tax on a tax, was generally understood to apply
equally to all taxpayers, regardless of the nature of their income. This important
equity objective is achieved only by imposing the surcharge as the last step in the
tax computation.

As it was enacted, however, the surcharge is imposed in an intermediate
computation before the foreign tax credit, instead of on the final tax, with the
result that corporate taxpayers having foreign source income bear a tax surcharge
having a disproportionate  .igh effective rate. This is not only inequitable,
but also questionable unac. .ne foreign tax conventions. We recommend that the
lav be amended to limit the tax surcharge to 5% (or vhatever rate is determined
after 1969) of the tax which would have applied in the absence of the surcharge,
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VII - MOVING EXPENSES

The House-passed bill recognizes that moreequitable tax treatment of moving
expenses is necessary. Labor mobility helps both the employer requeséing the move
and the economy as a whole. But it almost always inconveniences the individual
involved and his family. For them -~ the half million or more families involved
in employment-related mcves each year -- the least that can be done is to insure
that the tax effect is neutral.

The recogrition of the need to go beyond a "bare-bones" definition of moving
expenses to include so-called "indirect" expenses is welcome, The mechenics of the
proposals, however, raise some grcblems., 1t is reasonable to treat new employees,
who may have to relocate 1o assume their dutles, in the same fashion as transferred
employees. However, :n attempting to achieve uniformity in the tax treatment of
reimbursed &nz nor-reimbursel empioyces, the proposal would have reimbursements
included ir gross in:cwe with an oofsetting deduction for specified costs, subject
to an over-2ll linit of $2,500 for the "indirect" expenses.

The dollar i:mitaticn woula limi* the revenue loss to $100 million a yeer.
le questior whetler that is an appropriate criterion in this situation. The
personal intome tax 1s & tax on net income and a reimbursement of expenditures
Incurred &8 a result of the taxpayer's employmert is not income in an economic
sense if no enri:hmeat has tuken place. The taxpayer is merely restored to the
same position tinanclally that he would have occupied had the transfer not taken
place. They are expenses thst the employer has agreed to bear because of the
move, As such, the relmbursement is an employer expense -- not employee income.
Similarly, in the case of new or non-reimbursed emplo&ees, the expense of the move
should properly be considered as an expense attributeble to the earning of income.
We are not basically dealing with a revenue problem here, but with a technical

defect in the law.
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We would also like to point out that inasmuch as the categories of deductible
expenses would be stringently limited, it is not necessary to provide sdditional
controls in the form of dollgr limitations, '

One improvement that we suggest, if categories of deductible expenses are to
ve specified, is in the proposed time limit for deductible 1living expenses while
occupying temporary quarters in the new location. The legislation now before your
Comittee would limit such deductible expenses to those incurred during any period
of thirty consecutive days. We regard this as unreasonably restrictive., Many moves,
for example, are made on short notice, If it is considered necessary to impose some
time limitation, it should be not less than ninety days.

Also, the provision to extend the twenty-mile test-to fifty miles seems
unreasonable. Under this, no deduction would be allowed unless the taxpayer's
new principal place of work is at least fifty miles farther from his former
residence than was his former principal place of work. In many congested metro-
politan areas where most jobs are located, an additional thirty miles of commutation
is a resl hardship and forces a move of residence. We recommend that the present
twenty-mile test be retained.

It is our belief that the most realistic and equitable approach to moving
expenses is that all reimbursements and allowances for reasonable expenses and
losses octually incurred should not be subject to tax and that such expenses or
losses to the extent not reimbursed should be allowed as deductions. If it ia

necessary to limit the expenses and losses so treated to certain categories, then

certainly no further limitation should be imposed.
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VIII - TAXATION OF COOPERATIVES
It has lung been NAM'e policy that the discriminatory distribution of tax

burdens between cooperative and non-cooperative enterprises should be eliminated.
The deduction of patronage refunds from income before the calcilation of corporate

Income tax leaves cooperative enterprises in s preferred position with respect to

retained earnings. This reiul.ts in an advantage over their tax-paying competitors

and a loes to the Treasury. .

Section 531 of H.R. 13270 builds on the reform begun in the Revenus Act of
1962 bysratsing from 208 to 50% the patronage allucations that must be pald ot
currently. However, this change would Me ten years to accomplish. This section
alsc adds the requirement that, to be treated ag qunllfi'ed. patronage allocations
and per-unit retains muat be paid out in fifteen years. While this, too, 18 a
step in the right ditection, the period of time 18 much too long. At a minimum,
your Committee should consider shortening the pay-out period requirement from

fifteen years to five years,

iX - POLLUTION CONTROL

Secticn T04 of the bLill provides for & five year write-off of investments in
air and water pollution control equipment. We believe that broad scclal benelits
ac:-rue through the air und water quality control efforts of !lﬂutry. and that in
most Instances these efforts do not bring an economic return. We advocate that
such invastments should be accorded accelerated amortization up to and including
the mmediate write-off of the facility, at the option of the taxpayer, plus a
literal tax credit as is provided in numerous bills which have been introduced in
this and previous sessions of the Congress. Therefore, while the provision in the
pending bill is « grep in the right direction, it is still not commensurate with
what {8 needed to :chieve the benefits ard alleviate the burdens involved in

obtaining better envir.nmental quality throughout the natlon.
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In adgition, the provision includes two undesirable provisions, The first
ig a requirement that certification of thea.luipment must be obtained not only from
a st.te agency but also from a federal agency. This dual certification requirement,
with attendance red tape, paper work and delay, will serve to weaken attainment of
th; objective of the provision. Because the Congress has declared a national policy
; that the states have primary responsibility in the pollution control field, we
E strongly urge that certification of the eguipment should rest with the state agencies.
A second undesirable feature of this provision is that it would authorize the
gecretaries of InterfSr and Health, Rducation and Welfare to promulgate minimum

¥
,
K

performance standards for such This, likewis®;

/
//;h
16(c) of H.Rgim’?- received of a franshise

Nelokaies
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franchise. Such provisions, however, would not apply with respect to amounts
received in connection with a <runsfer of a franchise to the extent attributable
to the transfer of all substantlal rights to a patent, trademark, or tradename,
(or an uniivided interest therein which includes a part of all such rights), to
the extent such amounis are separately identified and are reasonable in amount,

In addition to patents, trademerks end tradenumes, the transfer of a franchise '
could aiso include the transfer of other property necessary and pertinent to full
realization of the tenefits of the franthise, such as secret processes which have
not teen patented. We see no reason why property rights transferred in connection
With & franchise <hich are not pet-nted stiouid be treated in a different manner
then property in the form of patents, We rezommend, therefore, that the exception’
coatained in subsection (c) of proposed Section 1252 as now worded be amended to

incl.a» "secrat grazgss.s" in airirior to patents, trademarks and tradenames.

K11 - TREBLE U.VAGDS N AN -TRUST ACTIONS

I wouid ‘ike 3% Tnis tome ‘3 ¢wpte vre position of the NAM regarding a tax
propouzl whizh altise.gh not part of tro Hovse bill is now pending before this
Cemzitive 12 .r-pzear referr~d 1o,8s contaired in 8. 2156 and S. 2631, would
ovartare a 1396% ryiing o ke Irtzrnal Revenue Service (Rev. Rul. 64-224) holding
thet amcunts perd 1n satiafetion of trebk lamege claims under Section b of the
Clayton A-t ar: fu. t.tle for federal income tax purpose~ as ordinary and necessary
-business expeises

We 2re of:cswd to the snectment cf the proposal contained in 8. 2156 and
S. 263 fur the foilcwing resscns: (1) Rew. Rul. 64-224 is a correct interpretation
of the appli~sble <ax law; (2) the Tex Code should not be used for "backdoor"
reguiaticn of #hat Is e:sentially a social and economic problem; and (3) the denial

of a Jedu ticn for trebie damages paid by o corporation harms the corporation's
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ghareholders who, especially in publicly-owned companies, will in general have

been innocent of any wrongdoing.

The Supreme Court has consistently held that it will countenance the disallow-

ance of otherwise permissible business deductions only where the allowance would

“frustrate sharply defined national or state policies...". Commissioner v. Tellier,
383 U.8. 687 (1966). The Court has denied business deductions on the ground that
they "frustrate sharply defined"public policies in only two categories of cases:

(a) Payments of fines and penalties to governmental bodies, and (b) Payments
specifically prohibited by longstanding Treaswry regulations. Treble damages
obviously do not fit the second category, and although there is contrary dictum

in the case of Commissioner v. Glenshaw Glass Co., 348 U.S. U26 (1955), it has

also been consistently held that treble damages are not meant to punish wrongdoers
as is the case of fines and penalties, but insteed are remedial and compensatory

in nature. Huntington v. Attrill, 146 U.S. 657 (1892); Overnight Motor Transportation

Co, Inc. v. Missel, 316 U.8. 572 (1942). Any legislation to deny a deduction for

treble damages wmust be analyzed with the consideration in mind that it would be
inconsistent with the principles laid down in the above line of cases.

It has been readily admitted by proponents of the subject proposal that it is
intended as a deterrent to violations of the anti-trust laws. We submit that the
Internal Revenue Code is the wrong place to deal with this problem. The anti-trust
statutes already contain many deterrents to violations, including substantial fines
and penalties which, even under present law, are not deductible., The integrity of
the tax statute, however, should, we fee., be maintained. As stated by Mr. Justice
Stewart in the Court's “opinion in the unsnimous decision in Tellier, supra:

We start with the proposition that the federal income
tax is a tax on net income, not a sanction against -

wrongdoing. That principle has been firmly imbedded in
the tax statute from the beginning.

189



-26 -

The burden of a treble damnge payment made by a corporatien is ultimately,
of course, borne by the corporstion's shareholders. The lubJo'ct proposal would
1ncr.eaae thig burden by denying the corporation a deduction for a payment which
wost &, ~ce is an ordinery and necessary expense of the corporation. This "sanction
against wrongdoing” will thus harm persons who by and large, especially in publicly-
4ned corporations, will have been innocent of any wrongdoing.

For these reasons we urge that the proposal to deny a deduction for treble

damage payments in anti-trust cases be reJccteﬁ.

CONCLUSION

in conclision, I would like to quote from an address by George Champion,
former Chairman of the Board of The Chase Manhatten Bank, before our Taxation
Committee last year. His remarks go right to the heart of the problem with
H.R. 1327C:

For far too many people, the words still conjures up a
19th century vision of little old ladies clipping
coupons in bank veults. They think of capital as
stagnant, lifeless. having nothing whatever to do with
them or the world they live in.

These people must be reminded that capital is what keeps
us all going, rich or poor, young or old. The American
worker enjoys the highest standard of living in the world
because somebody has invested $15,000 to $20,000 in the
tools he works with. He is able to do the job because we
ere investing 6 percent of our total Gross National Product
every year to educate him and millions of others. If he
has time to think, to read, to dream, to enjoy life, it is
because he is prosperous -- and he is prosperous because
capital has been invested in him.

Capital is what keeps us 3oing, and I urge your Committee to revise the anti-
capital formation features of this bill so that it can continue to perform the job

we al_ want it to.
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Ocsteber 3, 199

1e brist, she Betimaal ChENbSS Sugpesse:

co LNSTOB0IRg the otemderd deduction ao peoviding & dagves of simpli-
fication fog & locge aunber of tempeyese;

eo rofuting Lan totas 4 tadividusls snd corporations oo previdiag &
dagres of oquity (or ¢ large mmber cf tampayess;

«o odopting the SO0 maimus tan rete on corned tacems, but requeste
the concapt be appiied to all pessenal (neene;

- bresdaniag of the sliowable soving umpense dedustions, but Teosoumands
s lidesalistng of the dellar Limitations;

«s roggaling of the wiisited chuublo doduction]
ee enosting the M‘}n provisien -c.up. the wareleted buoiness
inone tas} o

. m,mm. and ou'ulyt’ of the ineeme ncn.” peovisions as
stenting nesded relief (rem the overpogressive (aceme ten ucq{ od

. ltuulum mupu provisiens .

e Chanper oppesee:

s autending the apu,l ,atn a-m., m}“ oF shanging the. - gote o0
seriouely iapetriag the flew fl/rdd’ tavestaqat copital} ‘

.. u-um the we gl %olmg letion - seal cotate 00 being
harwivl to e u‘qny vtu§ te our oc.ru" }

e alloving an mul to otate ,‘ -,t,tp& goveramts to tﬁu either
taxable of tam-enemgt bonds 80 8.fire¢ o)t,/uru dopondupee o 17“ ovbeidien;
ehet

o changing the present lav dv‘.olom‘ wﬁn. restefctod otock,
sad ‘umpeouvp diotributions [ s /*

/
mm tovenves of emempt orgenisetiond uluo )nl tren an wrslated
business;

ee cresting - ancess doductions sccount u 300 complicated en eppresch
to the prodbiem of form lnul. -t o

=« the previsien relating te the disslliovence of sllecated doductions,
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5A 2N
THE TAR MEPOEN ACT OF 900
botere the

IONTS tna-m
{4
NS or m:’u ™ WITED STATES
VALESA VINTER

Osteber ), 1909

Wy some 16 Welhet Vinter. 1 am 6 Vice Preoidamt of the Chamber of
Conmarco of the United Statee oad Chotrusa of (Lo Tamelion Commitice. I o0
sise 6 pastaer (o the Chicage lov (iem of Roes, Nasdies, U'Resde, Bebvaca,
hugsld sad Persens .

1 on sccomponied by Rodert A, Stathas, Tamstion and Finsace Nanager of
the Chamber.

N, Chatrmen, the Notiensl Chanber sppreciotes this oppertunity Lo present
1ts views on the propreed Taz Meform Act of 1909, The Amerisen business coamwaity
1o ancoodingly concorned with the durden of tanstion and (Lo sflest on the cesme
omy. We command your Committos for this Lateneive resppretesal of the taniag
systen. There osheuld de & comtinuing and thereugh consideration of the eatire
Tedat1a] tax systam, vith perticuler anphasies on the rete struclure, other revemse
soulces, 4nd on antmdnante ~eaded Lo remove the anbiguities and the wnintended
hardohipe and inaquities frem the Code,

This laginlation 10 eeid te Do the mest antensive stiampt ot refereing
ihe tex 1owe over undertahon, Asowming 1to passage, it vill pley & msjer rele
I8 the course of the Notien'e oconsmy, and every soguant of the Anesicen (tee
nterpriss systes 10 coviain to be affected by 1t provisions., It 40 in the best
interests of the country that this legislation de ueed te previde grestier equity
in the tas lawe m simplify compliance for the tanpeyes. 1t should aet be used
48 an (notrwment to quash individual taitiative to save and invest and previde
Jobe and & better standard of living ler eur citiseme,

Thie leglolation received hasty considerstion In the Newse at the Lise
of 1o passage., Leglolation of this magnitude and complenity toquivres thet &
grest ammunt of time be givem to the review of (Lo contants ond Lmpest on tane
payers. 1t (o urged that the Commities give sdeguate time o the considerstion
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of the tan prepesels in thio bill, The pgesl (0 net the mnectaent of juet & tes
rolorm Bill <« but the enactaent of a ten referm bill to serve the long-term bast
interests of ihe Nation, ond the Chasber wrges the ensciment of such tas refors
legislation,

A re0sen givan [of Lhe anactuant of this legisiation 10 Lo msintais the
confidonce ol tanpsyers in out salf-assessment systam of tazstion. I¢ 18 contended
th3t lanpeyes norale 10 an inportont facter Lo be consideted. Serious questions
hove boen reaioed these past memthe which tend to underaine the confidence of tas-
poyers, both (ndividual end corporate, in Lhe FPederal tan laws., 1f this confidence
1¢ wet restored, theee administering the tax lawe will have preblams obtainiag the
Tovenue tequicted [oF necessery government opersatiens,

Many of the preposale in this legislation aflect sections of the Code
which hove been on the beshs [or meny yesrs and vere sdepted by the Cemgress vith
good and preper resson at the time. It 0 impertant thet ve guard agsinet constant
chongs 1a the tax lovs leot this tn 1tself have & damorelising offsct. 1t {0
reslised thet tine and conditions change, and vhat may have been equitsble Ia
the judgment of Congrees st one time may not new be considered squitadle. Never.
theless, Congress must aveid tncluding previsions in the tax lowe which vill re-
Quite abrupt chonge slier & short peried of time., 1t (0 quenadingly inportent
that adoquate considerstion be given to proposed changes Lo mehe sure that what
16 betng enacted vill previde lasting selutions rather than temperery confusion.

Sunmary of Chamber's Pegi’ion

Ia brief, the Nationsl g oV L0

e {ncreasing the standard deduction as providing ¢ degres of simpli~
fication fer & large number of tampaycre;

-« reducing tan rates of Individuale and corporetions 88 previding &
degree of equity for & large number of taxpeyers;

«o adopiing the 508 sanimum tax rate on esrned income, but requests the
concept be applied to all personsl income;

e« breadarniang the allowable moving expense deductions, but recommends
8 Lideralising of the dollar limitations;

e repealing the unlimited charitable deduction;
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.- onssting the Cloy-Drowe provision extending the wareloted business

income LOB;
.- liberalising ond simplitying the Lacene Sveragiang provisiens 80
groncing acsded reliel frem the sverpregressive inrend tan r8ted, ond

.« libersliistng depreciation provioiens,

he Chomber oppeees!

.- eutending the capiial gaine hulding deried of cheaging the rete o8
sotiously 10gairing the (lov of needed iwvestasal capitsl;

.« 1initing the use of accolorated doprecistion on real ootale o8 being
Mreiul (0 on (ndustry vital to our oconewy;

.o allowing on vption te 818L0 and municipsl governments te toove etther
teneble or tas-enempt bonds ae o (iret step tovsrd depondence on Fodesel oubetdion;

-« chasging the present lev en deferred compenestion, cootrictod otech,
ané Yump-oum dlotTidULIONS;

oo taning Tevenuss of exempt orpgenisatiens unless derived frem on unrelated
NS 10e8s;

ee crOOCIng 00 encess doductions account 89 tee complicated an appresch
te the prodlem of farwm losses, and

.« the provision telating to the disellevence of sllocated doductions.

Isportance of Bate Mefers

Undes the previsions of N.R, 13270, duriag 1971 end 1972 tan rates of
individuale will be reduced. When totally effective in 1972, the rete schedule
vill rus frem 132 to 653 (notead of the presemt 143 to 70T remge. The Natiemai
Ou-der fevers tan rete reductions for beth individusle and corporatisns and
urges ouch reductions.

The Nationsl Chamber has consistencly oppesed the highly pregressive
tncons tan reced and the detriments)l effect such rates have on 2ug econowmy.
Taxes should accomplish their purpose of ratsing revesues vith the lesst harm
10 & free economy, Whemever tax rates got so high that they deter tndividual
taitiative frem concentrating on improving business efficiency, they tend te
divert that (nitistive (anto finding wveys of avoiding taxnes.
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The 30-percent 1init on tan Totes 8pplicadle Lo aorned tacend previded
' ho Dil) 10 & otep 1n the right dizection. Neowever, it 10 the view of the
Nationsl Chomber thet the gesl sheuld Do to got the Pasisnm tas rete on 811
potoens! taseme belew 30 pescent.

With lover retes, the noed for tas planning will be reduced ond seme of
thio Netion's aset crestive emergies will bo unlesshed to contend with the myried
problens which confromnt us overy doy. We muet stiampt to cenfine eut taz oysies
to 1ts prise purpese of obisining csoemtial povermment rovesues vitheut serieusly
tajuring tanpeyers ond lapeding econsmic growth, If we do net, ve will have &
covenue oystem which will be used 6o & meens of fescing secisl and econemic changes
vhich 876 In vegue ot that time. The result vill ultimstely be & mote complen
00d (aconprehens idle code then ve presently have, and the concept of equity among
tanpeysse vill be subjugsted to the pressing damends of the dey.

T™hie legiolacion provides for tax rate reductions for individuale but
does net presently previde a rete reduction for corporations, The bill in (te
procsent form 10 out of balance. To p-ovide tan rate reduction for one clase of
tazpayess ead not (or another, in effect, shifts the burden of temation, Corpe~
cations undet the provisions of this bill vill not only be denied tax reduction
bt will got & tax {ncresss s 8 result of the repeal of the investment tex
ceedit. The originel ensctment of the credit was 8 resson given for not providing
corporations the same tax reduction a8 individuale (n the Revenus Act of 1964,
The Nouse Committes Report #7149 of Septamber 13, 196), at page 27, eteted:

"“This tax cut for corporations, vhen fully effective, will

ampunt to §2.2 billion & yesr. 1t should, of course, be viewed

in connection with the reduction provided by Congrees last yesr

in the form of an investment credit and the refotw provided last

yoor in the deprecistion guidelines. These taken, together, pro-

vide corporations with & tax reduction of spprouimstely $4)

biilton,"

And thie Committes in it Report #§30 of Jenuary 28, 1964, at pege 8,
otated:

“This bill prevides & balanced reduction between indjvidupls
and businese firwe. 1In thie respect, the bill {9 much the seme as
the bEL1 that came from the Nouwse., When fully effective, the bill

will reduce individusl income tezes by $9.2 billton and will reduce
corporate taxes by about $2.4 billion. These figures must be
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ovelusted slomg with the offestive tam soduction of 1962 threugh

the tovestment credit and depreciotion refesm, the uzn ohave

of vhich went 1o corpovations. Tohing the 1963 and 1964 pregrame

tegethes, the shere of the cedustion going to individuele Lo sbeut

tweethisde and 1o cosporationy sbout ene-thivd, which 19 spprenisstely
the S selotive sheres of individuele end corpovetions in lnewme

-

Thee, to olininate the iavestmant tos esedit Fesuico in & discrininstory
tacrense 1n tones fof corpocations. To give & tos vredustion to Ladividuslo ond
aot Lo coiperstions (o thio legleiision compounde this discriminstion. These 10
80 resoon why the tanpayer whe hao chosen Lo incerperate his buoinese sheuld be
diocrininsted agstinst, and the asucerperste teapeyer (avered i legtloletion

deeigned to previde tam rete reduction.

Liselificetion

Stlexte should bo made Lo oiuplify the tas lawe. 1n terms of equity,

the ~omplemity of the Iaternsl Nevenue Codo msy de the largest losphele in the
tex lowe. This roverse loophole prevents teapeyere frem utilising provisiens
benelicial to than and (0 just as Lnequiteble 00 the mere renowmed loophole which
provides an uniatended bamefit. It wight well be the tafecwscion gop thet emiots
betwesn tanpeyers en the one hand, and the ressens for the varicus sections on
the ether, thet 10 playing o large rele in penessting the se-celled taspeyera’
tevelt,

We reslise otmplicity and equity éo net sluays go hend in hand, and that
there sust be comples provieiens in the tazn lewe te previde fair tresteemt for
nsay of our medern comples problame. While tanpsyers bamesn the meay pages sdded
to the Incernel Rovenue Code esch time Congress emacts & tax bill, there 1o oimply
00 way in which thie can be avoided entirely 1f ve ave to contimue to place the
emphssis vhich ve now place upem the income tax 68 & seurce for rajsing mecessery
revenuss. It 10 heped, hewever, that simplification will be an tngredient of
consideration for tax veform deliberations.

Standard Dedustign
The Netionsl Chamber supports an incresss in the vegulas stendasd
deduction as the cleavest way to simplify cemplisace with the tex lewe for o
large number of taxpayers. The resulting deduction sheuld conform to the
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doduction profile tellected in cutrent returne 1n order (o retain equily betweesn
Lazpoysse woting the standard deduction oad theoo itamising deductions.

The bil} tncresses the present 10X otanderd deduction with 1Lo asniowe
of $1,000 to & vote of 151 and 32,000 by 1972, Nescrly 34 millien returme will
benefit (rem thio incrense., Thio 1o elightly mere than ene-half of oll tamable
soturme, Thio will incresse the mumber of tazpeyers using the stendard deduction
frem 381 to nesrly 703, resulting in & ohift of 8.4 millien tampayers, vhe new
ttanise, to the use of the standard deductien,

Alloving 8.6 nillion tazpayers to sliminate the tedious bookheeping
necessary for Ltemising deductions would simplifly compliance and serve beth the
tndividual end government. 1t weuld grestly reduce the need for eudite. Just
60 iapettant, it veuld greatly otaplify the tax lows for s lacge segeent of tas-
peyere.

1ncome Avesaging

Our sharply progressive tax cates ace clesrly ome of the prime ressens
for having income averaging previsions. Our rete structure Ttesults in eignifie
coatly greater tax liability vhen an tndividual receives & large portion of his
fucome in & single yesar, than there would be (f that inceme had been received in
oqual smounte over seversl years. The income sveraging provieions were designed
to afford & measure of relief to such an individual,

The Nationsl Chamber supports the principle of fncome sveraging. Ve
believe that the benefit of the income averaging previsiens 10 greatly incressed
by the provisions in the Meuse bill. The Chasber urged in the Mouss hestings
that the 13 1/3 percant requitement be lowered to 130 percent or less and that
the provisions be simplified, The Nouse bill accomplishes this sad also simplifies
the provisions by not encluding capital gains, wvegering aad gifts from averaging.

The preseat income averaging provisions do not apply vhere the {ncame of
the current yesr 10 below the aversge base period incoms. The Netional Chamber
recommends that averaging be svailable to those who suffer & reduction in incoms,
on the same basie a9 those who have an incressed in incoms. This form of aversging
coutd be adopted by alloving & credit against current tax lisbility for e portion
of prior taxes peid,

I



.7

Heving Rapenoes

The xetional Chenber balieves thet ampleyes waving empense doductions

are i1n the best intesest of the Natien and the ecenany, ond will ast result 1o
the lose of tas sovenue over the long rwn. A mebile leber Lerce 10 & necessity.
Tociors which restrict mebility and couse empleves hardehip should be olisimated.
Meny compenios have seslised this and are reimbursing their eapleyses 107 meviag
coots. These reimbureements 8Te net considered compensstion by empleyers or by
the saployses. Thie {0 merely an effurt to reduce Lhe persensl 1608 coused by
on enployes's move [rem ene Job location to snether.

the provisiens of W.R. 13270 reduce the inequities of empleyes meving
exponse Lasation by alloving deductions tor the (ellowing:

I. Eupenses for premove househunting tripe, including cost of transpase
tation, neals, and lodging for the tanpeyer and mambers of his
household;

2. Tempotary living azpenses at the new Job location, including coete
of neale and ledging (or the taxpsyst and members of his housaheld
at the new job locetion wvhile wveiting to move into permsaent
quarters, sad

3. Cetstain enpenses of selling the old house, buying & new house,
or settling an unaxpized lesse,

Alloving these deductions will lessen the tan butden on employees who
sre reimburoed for {insacial lossss ircuited in moving trom one job locetion to
anothet, These deductions would be allowed whether of nut canpeyers 81e Feime
bursed by their employets.,

In conjunction with the above proposal to brosden the alliowence for moving
expense deductions, the biil provides for o $2,500 overall limitation on these
thres now deduction categories. The total of the [iret two camnot exceed $1,000,
the National Chamber does not feel that such limitations are appropriste, 1
the categories of sllowsdle expenses are resgonsble, then the actusl expenses
incurred should be allowable without regard to en arbitrary limit,

Under the terme of the bill, the so-celled 20-mile test would be
incressed, Presently, to qualily (or moving espense deductions, the taxpayer's
nev piace of employment wvst be at least 10 miles tarther from his old vesidence
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than bio olé pleco of wmployment. The 30 miles hos boen chenged to 30 silee.
THio propessl 10 (noquitedle ond would result (o wmisir trestment. Ascordiag to
the Howeo repect thie wes dene to oliniaste dedustions (of fates-ovburd asves
vithin ¢ notsopolitan aves. Newever, to (llustrate the inequity of oush &
peopessl, & 30-mile lintt « mid olininate the dedustion for & tanpeyer whe hed
6 Job chonge (rem Voshingten to Daltimere.

1t 10 impottant to censider that & mumber of compenies 6re meving out of
the cities ond Late the subushs. A 30-uile test weuld de testrictive on meny of
the lower Laseme amployess vhe live (n the city, end discourage them frem [ellowing
their employmant. Clearly this (o & cheage which should be given furtner comsid-
sretion bolere being sdepted.

T™he Netional Chamber has loag supperted ¢ bresdening of the meving expense
dodustion. The Chamber would go further end include uspemece of inpreviag the
salobility of the old restdence and sloe taslude ony miscelloncevs expenses relsted
10 the meve,

capitel gojag

Thio legislation io prone te place & much greater tax burden 03 the
favestes. This to particulacly trve in the case of copitsl goaine. The economic
consequences of the proposals in thie sres ate certain to be undesirabdle not
oaly for those taxpayers affected, dut alse for the Nation as & vhole. The
Adainiotration recognises this. In hie testimeny Lelose this Committes on
Soptember «, 1969, Secretary of the Tressury Devid M. Kennedy stated:

“lavestment 1n the yo r. 3..44 mey 8100 bo impeded by
the preposed changes in tax tvestment of cepitsl gaine. We
believe thess changes go too far, Our original propossls
were designed Lo prevent excesses rather thea fundsasntslly
lter such ten trestment. Accordingly, ve recommend retese
tion of the 6emonth holding pericd, 88 contrasted vith the
eutension to one year (n N,R, 13270, 3o eddition, ve faver
retention of the maximum 23 percent rate on capitel gaing,
omcopt in cases of very lacge gaine relative te ordinery
incoms. 1n these instances, vhich would effect o relatively
omsll number of individusle, the rate could ciee a0 high o0
32-1/2 pescent, of to half the nev top bracket sete of 63
peccent,

Langthening the cepital gaine holding period frem eix to twelve months
10 aet {n the national tntetesi, BSuch & change in the tax lews {s certain to
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roduse the eveilebiliity of vanture copital eod Lahibit cosnenic grewth. lavesters
who are sov villing to plece theis sovings s bigh rish ventures are poiag to be
eore telustont to wshe such 1avestments. We 40 net agses with the Heouse Committes'
ropert thet the b-msnth holding puried ¢oee not propecly corry sut the tatemt of
Congress Lo provide epecisl tox tsestmens fov investment o9 diotiaguiohed fsee
oposulative gains. The b-msath pecied 10 anple to eliniaste both these whe ashe

o liviag foem shott-torm s8les ond those engeged Lo highly speculetive ohert.

torm ventutes. It msy be trve thete 10 & bunching of tcemssctions ot the ent of
oin seathe, but thie 16 to be axpestoed frem eay Jeugth of helding pesied provided
ir the low,

1t 10 impertent that the tom +owe not discourege the (cee flow of copitel
feom one Lavestaont (o enother. Extending the holdiang peried weuld heve the
otlect of doing just thet, lavesters weuld find their copital (resen Late in-
vestasnts, ond wveuld be deterred (rem ovitching to better iavestment epportuaitios
ducing the entended holding peried. 1nstend of placing lese emphasie on the tas
consequences of business tremssctions, sayens mshing 60 favestasnt weuld have te
be fully sware of the taxm resulte of esuch & lmgthy helding pesied.

Tempering vith the helding period could have seriouws leng-term offects
on the industrisl and technelegical grewth of the country. The {insaciag of anew
plente aad oquipment (0 in large wessure depondent on funds provided {rem ihe
tesusnce of corperate securities. The effect of this previsiea weuld be to
diocourege investment {n such securities end to tncrease fimsncing coets.

The cepesl of the alternative vate for individuale slee preduces oimiler
problems., While it Lo true that this prisarily sffects & raletively emall aumder
of tazpsyere in the higher iaseme brackets, it 10 thio greup that prevides msuch
of the ciok capiial. Agsin we 000 &n (nscence in which the tax lows could have
the effect of freesing imvestment cspital. The Natiensl Chember alee oppeses
increasing the sltermative capital gains tax rete for corperations.

ftate end iiveicipel Bond lntereet

The iaterest on etate snd local government securities has been exempt
from Pederal income tax since the tax was sdepted (n 1913, The exemption doee
oot apply to certain tndustrial development bonds which were made tamsble as &
tosult of the Revenue Bxpenditucte Contzol Act of 1968. In almest all tex referw



hossings since the adeption of the tncems tan, eltatnstion of the enamption of
iatesest on state ond loce! govermment socuritios hao been dlocuseed, but Congress
hee cheson to retalnm {8,

State ond lecsl govervmmte are highly {opendent on bond (00ues Lo
finsace ochoole, collogos, hoepitale, highvaye snd other copital (aprovensats.
Any sbridgment of this bending power can Tosuit (n o grester losd being pleced
o8 the alresdy overburdened preperty tax, In edditien, msny etate legislaturer
are olready finding difficulttonr in locating new sources of revenues to meet
increseing coote of otate oad local goverwment. Neither the etates ner the
lesel goreraments con afford to bo soddled vith neadiess additionsl cooco of
govermment

1t 10 the viev of the Natienal Chember that amy chenge {rom the present
tan treatment of interest on otate and municipsl securitios would not be in the
bost totereets of the Nation ond of maintaining the independence of the states
ond suaicipeliicios. Gremting otetes and municipsliitioe the option of tesuing
texable bonds and having the Federel gevernment pay the edditionsl interest
costs involved by substdies to the states and wunicipsiities (8 snather etep
towecd greater Federel domination,

Under the propossle (n this legislation, the cholce of issuing taxable
or tan-exempt bends appesrs to be left to the stete or municipality, Howevar,
vhete & premium 10 offered to those tesuing tenable bonds, it seems that the
practicalicion are diluted, 1! most of the new bonds are fesued ae taxable by
“choice", then it vill only be a short time before it 10 concluded that the
tan-exempt choice (0 no longer needed. A new svenue 8 then opened for mmn e
intervention by the Federsl government 1n the affaive of stete eand tocol govern-
ments, It oflers the opportunity for etringe tn be placed on the subsidies.

The long-run effect of this legielation 10 to remove the tex-exeup.
status of state and municipal securitios and to meke the states and munici:
palities more dependent on the government in Washington, This provisio:
should be removed from the legisletion,

Resl Estats Depreciation

The need for housing in the decade shead presents an acute prodblem
With the construction industry playing such a vital role in the econom? and
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(o the oolution of o0 meny of our eocial probieme, 1t 10 difficult to retionalise
the resteictiond being prepesed on accelevated deprocistion at this time.

Under the bill the 200-percent declining dalance end the sum of the yeere
digite methods of reel estate depreciation sre lisited to new residential housing,
Oth.t new cesl estate 18 to be limited to the 130-parcent declining balence sethod.
for used buildings acquired after July 23, 1969, only straight-line deprecistion
10 to be slloved. These provisions are sure to have & devastating effect on the
constsuction induatcy,

Accelorated deprociation for resl estate 10 often ceferced to as o tex
Jhelter, and those who use (¢t often are referced to as speculators. Those wno
whe such teferences often fail to point out how many psople are living in new
housing because these provisions are in the tax lew, They fetl to point out
hov many blighted aress have been changed with the comstruction of new buildings
by those who used these tax provistons. They fail to potnat out how much new
construction has been added to the property taz rolle to share the cost burden
of local government,

The House repost suggeste the prime resson for the changes in this ares
1o to prevent tax avoidance. Cartainly the tightening of the recapture provisions
of Section 1250 te the better method of attacking this predblem. Such an approsch
vill not have the effect of discouraging investment that some of the proposed
changes tn the lav in thie bil] will have.

\ 119}

The Netional Chember opposes the proposed changes in the current tax
treataent of nonequalified deferred compensation plans. Deferred compensation
"8s boen used by both large and small companies for & number of years to attract
sxecutive talent, This bill would have the effect of discouraging the use of
certain types of executive compensation. 1t would tax deferted compensation at
rates applicable to compensation vhen earned, rather than et rates a plicable at
the time the compensation (o received.

In effect, deferred compensation 19 & promise by the company to pay &
fus of money in the future, under circumstances where there (s not constructive
teceipt, Certainly to tax this income as though it were received (s not in
keeping with the concept of tamation of income on & cash basis.
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Subjecting deferred cowpensation to & minimun tay on deferred peyments
over $10,000 in & year will add greater complexity to the Code. While such
complexity mey be necessary for the sake of equity, 1= sppesre that this
provision is certain to require very complicated computstions for & cumber
of taxpayers.

The b1l does not consider deferred compensetion s esrmed income for
purposes of the 307 maxisum merginal tax. As & result, future deferted compen-
sation payments that are thrown back to 1970 snd theresfter, cem be subjected to
s tax in excess of 30%, but the same income under the terms of the bill would
have & maximum vate of S0% {f it were not deferved. This differemce in trest-
ment accorded earned income and nomesrned income does not appest to be equitable,

The Nationsl Chamber is opposed to provisions in the bill which would
eliminate the present capitsl gains trestment accorded lump-oum distridutions
from qualified employes plans. These changes could have the effect of aimost
doubling the employes's tax on amployer contributions by taxing those contributlons
at ordinary rather than capital gains rates. This would result in employees
having less money available at the termination of employment then they had antice
ipated, Most of those vho would be hurt by what ie being proposed are esployees
vwith modest incomes, Many of them have built their plans for retirement around
profit-sharing plans, The incressed tax burden would have depressing effects on
their future economic welfare., The burden ie not eliminsted by the averaging
formuls proposed.

This proposal to eliminste the capital gains treatment of lump-sum
dietributions is also certain to have an impact on Pedersl rovenues. The incens
tives for greater productivity of the employes vho participates in a profit-
shaiing plan will be diminished by the greater tax burden inflicted by this
legislation., This reduced economic productivity {s certain to have the effect
ot reducing Federsl revenues.

The provisions of H,R, 13270 would tax receipt of restricted stock when
the risk of forfeiture is removed. Thus, taxpayers could be taxed immedistely
on property which they might not be able to sell to pey the tax. This presents
the serious problem of requiring taxpayer liquidity upon receipt of & nonliquid
asset,
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The Chember recommends twe limitatiens to the curremt veetricted steck
provisions which weuld eliminate abuse in this sres vitheut destreying their
sssic veefulness. Fivet, the steck used should be linited to cempoay steck or
otock of an affiliated group. This sssures thet the empleyee’s futuze 1o dizectly
tied to hio enploysr's. Secend, the iesusace of the steck suet be tied to ampley
seat. In this wvey it camnet be used for poyment to independent ceatrectoers,

It is moet importamt to emcoutrsge ampleoyes stock owmership., This e best
schieved through the use of stock options and restricted stock plems. Key
wployess must be retained by & compeny ond tend to incresse the productivity of
that company. Increased preductivity 1o an impertsat factor in fighting inflatien,
snd eny discuption of a compeny's employes compensation prectices msy reduce that
company ‘s output,

L t 3

With regard to the provisions in the legislation relatiag to the limit
oo tax preferences, the Natiomal Chasber vecognises the problem that existes end
thet some individusle can avoid paying taxes. But the Chamber does not endorse
the LTP, This chenge in the tax lawve i enceedingly complex. 1t places an
enphasis on grose income, snd could very well become the forerunaner of s groes
receipts tax on all tampayers. MNew tanes often ave designed to affect only o
fov individusls, but s the need for revenuwes incresse the temptation is to
enlarge their scope to include everyone,

Other sections of the bill directly affect the same so-called preference
sreas included in LTP., Thie direct trestment is the preferred approach if changes
are to be made,

The Chamber oppeses the provision relating to the disallowence of
sllocated deductions tn N.R, 13270, Agaia the complexity end sdninistretive
problems sssocisted wvith this proposal are enough to cause second thoughts adout
its visdom, 1f thie provieion is enscted few, if say, investasnt decisions will
bs made by tndividuale vithout the guidanse of an ampert tax advisor. The purpese
of this provision {s to tan income indirectly which is net taned directly., Meay
of the tax problems in emistemce todsy are dus to attempts to do indirectly what
would better be done directly. -
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limited Charitadle butd

The Nectional Chamber supperts the eliminstion of the unlimited charitadle
contribution.

113 tnors on (7]

The Nationsl Chasber believes that che sttainment and matntenance of &
sourd demestic mining industry requires wore ample recognition in the tax lewe
that utaing 10 unique, It 18 unique in that 1t exhsusts ite aseats in the coures
ot ite operation; that exploracion for snd discovery and development of new mining
deposite continually grov more difficult, more costly and fimencielly more hasardous;
end that a recovery of capital acd raturmn on investment commensurate with the risks
10 cssential to fnduce venture capitel to enter this hasardous financial fleld,

To meet the required national needs and to sssure adequate continusnce
of the industry by the replacement of exhausted mineral sssets, the tax lawe .
should provide that all nonreneweble natural resource industries bs granted
adequate dapletion sllovances. 1In addition, provieion should be msde for the
current deduction of resesrch prospecting, exploration and development costs or,
at the election of the taxpayer, such deferwent a8 the taxpayer deems most appro-
priate in each case, without the now-existing limitations.

Tax lowve must recognize that rising energy demends in this Nation require
the constant development and maintenance of s healthy petroleum industry, Explo-
ration and development of petroleum resources grov more difficult, more costly,
and financially more hasardous. Venture capital will continue to be attracted
in this fiald only {f the rewerd for success {s commensurate with the risks in-
volved. Therefore, to meet national needs and to assure development of oil and
natural gas produced for eusrgy use, che Chamber believes the tax laws must
continue to provide adequate depletion allowsnces.

Gesoltve Teres

1t has been recommended at these hearings that nonbusiness state gasoline
taxes no longer be deductidle. State gssoline taxes paid by an individusl are
presently deductible for Federal incoms tax purposes, evem though they are not
business eaxpenses. The National Chamber believes that this is correct snd that
such deductions should be permitted eo long as deductions sre allowed generally
for state taxes paid,
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Deductibiliity of Antitrust Treble Damsge Peymsnts

Presently, amounts paid tn eatisfaction of treble damage satitzust claime
under Section & of the Clayton Act are fully deductible as business empenses for
Joders] income tax purposss, There has been sowe discuseion that changes might
be sade {n the tax reforw bill to prohidit deduction of tvo-thirds of such treble
damage payments vhere the taxpayer has been convicted of violation of the anti-
trust lave or has entered & plea of gutlty or nolo contandere in such litigation,

Where the purpose behind the etatute compelling the vrongdoer to make
payments s remedial (n nature and i intended to provide a formula for the
reparation of & private injury == such payments properly constitute allowsble
deductions, Where a lav (s intended to punish a wvrongdoer, punishment would bde
witigsted by the allowence of an {ncome tan deduction, Actions that are brought
uader Section & of the Clayton Act are remedial in nature, since the purpose
behind that section of the Act is to allow the victia a method of recovering the
damages inflicted and not to punish the wvrongdoer. To disallow the deduction of
treble damages would amount to ignoring the remedial characteristic of that part
of tue lav and inflict punisheent by use of tax lews,

“he tax laws ehould be used for the purpose of collection of revenues to
scet the necessary costs of government. Their putpose shouid not be extended to
inflicting punishment for violations «f nontax lave,

The antitrust laws are very complex. 1t fe often difficult for those in
the agencies of government who enforce the laws to agree on vhether s violation
has occurred, and the courts have often exparienced difficulty in determining
vhether the lav vas violated. This difficulty of interpretation means that there
vill be businesses subjected to treble dameges sven though they have made every
eftort to avoid violating the antitrust lavs, In such cases, treble damages provide
conedial velief for the injured party, and the tax lews should not inflict a fine
in such cases.

Clay-Brown
As & result of the Suprems Court decision known as the Clay-Brown casse,
toms tax-axempt organisations have become involved in certatn businese activities
completely unvelated to their exempt purpose, Situstions have occurred vhare o
tax-exempt foundstion acquires the stock of a corporation by agreeing to pay the
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torear owners & psrcentage of the profits up to & specified total, The corporaties
fe then liquidated and Lte assetes leased to 8 new compeny for a rental eomewvhat
less than the instaliment peyment obligations of the foundstion. The rental pay.
sents create deductions for the new company, thus veducing its tax L1iabilfty,
wvhile the rental receiptes are tax fres to the recipient exempt orgsmisstion. The
former ownere are subject only to capital gaine texstion,

The Natiomal Chamber supported the original tax on unrelated business
income of exempt organizations. It eo testified in 1950, vhen thie legielation
ves firet before Congress. The Chamber supports the provisions in H.R, 13270,
vhich would expend the unrelated businese income tax to include the unrelated
debt-finamced income of axempt organisations where the organisstion obtains such
incoms from property acquired or improved with borrowed funde.

Adverttoing Income of Kxempt Organisetions

The dill provides that advertieing income of an exespt organisation s
unreleted business incoms even though carried on in connection with activities
related to the orgsnisation's exempt putrpose.

The Nationsl Chamber has consistently supported taxing unrelated businesses
of tax-exempt orgsnisations. However, the Chamber opposes taxing revenues of taxe
exempt organisations unless derived from an uncelated businees.

In 1930, Congress snacted the provisions to tex the unrelated business
income of certain exempt orgenisstions, The action wes taken because some exempt
organizations wers engaging in businesses totslly unrelated to their exespt purposes.
Exsmples cited in Congressional hearings in 1950 included eome colleges and othar
institutions engaging in & variety of business undertakings such as the production
of sutomobile parts, chinswvare, and food products, and ths operation of thes:ires,
ofl waells and cotton gins, These businesses were totally unrelated to t! axempt
purposss of the organizations invoived and were rightly made subject to ta:, They
did nothing to further the exempt purposes of the exempt organization othar than
to provide a source of funds. Thus, Congress enscted the tax, generaily equivalent
to the tax on corporations, to spply to the income derived by exempt orgenizstions
from an "unrelated trade or business'.

After the enactment of the 1950 tax on unrelated business incoms of
taxeazempt organisstions, edvertising income of tax-axempt organizations continued
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to be exempt. Interpretation of the lew by the Intesrmal Revenue Service, by
Tressury, by exempt organisations, and by tampayers in gemeral was that advertising
{acome of such organisations wes exempt by lowv, Them in 1967, seventeen yesre
sfter the enactment of the unrelated business income tax, the Tressury Department
docided that 1t would adopt new regulstions and tax advertieing income of emempt
organisations, This interpretation of the lew by the Tressury regulations wes
contrary to the legislative history of the 1950 statute and the intent of Cougrees
ia its enactment.

Although 1t vas discussed at the hearings of the Internal Revenus Service,
the question of competition ie not the tesus. The lew makes no reference to
competition, doss not use it 80 & test, and as & matter of fact it would de
{epractical to do so, An unrelated business of & tax-exempt organisation e
taxsble vhether or not it o competing with snyone elee. A related business i
not taxable under the law -- whether or not it is competing.

Practically every tax-exempt orgsnisation competes in & business way,
The sonthly church dinner competes with the restaurants, the snnusl benefit show
of the local boys' club competes with privste theatres, the swisming pool of the
local civic sssocistion competes with commercisl swimming peols. Mo one suggeste
these activities should be taxed when they are an integral part of the exempt
purpose of the tax-exempt organisation - they are related businesses, They may
be separate businesses and they may compete -- but that is not the test.

The test 1s vhether there 1s a businese and whether it s related.
Congress knew this in 1950, understood why this had to be the test, and this ts
vhiat vas enacted in the lew,

The Code applies the unrelated business income tax only to the income
from an "unrelated trade or business”. 1f an exempt organisstion publishes o
mgazine containing advertising, the trade or business £s obviously pudblishing
the asgazine. Selling advertising fe merely one integral activity in the overall
operation of publishing the magasine, What the regulations say is that even
though publishing {s & business and is related, and therefore exempt, advertising
is & eoparate business and is tazable s an entity, and this s wvhat the proposal
in the bill would tax. This runs contrary to the genersl principles of taxation
vhich treat a trade or businese as the integrated sum of its various sctivities.
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The Supreme Court ot the United States has reccgnised that you cammot
fractionste sdvertising from editorial content. In the case of Grosjesn v.

American Press Company, Inc., 297 U,5. 233, the Coutt recognizsed that tazing
advertising is taxing the entire publication.

Practically all of the state and local chambers of commerce and trade
and professional organizations affiliuted with the Chamber of Commerce of the
United States fssue some type of regular publication, These publications explain
to people in this country and around the world the workings of the free enterprise
system, the American way of lifs, and our fom of government and economy., These
publications should not be discouraged, Certainly sows of these publications
include advertising -- 1t mskes them attractive and assiete in paying the cost
of the publications, Everyone agrees the tax revenues to be obtained frow taxing
their advertising income i small.

The National Chamber has consistently fought for the principles of
frec enterprise. 1t will not refrain from fighting for the maintensnce of the '
publications ot ite affiliated organizations which advance the cause of free
enterprise,

A further problem exists with the fact that the new Cocdes Ssction $13(c)
propused by Section 121(c) o! the bill, is headed "Advertising, Etc,., Activities",
.f the provisions of this Section are to bs enacted, it is urged this heading

be corrected so there will be no neec to titigate the meaning of "Etc,, Activities",

Farm lLosses

The National Chamber is aware of the problems which arise from special l
fir provisions. This is true with respect to receiving capital gains on the
¢ 1o of {tems whose cost was an ordinary deduction, However, the Chamber
*rViavas that the excess deductions account is too complex and should not be
used as a method of solving the problem,

1n addition, applying the excess deductions sccount provieions to only
those individuale who have nonfarm income in excess of $50,000 discriminates

‘ga:nst those farmers vio are investing in other areas because farwing may not
« 88 profitable as it used to be,
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Depreciation

1t s unfortunate that this legielation doss not contain needed
depreciation reforwm, If the {nvestment tax credit is to be repsaled, then thir
legislation should provide the kind of permenent capital recovery tax systes
tate country muet have {f {ts industry is to compete with the products of other
{ndustrial nations. The Tressury Department is making etudies in this sres, We
urge that reform {n thie ares be given priority, It is important that efforte
be made to vrite permsnent depreciation rates and sllowances into the lew, instead
of requiring & dependence on the depreciation guidelines, wvhich can be changed at
any time by administrative action, We also urge that this Comsittes take action
to eliminate by law the unfair and highly complex reserve ratio teet,

Conclusion

On behalf of the National Chamber 1 wish to again thank you, Mr. Chairmen,
snd the nambers of the Committes for this opportunity to testify on the wide range
of provisions in H,R, 13270, Your Committes is to be commended for holding
these hesrings and demonstrating your concern for the vital problems of tax reform,
Ve tope ve have been helpful in presenting the views of the business community to
the Committee,
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STATEMENT OF

SAUL PEARL, PRESIDENT
NACHINERY DEALERS NATIONAL ASSOCIATION (NDNA)

BEFORE THE
COMMITTEE ON FINANCE, UNITED STATES SENATE

WAGI'INGTON, D,C,
OCTOUER 3, 1969

Nr, Chosrmon and Nembers of the Committec:

My name is Saul Pearl and 1 appear here today
as o menber of the small business community as well as
in my capacity as President of the Machinery Deanlers
National Association (MDNA).

MDNA is n nationanl trade association composed
of 300 companies who have joined together to promote
the growth of the used machine tool industry in the
United States and Cannda, The Associntion has asked
me to testify primarily un the failure to include tax
revisions in H.R, 13270 to assist srall businesses, We
believe that tax incentives should be provided for small
businesses or in the alternative, H.R, 13270 should be
amcnded to include reforus of the depreciation tax
structure, This vitnl seguent of the Anerican economy
is hampered more than ever by the shortage of working
capital, compounded by the high interest rates and
spiraling inflation,
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We are concerned because our members and most
of our custorers are srall businesses, The products of
our industry, reconditioned used machine tools, often
present the only cconomically justifianble means for the
medium or small business enterprises to modernize their
facilitics,

Small businesses in the United States have o
difficult time competing with large domestic and foreign
firns because they have difficulty in securing addquate
capital, both debt and equity, These problems are par-
ticularly acute in the metalworking industry where
capital outlays are necessarily high, To jllustrate,
the Subcommittce on Specianl Investigations of Small
Business Problems of the House Select Conuittee on Small
Business held hearings in 1966 on the problems of the
tool and die and the mnchine tool industries and reported
to Congress that (1) these industrics are basic to the
econoric health of the nation; (2) that it is essential
for these industries to modernize and expand their pro-
ductive capncitics; (3) that additional financing is not
available from the private sector of the economy or from
special programs of the Small Business Administration,
Due to inflated costs and high interest rates, conditions

today are less favorable than in 1866,
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In Secretary Kennedy's appearance before this
Conmittce on Septewber 4 and 8, he indicated that the
Treasury Department wus considering other tax incentives
to replace the investment credit whach would stimulate
the continued modernization and expansion of our nation's
industrial plants, When aud if these incentives are con-
sidered by the Congress, we would hope that spectial
attention i8 given to the problems of smnll busineases,
In the intorim, we hope that the Committce will amend
H.H, 13270 to provide specinl relicf for small businesscs
in the following particulars:

1. The juvestment credit should be reinstated,
limited to the first $100,000 of purchascs of both new
and used equipment,

The prospect of the total repeal of the invest-
rent crcdit has already had its impact, Sales of machine
tools, both new and uscd, are among the leading indicators
used to gauge the domestic econony, Ve note that used
machine tool sales in August 1969 declined 19% from July
and plunmeted 3¥% in the last 3 months, New machine
tool sales in August declined 16% from July and now are
56% below levels 4 months ago, In our judgment the
limited reinstatement of the investment credit would be
the simplest and most cffective means of preserving

many of our nation's small businesscs,
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3, The noraml corporate tax rate should be
reduced on the first $25,000 of taxable income from 22%
to 30%, The 26% surtax would remain in effect, thercby
making the total corporate rate 46%,

Sccrctary Kennedy recommended a reduction in
the corporate rate to 46%, MDNA's recommcndation con-
cerning the normal and surtax rates is consistent with
Secretary Kennedy's recommendation except that by reduc-
ing the normal rate, iather than the surtex rate, small
busincsses would more significantly benefst,

3, The depreciation tax structure should be
reforsed to provide faster write offs on purchases of
new as well a8 mixed groups of uew and used cquipment,

dNost of the major industrial nations peruit
industry o rapid write off of plant and equipment
investmeonts which provides a greater cash flow for rescarch
and development, and additional investmeuts in new plants
and equipment, The Deprecintion Guidelines, issued by
the Treasury Department in 1962, moved in the direction
of the depreciation pattern of other nations, except for
the reserve ratio test, Previous witnesses have presented
testimony on the shortcomings of the reserve raotio test
and 1 have no intention of taking up the Committee's
time by repeating those criticisms, In brief, MDNA

believes that it is essentinl to climinate the reserve
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ratio test not only becnpuse of its cormplexity but also
to eastnblish more effective depreciation patterns,

For the years 1980 through 1967, fixed iuvest-
ment a8 a percentage of ygross national product was leas
in the United States than 1n any major developed country,
except the United Kingdom, Unless more internal funds
can be generated by /inerican induatry, and particularly
by small businesses, we will find our competitive posi-
tion weakening in the world marketplace, Internnl cash
flow could be generated by amending Section 167 of the
Internal Revenue Code to eliminate the requirenent that
the taxpayer establish a snlvoge value for depreciation
purposes, The nced for a toaxpayer to take salvage value
into account is obviated by the depreciation recapture
provisions of Section 1245, This secction works auto-
matically to recover as ordinary income any gain on the
sale of cquipment which is attributable to depreciation
deductions, Accordingly, we recommend that Section 167 be
amended to do away with the requirement that the tax-
payer's annual deduction for depreciation should be
limited by the salvage value,

Another way to provide direct assistance to
small busiuess would be to increase the additional first

year depreciation allowance of S8ection 179 from the
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present $10,000 ceiling to a more realistic level of at
least 348,000, The existing $10,000 ceiling has remained
unchanged since this section was added to the Code in 1958,
During that period, costs have spiraled to such an extent
that the $10,000 ceiling 18 no longer recalistic,

Purchases of modern used machinery enables many
small firms to upgrade and modernize existing facilities.
Depreciation incentives applicable to both new and used
machinery will not encourage prospective purchasers of
new machine tools to purchase used machinery since tlese
items do not compete in the same market, The average
cost of a new domestic machine tool is nearly $22,000,
while the average price for a used machine tool is
approximately $4,500,

In summary, MDNA recommends that Congress pro-
vide specific incentives for small business to nodernize
existing plant and equipment or, in the alternative, to
reform the existing depreciation structure by eliminating
the reserve ratio test, removing the salvage value as a
consideration in determining allowable depreciation,
increasing the $10,000 ceiling on the additional first
year depreciation to $25,000 and by permitting rapid
write offs for equipment, This latter recommendation
should take into consideration the shorter remaining

useful life of used equipment,
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We appreciate this opportunity to appear before
this Comuittee and will do our best to answer any questions

which merbers of the Conmittee iay have,

Machinery Dealers National Association
1400 Twentieth Street, NW
Washington, D. C,
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SUMMARY
of
Statemeat to Senate Finance Committec
on Tax Reform BilL (LR, 13270)
by
Harold Ketelhat
UAW Member

Frecpoat, Nlinois

October 3, 1969

I am a member of Local 765, United Auto Workers International Union,
1 have been a continuous union member since 1940, and from 1953 through 1958
served as a Local Business Representative for the International Association

of Machimsts on i full -time basis,

In my opinion, the political activitics of all tax-exempt organizations
should be curbed - - including the political activities of tax-exempt labor unfons,
1 resent the fiuct that the UAW has used my ducs money in efforts to defeat pol.
ftical candidates 1 support, Last year it opposed the re-eclection of the lute

Senator Dirksen, who was a member of your Committec,

To e, "tax justice means that all individuials and organizations would
be treated justly and cqually by the government, Preserving tax loopholus for
unicen that wpend their members® dues for political action wonld be a preat in-

L
Justice o the woi ki, people of this country,  That's tay opinion and the epinion

of altnust every wocker ve ever met,
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Statement to Senate Finanece Committer
on Tax Reform Bill (11, R, 13270)
by
Harold Ketelhat
UAW Member

Freeport, linois

October 3, 1969

Me. Chairman and Members of the Finance Committee:

My name is Harold Ketolhut, and my home address is 915 Scuth Chippewa
Avenue, Freeport, Ilinois. 1 am employed by Twin Dice, Incorporated, of
Rockford, Minois, and Tam a member of Local 765, United Auto Workers
International Union, | have been a continuous union member since 1941, and
from 1953 through 1958 served as a Local Business Represemtative for the Inter-
national Association of Muchinigts on a full-time basis,

In 1958 | helped organize the employces of a company in Monroe, Wisconsin
Contract negotiations with the employer began after the 1AM was certified as the
legal bargaining representative of the employees. The internationad union sent
one of its representatives to Monrae to asaiat the new local's union's bargaining
committee - - or so we thought, .

In the absence of members of the local bargaining committee, this Inter -
national Representative offerced management a deal. He said, in effect; "If you'll
agree to include a ‘union shop! clause in the contract so we can collect dues from
the cmployees, 111 permit you to set the wage rates.”  The company's spnltcs-

men accepted this offer, As a result, all employces were compelled to pay ducs
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Statement of Harold Ketelhat

Page two

to the local union, and the local bargaining committee had no voice in determinimg
the wage rates. 1 have good reasons for believing that some union officials are
more concerned about cotlecting ducs than about getting higher wages for the em
ployces they are supposcd to represent,

I won't pretend that 1 have read, or that T understand, every section of this
368-page tax bill. But | have vead Section 101(b), which proposes taxation of
tax-exempt private foundations which ongage in political activities  As T under-
stand it, and the language scems guite clear to me, a 100% tax would be levied
on any amount of money spent by o foundation for political purposcs.  For example,
that tax would be applied to a suim of money wsed by o foundation to sponsor a
voter registration drive,

In iy opinion, the political activities of all tax- exempt organizations should
be curbed -- including the political activities of tax-exempt labor unions,

In order to carn my livelihood as an employce of Twin Disc, Incorporated, !
am paying union ducs against my will, T vresent the fact thiat the UAW has used
my dues money in efforts to defeat political candidates T support.  Lastyear it
opposed the re-election of the late Senator Dirksen, who was a member of your

.
Couunittee.

A few years ago Senator Dirksen wrote an article which was published in the
DoePaul University Law Review. [ quote the following from his article:

"It is well known to everyone that American unions have for the past many

years been highly active in politics. . . Large armies of union staf( pvrs(:mwl

are assigned to work in political campaigns at the precinet level in petting out
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statement of Harold Ketelhat
Pajye throee
the vote for union- endorsed candidates; union newspapers and other publica-
tions are heavily devoted to promoting favored candidates, and union funds
derved from membership dues and fees are liberally distributed to such
candidates. "
And then Senator Divksen asked a question which applies to me and millions of
other wape - eirners:

"Where does this leave the individual workere who is required under a compul -

sory unfonisim agrecment to pay his dues and fees into the unfon as a necessary

condition to huldinp,‘ his job? "

am oone of mwany VAW members who have boen vocal in objecting to partisan
politicking by officials of our union.  We're not paying these wnion officials to tell
us we should vote for certain candidates for public offices; we're paying them to
serve as our collective bargaining agents,

The uproar from rank-and-file members became so toud that the union hier-
archy felt something should be done during the internation union's last convention
to pacify us,  With the strong backing of the international's officers, delegates to
the convention voted to amend the UAW constitution.  In theory, at least, the new

.
amendment permits a member who objects to the union’s political program to
designate a portion of his dues for a charitable institution of his choice.

By urging this action, UAW officials admitted they have been using some of
the dues money for political purposcs.  Last March T wrote the first of several
letteras to an official of 1y local union and to the international union's sccrm.\;y—

treasurer, I requested that the portion of my dues which was used for political

prrposes be allocated to o crunade on behalf of handicapped childeen,
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Statement of Havold Ketelhat
Page four

1 finally reccived o letter early this month from the ¢rasade diredtor
thanking me for 4 $74%, 00 pledge, Obviousty, the union does not intend to refund
the money which was then from me in the past and used in supporst of political
candidintes and causes Tand many other union tmembers oppose, 1 suppose the uniog
will car mark ¢ portion of my futuve dues for the handicapped childeen’s crusade,
but 1 don't know whether the $75, 00 pledge will be fulfilled duving the next 12
months or during the nest five years,  The unfon officials 've written to havent
bothered to let me know,

According to the union newspapers | receive, this tas bill is the greatest
thing to come down the pike since the Wapner Act, Walter Reuther and George
Meany disagree on many subjects, but they apparently agree this is the kind of
tax reform the country necds, Well, they've not speaking for me on this jssue,

To me, "Max justice' means that all individuals and organizations would
be treated justly and equally by the govermment,  Peeserving tax loophotes fore
unions that spend their members! compulsory ducs for political action would be
a great injustice to the working people of this countey,  That's my opinion and the
opinion of almost every worker Pee ever met,

T understand that the bill before you proposes to tax the income received
by churches from investments in unrelated businesses, 1 know that at one time the
Internation ]l Association of Machinists was one of the bigper steckholders in
Sears, Rocbuck and Company, 1 know the 1AM owny i sizable office building here

in Washington, ©Tdon't hnow whether the uneelated business income of unions is
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Statement of Harold Ketelhat
Pape five

pow taxed,  But if it iun't, it should be - especially if Congress decides to
jmpose a tax on the unrelsted business income of the churches,

In my opinion, it's untair to deny a tax exoemption to one organization on
the banis of ity political activitics and wink at the political activities of another
tax -exempt organization,  What's siauce  for the goose is siill sauce for the
gander,  1earnestly hope you will vote to deny tax exemptions to all organizations
which une any part of their income for auy kind_ of political activity,  This would
serve to discourage the misuse of money carned by workers to support the
political whims of unfon officials,

I thank you for your attention and the valuable time you have allocated

to me,
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Principal Points in Statement of
Mrs, J. M. Ford
1LU Member
Lawronce, Kansas

to the

SENATE FINANCE COMMITTEE
on H, R, 13270
October 3, 1969

I object to the failure of the House bill to propose a tax on the unrelated income

of labor unions.

1 also object to the favored treatment unlons receive with regard to political
activities, The bill will impose a severe tax on tax-exempt foundations i{ any of their
money is used for any kind of political program -- including voter rcgistration campaigns.
But [ can't find anything in this bill which says labor unions will also be taxed if they apend

monvy for voter registration drives or other political activitics,

Recently I rcad in the newspapers that the national AFL-CIO president appearud
before this Commitice to speak for what he called "tax justice.' 1 can't see any justice
in compelling workers like me to pay dues to a tax-exempt unjon that spends our money

to clect political candidatcs we workers ane against,

Earlier this year our state legislature passed a bill favored by every worker
[ know, But the union officials were fighting it, so Governor Docking vetoed the bill.
Later we found out the Governor received nearly $30, 000 in contributions from Kansas
AFL-ClO officials during his last campaign, Part of the ducs I am forced to pay'will

probably wind up helping clect politicians who arve favored by the union officials,
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Statement of
Mrs. J, M, Ford
1LU Member
Lawrence, Kansas
to the
SENATE FINANCE COMMITTEE
on H, R, 13270

October 3, 1969

Mr, Chairman and Membors of the Committee:

lam Mrs. J, M, l-‘.m'd. of 1941 Emerald Drive, Lawrence, Kansas. Mr,
" Ford and I had two sons in college and we are very much interested in tax
re'form. espocially if tax reform will provide us tax rolief.

Both iny husband and 1 are employed. Our employer is Hercules Incorp-
orated, which oporates the Sunflower Army Ammunition Plant. I work in the
laundry department cleaning coveralls which all employees in powder production
must wear. | have been employed by Hercules for the past four years.

As 1 understand it, tho tax reform bill approved by the House of Represen-
tatives will levy a tax on the income received by churches on their investments
in unrelated businesses. 1don't object to that feature of the bill, But 1 do
object to the failure of the House bill to proposo a tax on the unrclated business
income of labor unions.

1 also object to the favored troatment unions receive with regard to political
activities. The bill will impose a sevore tax on tax-oxempt foundations if any
of their nioncy is used for any kind of political program - - including voter regis-
tration campaigns. But I can't find anything in this bill which says labor unions

will also be taxed if they spend money for voler regiatration drives or other
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statement of Mrs. J. M. Ford
Page two

political activities.

Why are the labor unions entitled to prefercntial trecatment?

One thing can be said in defense of the political activities of foundations:
at least they are using money which has been given voluntarily.

The unions, on the other hand, are financing their politicking with funds
taken from workers who are victims of compulsory unfonism.

This is an outrage, and I hope you gentlomon on the Committce agrec it {s
an outrage.

' In Kansas recently the Emporia Gazette criticized this bill because it has
tax loopholes benefitting labor unions that earn income from business invest
ments and alno support politicians who find favor with the Unfon Hierarchy, The
Gazottd said, "It is now time for the public -- union members included --

to join {n the cursade to close all tax loopholes. " [ am a union member who says
"Amen!" to that, Mr. Chairman, [ aske that the Gazette cditorial bé made a
part of the record of this hearing.

Recently I also read in the newspapors that the National AFL-CIO president
sppeared beforo this Committec to ;peak for what he called "tax justice," 1
can't see any justice in compelling workers like me to pay dues to a tax-exempt
union that spends our money to elect political candidates we workers are against.

Earlier this year our state legislature passed a b{ll favored by every
worker I know, But the unfon officials were fighting it, so Governor Dockifig

vetoed the bill, Later we found out the Governor received a total of $30, 000 in

contributions from Kangsas AFL-CIO officials during his 1a4t campaign. It's
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Statement of Mrs. J. M, Ford
Page three

pretty clear to me that Gov.ernor Docking isn't going to side with us in the
future if the union officials are against the things we workers are for.

Just one year ago this month I was approached in the laundry department
of the Sunflower Plant by an officials of Local 605 of the International Laborers
Union. She told me the company had agreed tc; include a "union shop" clause in
its new collective bargaining agreement with Local 605. She said I would be
fired from my job if I failed or refused to sign a card authorizing the deduction
of monthly union dues from my paychecks.

The loss of my income would deny my sons their college educations. So, 1
;eluctantly sigqed the card, and ever since my employer has been checking off
union dues from my wages.

Ibelieve -- and all the Sunflower employees I know believe -- that during
the contract bargaining sessions last year officials of Local 605 eagerly
accepted a meager wage increase for the employees in order to induce the company
to agree to their demands for a cornpulsory "union shop' clause.

It should be obvious to everyone that some workers want to join and
support labor unions and other workers don't want to join and suppurt labor unions.
Why aren't the rights of both groups respected? Why aren't the union officials
willing to rely on persuasion to enlist new members? Do they have such a low
opinion of the services they offer that they're convinced many employees would
not support the unions voluntarily? Or do they think most of us are so dum}) that

we must be compelled to do what they think is the right thing to do?
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statement of Mrs. J. M. Ford
Page four

A year ago I didn't know I was being lied to when 1 was told I would have to

sign a dues check-off card in order to keep my job. Since that time I've learned
that a worker cannot legally be compelled to authorize the deduction of union

dues from his paycheck. We can be compelled to pay dues, but we can't be
-required to sign the check-off authorizati on.

Officials of Local 605 used cther forms of pressure in an effort to get the
signatures of Sunflower workers on the check-off form. The union's initiation
fee was $38,75, and a lump-sum payment was demanded from employees who balked
at signing the form. On the other, the union accepted the fee in installments from
those workers who signed the check-off form. Some of the Sunflower employees
were dragged ointo the Teamsters Union, and they were compelled to pay a $75,00
initiation fee,

I'm rcasonably certain the income received by the local chamber of com-
merce in Lawrence, Kansas, is tax exempt. Let's suppose its board of directors
decided to compel every businessman to pay dues to the chamber as a condition
of operating this busness in our community, The directors might say, "The
services of our chamber benefit eve;y business in Lawrence. Some of these
businessmen have been taking a 'free ride' at our expense, and we're going to put
a stop to it, They'll either join the chamnber and support its program, or we'll
run them out of town!"

I strongly suspect the Lawrence Chamber of Commerce would quic'idy lose

its tax exemption if it attempted to coerce non-members in our business community,
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Statement of Mrs, J. M, Ford
Page five

There's nothing hypothetical  about the coercion used by labor unions. Congress
will be shirking its duty if it fails to tax unions' unrelated business income and
also if it fails to lift tax cxemptions of unions using compulsory dues money to
support political candidatos and causes.

By being here today, I'm risking reprisals by vindictive union officinls. 1
sincerely hope it is not wishful thinking when I assume the members of this

Committee are willing to run the same risk.

Thank you,
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OPLN BOORS FOR THE HANDICAPPLD
1013 Brintell Street
Pittsburgh, Penngylvania 15201

Mrs. Margoret lee Wilgren

Fdna Aigh
legislative Advisor

Lxecutive Secretary

SUMMARY OF' ‘TESTIMONY:

TAX RELIEF FOR THE PHYSICALLY HANDICAPPED

In the summary of the "Tax Reform Act of 1969" which is under discussion, it is stated
an Page 2, "the reductions . . . [are] designed not only to remove any tax burden at,
or below, the poverty level, but also to provide substantial tax relief for those in
the income levels unly slightly more capable of bearing tax burdens.”

The average income of the orthopedicully handicapped, $3400 annually, is precisely at
this level. After taxes, the orthopedically handicapped person’s income is reduced to
poverty level ($1100) by such expenses as transportation, employment, education, housing,
domestic help, recreation, hand-controls for specially equipped cars, custom-made
clothing. and heavier tipping--all of which are nun-deductible.

Almost 500 bills have been referred to Congress on behalf of tax relief for the physi-
cally handicapped in the last 14 yours. Yet, the "Tax Reform Act of 1969" ignores this

preblem.

twenty vears ogo 8 precedent for a tax subsidy in the form of a $600 exemption was
granted to the visually handicapped (the blind). This was done on the basis of their
restricted employability and exceptional expenses.

But problems of working and the expenses of living for the orthopedically handicapped
are a8 burdensome, {f not more so, than thuse of the visually handicapped. The same
rationale for tax relief should therefore be applied to both categories. FElimination
of this obvious fnequity in the present tax structure is long overdue.

ft has been argued that the technical difficulty of defining and limiting the popula-
tion who would be eligible for tax relief was so difficult that the problem was better
off deferred and ignored. We feel we have cuome here with an adequate definition of
the disabled individual which will be an answer to your dilemma.

Paraphrasing a foremost authority tn rehabilitation, Dr. Howard A. Rusk, who quotes
from a National Health Survey, we submit the following:

An orthopedic impairment is defined as a permanent disability of some
portion of the skeletal system which has heen lost, crippled, paralyzed,
or deformed, severely affecting mobflity.

We are speaking here for those persons in wheelchairs, persons using braces, crutches,
#id prostheses; the palsied and the arthritic. We are not asking for a gift; we are
simply asking for reasonable and equitable tax relief for orthopedically handicapped
Americans; we want to become taxpdyers not taxeaters.
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HEARINGS ON
TAX RELIEF FOR THE PHYSICALLY HANDICAPPED
before the
Senate Finance Committee
October 3, 1969
Statement of Miss Edna Anish, Executive Secretary,
Open Docrs for the Handicapped

Accompanied by Mrs. Margaret Lee Walgren, Legislative Advisor,
Open Doors for the Handicapped

Over the pust 14 years upwards of 490 bills (15 in the 89th Congress
alone) have been referred to Congress seeking tax relief for the physically
handicapped. Not one has been enacted. A cynical explanation might be that
411 these bills, being so uncontroversial, were merely for home consumption.

Of course, countering this interpretation is the fact that the
visually handicapped (the blind) were granted a $600 tax exemption in 1950.
You believed then that the low income of this group should be subsidized be-
cause of difficulties in finding and quslifying for employment.

But problems of working and the expenses of living for the ortho-
pedically handicapped are as burdensome, if not more so, than those of the
visually handicapped. The same rationale for tax relief should therefore be
applied to both categories. Elimination of this obvious inequity in the
present tax structure is long overdue.

So that you may better understand why we seek tax relief such as
the $600 exemption now given to the blind, we bring to your attention the
expenges incidental to a disabled person's way of life. Unquestionably,
the normal day-to-day activities that the able-bodied take for granted are
far most costly in time, energy, and money for us.

Open Doors for the Handicapped promotes the independence of the

dieabled. This independence costs money! For example:
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Transportation.--fublic transportation is largely inaccessible to
the disabled. The average income of a rehabilitated orthopedically handi-
capped person {s $3400. A clerk typtst who goes out to work will spend
about one-half of his annual eamings on taxicaubs. The breakdown of the

earnings of a single, full-time employee in Pittsburgh is a8 follows:

Annual Earnings $3400.00
Less taxes:
Internal Revenue $402.00
Surtax 30.00
Social Security 163.20
Local City Tax 68.00 0063.20
$2736.80
Taxicabs (annually) 1560.00
Net Inucome $1176.80

This, gentlemen, is what our government calls poverty. The "Tax Reform Act
of 1969" uses $1100 as the poverty level. We agree! We are paying our gov-
ernment for the privilege of going to work. If this same person did not
have the drive and determination to go out to work, he would vegetate at
home and collect $1296 Social Security Disability. Then, the total loss to
the government is three times what it would gain t{n taxes {f the disabled
were to remain employed. lnder our present tax structure you are only losing
tax revenue, the country s losing our talents, but we are losing our inde-
pendence, dignity, and emotional stability.
Employment . -~Unemployment among the disabled is double that of the
able-bodied. The disabled earn less because of the following conditions:
(1) the kind of work they are limited to;
(2; the periodic aspect of that work;
(3) the need to work in sheltered workshops where minimum wage
scales do not apply;
(4) they are--or are thought to be--bad risks;
(5) they are unable to enter the competitive labor market and

are often exploited by J(o-gooders,
(6) discrimination still eximio-



The Federal government sperda more than o billion dollars a year for voca-
tional rehabilitation. It is said to recover, in direct taxes, $10 to
every one dollar it spend.. Yet it fgnores our need for income tax relfef.
We are being rehabilitated for jobs we cannot afford to keep. The disabled
do not want charity or welfare doles; they want to be self-sustaining, self-
sufficient citizens. But the disabled person seeking employment faces many
problems--primarily financial. With the cost of living rising at a rate of
6 per cent a year, our plight borders on desperation.

Education.--Your next question might well be: Could the disabled
get better jobs if he had more education? Yes. But often he is neither
financially nor physically able to attend a college of his choice. Only
fourteen of more than 2500 colleges and universities in this country meet
most uf the minimum requirements for accommodating disabled students.

Housing .~-Another area which drains our pocketbooks is housing.

We cannot live in old housing because of the number of steps. We must live
in new apartment buildings or specially designed houses. We therefore have
higher rental and housing costs. If a disabled person is lucky--yes, lucky~-
and earns less than an annual income of $3400, then he is eligible for
Federal Housing. But, in reality, he is only eligible for a waiting liast
because the senior citizens receive priority in these facilities.

Domestic Help.--wWhat of the severely disabled? Not all are fortu-
nate to be able to live at home where family members can lend a helping
hand. Very often only slight assistance is necessary, but it is crucial;
for example, help in getting from bed to wheelchair in the morning and back
at night. Yet, this type of help is not tax deductible for the disabled.

Recreation.--The disabled, especially, needs recreation. But what

enjoyment {s possible on a low, heavily taxed income? Those seats at
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concert halls reserved especially for the disabled are the most expengive.
Also, the disabled must buy first floor theatre seats because they cannot
get to the less expensive balcony seats.

Other.--Other non-deductible expenses fncurred by the dissbled are
hand-controls for spectally equipped cars for disabled drivers, custom-made
clothing, and heavier tipping so often needed for a helping hand.

Without further documentation, we think yon will agree that we have
made a case for extending a tax subsidy of a $600 exemption to the ortho-
pedically handicapped. The precedent for this su'.sidy wius set twenty years
ago on behalf of the blind.

It has been argued that the technical difficulty of defining and
limiting the population who would be eligible for tax relief was so diffi-
cult that the problem was better off deferred and ignored. We feel we have
come here with an adequate definition of the disabled individual which will
be an answer to your dilemma.

Paraphrasing a foremost authority in rehabilitation, Dr. Howard A.
Rusk, who quotes from a National Health Survey, we submit the following:

An orthopedic impairment is defined as a permanent disability

of some portion of the skeletal system which has been loat,

crippled, paralysed, or deformed, severely affecting mobility.

Lobbying obviously 18 a real hardship tor us--both physically and
financially~-eo you have not seen us often'

We are spesking here for those persons in wheelchairs, persons using
braces, crutches, and prostheses; the palsied and the arthritic. We are not
asking for a gift; we are simply asking for reasonable and equitable tax
relief for orthopedically handicapped Americans; we want to become taxpayers

not taxeaters. Thank you.
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Please see complete oral statement
to substantiate the facts and statistics given
in this susmary on the "Physically Handicapped®.
*"Tax Act Reform of 1969",for the Committes
on Pinence, United States Senate.

This oral statement was given by Mr,Max
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' Please insert this oral statement into the
record,
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INTRODUCTION .

Chairman long and distinguished members of the

Senate Finance Committee.

My name is Max Lupkin, I am a volunteer, the
executive secretary and public rclations con-

sultant for The Joint Hanticapped Council,and

I am here to-day to represent this organizae

tion at this hearing, a nation-wide legislative,
service and educational organization, a federation
of 40,000 members and organizations. Our headquarters
are located at 720 Weat 18lst Street,New York,New York,
10033, I live at 40 First Avenue,Suite 5A, New York,
New York, 10009,

Oral statement of Max Lupkin, Executive Secretary,
Public Relations Consultant (volunteer), of The Joint
Hanhtcappod Council, a nation-wide service, educational,
and legislative organigzation, to the Senate Finance
Committee,October 2nd,1969,at 12 o'clock in the after-
noon,

Here are the ressons why H.R.424 (Mills) and
8,1069 (Javits), MUST BE ENACTED INTO LAW NOW1ill

Precedent has already been eatablished, on
the need for an additional exemption, (Internal Revenue
Code of 1954; also see U,5,8e¢nate Comnittee on Finance,
Hearings on the Internal Revenue of 1954, pages 276-277,
on the need for additional exemption for the handicapped).

In order to become productive and tax
payers, and produce an income,the enactment of
H.R,424(Mi11) and 8.1089(Javits) will enadle

(over) ‘

245



Taecuine
IA! l\l!ll'l

TR w

MAURICE WARD l‘lm oten
Oirostor, Logioiotion Rotearon
[ IIMN V.1

THE JOINT HANDICAPPED COUNCIL '

, A NATION-WIDE ORGANIZATION PROMOTING PROGRAMS TO AID THE HANDICAPPED

NONORARY MEMOLRS
United Sisies Senstors
MON DANMIL K INOUYE (How)
MON JACOD J JAVITS (N. V)
HON GIONGE A SMATHERS (Me)

The Neveeo of Nepresontotives
HON WILBUR D MILLS (Ark)
Thawmon

Wors end Meons
HON HALE 80GOS (Ls)
Mooty Whip

HOMN CHNARLES €. BTNNETT (Fls)
HOM. JOIL € BROYHILL (Vo)
HON. JAMES A. BURKE (Mass )
HON. HUGH L CAREY (N.V)
HON THOMAS 0 CUARTIS (Me)
MON MARTHA W. GRIFFITHS (Mish)
NOM JACOB H GILBERT (M. V)
HON. A SIDNEY HERLONG. JN. (Re)
HON (ONA? RELLY (N.V)
HON. CUGENE J. KEOGH (M. V)
HON ABRANAM ) MULTER (N. Y9
NON GEORGL M RHODLS (Ps)
HON WILLIAM 7. RYAN (M. V)
HOMN JAMES N SCHEULR (N. V)
HON CLARR W. THOMPSON (Tease)
Governers
HON MAYOEN BURNS (Fis)
HON JOHN W. KING (N M)
HOM 0170 KERNER (W)
HON J. MILLARD TAWES (M¢)
Mopers
HOM JOHN F COLLINS (Beston)
HON JOMN ¥V LINOCSAY (N. V)
HON. JAMES M. TATE (Phile)
Ooputy Mayers (M.V.C
HON TIMOTHY W. COSTILLOD
HON ROBERT PRICEC
Compireiiers
HON ARTHUR ) LEVITT (N.V.S)

HON MARIO A. PROCACCING (N.Y.C)

HON.

NON CARLOS M. MO8

HON. AILEEN 8. AYAN

HON. MARIO MEROLA

HON. ROBEAT P. WABNER

HON. PRANKLIN 0. ROOSEVELY, M.
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will enable hundreds of thousands of the rehabili-
tated employable severely handicapped to go to work,
and pay taxes, instead of remaining on the welfare
rolls to vegetate,The enactment of H.R.424(Mills),
and 8,1069(Javits) will create a work incentive to
these handicapped (many of whom are now on publie
assistance) by giving them more take home pay be-
cause of lowered taxes, and helping them to overe
come their high cost living, due to many special
and extraordinary expenses not encountered by the
non-disabled-~ the severely handicapped taxpayers
expend as much as $30 weekly for transportation to
and from work, as against the non-disabled taxpayer
for transportation to and from work at $4 a week
using buses, and subways. The severely handicapped
taxpayer expends vast sums of money regularly, year
in and year out for braces, prosthetic appliances,
wheelchairs, wear and and tear of the same and re-
placement of parts, plus the cost of a new pair of
custom=built-orthopedic shoes at the cost from $250-
$400 and plus for the repair of these shoes, in order
to locomote to and from work.

Our motives are both humanitarian and economic~
8l === and in the case of the Vietnam disabled veteruans
(amputees) who also desire the oppurtunity for employ~
ment, and become taxpayers will be included in these
bille,

Our present system of taxation of the handi-
capped is unfair, unjust and inconsistent with
our tax treatment of the blind and the aged,

(over)
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PAGE#
We are not asking for any special treatment for
the handicapped and/or the disabled amputee veterans,
only a fair chance for them to make their contribution
to our society, without being penalized by unfair and
unjust income tax provisions of the Internal Revenue
Code,

In 1964, the full U,S.Senate passed an amend=
ment, introduced by Senator Sparkman of Alabama,(5,201)
to H.R.8363, encompassing all the features of H.R.424,
but did not become law due to certain technicalities,
namely, cost of bill, have overcome in the Bills H.R.
424(Mi31s) and S,1069(Javits) of 1969: namely, the def-
inition of “"disabled* is clear,specific, and meets
with the approval of The Treasury Department.( The
handicapped taxpayer must have a 40% disability under
the Schedule for Rating of Disabilities of the Veterans
Adminutrauon.!-‘ederal Register,volume 29, #1, part2).
Cost is only $40 million maximum, The rehabilitated em-
ploy‘od and employable severely handicapped and the Viete
nam amputee disabled veterans, would be paying taxes to
the Treasury Department,gnd become an asset to the nation

It was pointed out, by Senator Carlson, in the
Senate-House Committee discussions on Senator Sparkman's
amendment (encompassing all the features of H.R.424) that
* in the committee there was no disposition to be op-
posed to the amendment in regard to the expenses of trans-
portation of the disabled...(Congressional Record
February,1964,page 3402), Further,Senator Long
(now, Chairman of the Senate Finance Committee

(Over) ‘
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stated,on page 3402, pertaining to Senate amendment
8,201 (Sparkman): “°*** I am in sympathy with the a-
mendment®™,

In order to live above the poverty level
in to-day's high inflationary costs, the severely
handicapped and the Vietnam amputee disabled veterans
mst earn an income of over $10,500 in the New York
City area, only because of their many everyday living
expenses, which are far and above those of the non-
disabled.

I must repeat, "We are concerned with re-
moving hundreds of thousands of severoly handicapped
and Vietnam amputee cdisabled veterans from public
and private welfare rolls, by getting them employment
and granting them the dignity and self-respect that
comes from gainful. employment === which is the principle

aim of H,R.424(Mills) and S,1069 (Javits)"
, I must repeat,"We are not asking for any spe-

clal tax treatment for the severely handicapped and the
Vietnam amputee disabled veterans, only a fair chance
for them to make their contribution to society, without
being economically penalized by unfair and unjust tax
provisions of the Internal Revenue Code.

I must repeat,"In 1954, a precedent was estab-
lished for H.R.424, granting the blind and those over 65
an additional exemption for income tax purposes,

Prominent nation-wide ormanizstions with a
membership of over 60 million people endorsed
H.R.424,including 30 Governors, 13 members/the
WQKs and Mcans Committee,Nat'l Councié{??grches
{c rut(4om§1gn).mcméut Chuéch U wily,

apber/Com=
mocoo. Nat i1 Grange, Nae RTRltEse{Charbsr ten N
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Please see written statement to sub-
stantiate the complete facts and statistics on
the "Physically Handicapped®,

* Tax Act Reform of 1969",for the Commit-
tee on Finance,United States Senate.

P, r!?“ ert into the record this written
statement, y Mr,Max Lupkin,Executive Secretary
The Joint Handicapped Council,?20 West 18lst Street,
New York,New York,10033,.
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HONORARY MEIMBIRS The Joint Handicapped Council strongly

o CAMELX ourt ey UPEeS that H,R.424 (MILLS) and S,1069 (JAVITS) be
HON JACOB J JAVITS (M. V)
wow atonar o suarwems ney  @nacted into law at this session of Congress, In

The Mewes of

e unisany 1964, a companion bill passed in the U.S.Senate but
Wors o eoss Commries  failed to pass in the Joint Committee of both Houses,

HON_ HALE BOOGS (Ls)
Moyerity Wiip

won crames € sewuar o) Ihis legislation is long overdue.

HON JOIL € L (ve)

e .‘.‘.:u"“.'m'"c"'y":{.:a‘. ! As a group those employed and employableé)
HOMAS L] )

ow E'&'J."ﬁi-f‘éﬁ'v'ﬁ:'#" bandicapped with asevere orthopedic disabilities: are

:;:;ﬂ;":gtm"'»w’ln 8 sub-marginal income bracket requiring federsl

SUaanL ) e oy, Gssistance.
btttk ¢ AN OF ‘:'?" This group is one in which dire poverty is
QMW THouPION Tmse @D @Veryday feature, and total despair and hopelessness

£

§§§§E§§§§

i wwany  thelr bleak futurs.
" In the past twelve (12) years over four hund-
My ATTEES ped and eighty (480) bill seeking tax equity for the

HON JouN T COLLINS (Beuet)  ggVerely orthopedically employed and employable(s)

”:::‘:’:‘::'f':" bandicapped taxpayer have been introduced in Congross.

o oY W COTLLO . H.R.424,(Mil18) and' 8,1069 (Javits), introduced
Compiratiors these bills in Congress because for the pressing neod

vom tamon rocaccmomvcifor this legislation. It will provide a $600 tax exemp-
The Lagieloture, Now York Plate

wor, ostry aeTsn) tion for incoms tax purposes in the case of an severely
How mm" TRAVIA orthopedicallly handicapped taxpayer suffering from a

O A o 40% or more loss or loss of use of one or more extremi-
gt Gt ties under the"Schedule For Rating Disabilities of the
“':um';“'-'“' Veterans' Administration” (Federal Register,Volume 29,

,,o,‘,";,;;‘l‘:',:mm, #101, PartII). Deductions of up to $600 for special

HON. BAM CURTIS transportation expenses in going to and from work.. are
HON J RAYMOND jONLS

HON ARTHUR ) KATZMAN also: included in this bill.H.R.424(Mills) and

HON CARLOS M 108 8.1069(Javits) will grant tax assistance to tho:

O e e oon physically handicapped individuals most ia ?‘3

HOK. ROMAT 7. WAy, n D00 Of 1t, (Please turn to page 2) ()
{Oven)
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It can root out some of the inequities for the dis-
..:::‘:::" abled currently existing in our Internal Revenue Code,
oo The problems of the disabled can be better
o . vuuund 1f we examine some known facts. According
Hou wiBURD MLSUAR)  ¢o the Vocational Rehabilitation Administration of the

The Nowse of
..,.‘::: Mosns Commution
ok, HALL 80GGS e ) Department of Health,Education, and Welfare, 173,594

Moprdty

HON KA ot ey Gisabled peraons were rehabilitated during the year of
o i camy vy 1967, 47% of those rehabilitated in 1965 had one or more

HON THONAS B CURTIS (Me)

WON WARTNA W GRIEFITAS fWeh) dependents while 34% needed surgery and treatment.
HON A SIDNEY KERLOND. JR (Fle) Each year there is a backlog of 70% of referrals

HOM [ONAF RELLY (N V)

o anriamy) for vooational rehabilitstion ia 1967, and these 173,394

HON ABRANAM ) MULTER (M V)

sy ‘:.:.A&‘(IEE:. individuals mentioned above were accepted,while 396,313
JAMIS M
won (\ARR w THOUPON lust) WOR'® DOt rehabilitated, under our rehabilitation laws.

o waYDEN SURNS iia? Some of the expenses the handicapped are sub-
om G0 AN WD Jocted to are as followss

"2;:‘“‘”""““’ The average nation-wide cost of prosthetic de-

o v umosar vy vices in 1963 was $172 per rehabilitant,according to the
e U.8.Vocational Rehabilitation Administration, In 1964,

Hom TuOTHY ™ CORTILO The Joint Handicapped Council,720 Wost 18lst Street,New
Compirgiers York,New York, claimed that the average peraon does not

mﬂ"‘mﬂ‘éﬁ'}lc‘m&m»um prosthetic devices at such modest prices, In the

von o iamsne . New York City are at that time the going rate was $300

HON JOSEPM JARETSKY
y Ledder Sonale

non’:A;mom“lmlA for the cost of a full artificial leg, $450 for an arti-
e Oan ficial leg below the knoe,eto. Other typical coats for
"o THOMAR 5. NACRELA the rehabilitant include bilateral brace $350(for brace
e extended to trunk add $30); brace above the need $250-
..o.z‘:.:'.?"%:..cmo $350; brace below the knee #100; standard wheelchair

HON, 1AM CURTIS $2004 special custom-made-orthopedic shoes averagad $120-
HON ARTHUR } KATIAN $178 for the first pair and $83 - $100 for th:

..ﬁ .‘&:}E‘iﬁ second pair,
ROR SOMATY. MAIMA o Out of their meager earnings, the orth-
v wenlically handicanped, NS TR OVER)
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PAGE 3 ===
by reason of their disabilities, are forced to ex-
pend large sums of money they can ill afford to main-
tain their rehadbilitated status,

According to The Joint Handicapped Council,
the most frequently recurring expenses the handicapped
are subjected to are:

1. Those expenses made for the purchase,
repair and replacement of orthopedic and prosthetic de-
vices which are entirely deductible under the medical
deduction provision of the income tax law. Special-cus-
tom=built= orthopedic shoes fall in this catagory.

2, Unusual wear and tear of clothing
caused by constant friction of orthopedic and prostheti.
devices, crutches and by falling.

' 3.Additional expenses often inolude higher
cost of apartment rentals due to need for ground floor
quarters or elevator apartment accommodations.

4. Many disabled persons find it necessary
to take taxicabs daily going to and from work. In the
New York City are,the average cost for this type of
transportation is about $50 weekly,

5. In approximately 10X of the cases, the
disabled, aa defined in H.R.424(Mills), and S,1069(Javit:
nnd it necessary to purchase automobiles to. give them
-obuty\ in going to and from work,etc. These automobiles,
of necessity, must be kept in top condition (entailing
moro.expenses) to avoid ‘mehanicai tailure, Handjntrols
bave to be installed in a majority of instances

A business w3 is permitted to deduct
the cost of his motor vehicle as well as vehic
ular expenses for tho production of income,
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woee PAGE 4 ecee
rvventeoms | uhile his physically handicapped employes who needs

United Siates Sensters

now oantyu mouti ew)  his caw for production of incoms gcannot,despite the

HON JACOB J JAVITS (N ¥}

HON LLORGE A SUATHER ) fagt that he wmight be in a wheelchair, wear heavy braces,
The Howss of Reg:ssontatives

now wiBusD uiLsAs) WSO crutches, be an amputes, for soms other extenuating

..o.?'..’lt}'“.'{‘ééi'(f.".“"“" reason,
o oeet saovnus oy ! 6. Paraplegics often find it necessary to
wow 1AMISA SURI Mew)  punchage homes which are specially equippediwith fixe

HON HUGN L CARLY (N Y)

o uaTa w amrring sy TUFGS dnstalled at lower levels. Ramps and wider door-
won i‘i&'.‘:ﬁﬁfél:{:‘:’mnn must be built to allow for ingress and egress to.
mom E0GENE 3 REOGH (N V) and frow their homes.

MON ABRANAM } MWLTER (M Y3

HON GLORGE U AHODLS (Ps ) 7. The physically handicapped are frequent-

HON WILLIAM F RYAN (N. V)

O e w tonrionasy 1y compelled to hire someone to do the household clean~

no‘:::::tuoumnmn ing and repairing,
HON JONN W KING (N M) 8. Due to disorimination in hiring practices

HON OT10 RERNER (% )

"‘:‘"‘“:"‘“"“ UNEd  the disabled ere frequently forced to mccept lower wages
HON JONN { COLLINS (Bostens and salaries. This is a hidden expense not spparent to
NON JAMES M TATE (PWi0 ) th. oye.

won Ot COMLLO 9. Those handicapped individuals who can

— afford 1ife insurance to protect their loved ones are

wow uamo & raocaccmo my ¢ Oonsidered sub-standard risks and as such are required

o, o Wv,<'to pay higher life insurance premiums.

"“,;"3*’5?.:353:" The handicapped are also frequently rejected
HON PAUL £ POOKSON for health and accident insurance, and as a result have

HON WM T CONKLIN
HON HEARY M. CUNRAN to pay higher medical and hospital expenses than the

HON THOMAS ) MACKEAL

The Counchl, New Yorh City average taxpayer. These insurance policies do not as &
Ve Charmon rule cover chronic conditions existing prior to the is-

oM. SAM CUNT'S suance of such policies, and as a result, corrective

HOMN ) RAYMOND JONES

MoK ARTUR ) KATIMAN operations for physical fmprovements are not covere

HoK cAMOL U wos When one considers the aforementioned '
HON MARID MIROLA problems confronting the physically handicapped

HON ROBERT F WAGNER
YON IRAYRUND Roostvet ) and then ties them in with the current high

cost of 1iving,  --~-- PLEASE TURN TO PAGES
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HON_ MALE DOOGS (Ls)
Majerity Whip

HON CHARLES € BENNETT (e )
HOM JOIL € BROYMILL (Vo)
HON JAMES A BURKE (Msss )
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HON A SIDNEY N‘M l' he)
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HON JAMES M. SCHEULR (N V)
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Moyers
HON JOHN F COLLING (Besten)
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MON JAMES M TATE (Phite )
Depuly Meyers LY.C)
HON TIMOTHY W. COSTILLO
HON ROBERT PRICE
Compireliors
HON ARTHUR LM"(“'M
HON MARIO A PROCACCING
muumu-vnm
HON WMMM
HON Aumomvum
Speoter, Assombly
HON PAUL £ BOORSON
HON WM T. COMKLIN

NON HENRY M. CURRAN
HON THOMAS ). MACKELL

' .m.MlMQl less severe cases, so that a further
Ohrenkanen-rey P LEAE TN AVAN -

mnnme  pAlMYN.2.2082
one is amased at the obetacles which they must sur-
mount, Despite heavier expenses, the handicapped are
forced to pay the same tax, with the same deductions
a8 the able bodied.

Often, after rehabilitation, the handicapped,
confronted by & combination of low wages, high cost of
1iving, high cost of going to and from work, soon be-
come disillusioned with the high cost of maintaining
their rehabilitated status. Many are thus driven into
cuytnc at homs, since their low incoms, less the above
meationed expenses, gives them lower net income than if
they stayed at home as a welfare recipient.

According to the United States Statistical Ab-
stract, issued in September,1968,Jjob placements through
public employment offices of handicapped workers during
1967, amounted to L.9% of the total number of placements
made in the United States in the last 20 years.However,
1.9% 1s apparently too high & figure when one considers
th-t the handicapped are nnly placed through privata
oq)loyunt agencics, and ltnco. percentage wise, public
owloy-ont offices place a much higher percentage of
Mmuuppod workers.

By taking 1.9% of the 77,347,000 total civil-
ian labor force for the ywar of 1967 we get a theoretica)
total of physically handicapped working population of
1,469,383 including every type of disability,However, in
1967, out of 173,394 rehabilitants, approximately 37%
included muscular skeletal, and amputees, If we multiply
1,469,593 by.37 we get 543,375, of the 343,375
approximately 14.4% of the 37% includes severe
cases, and approximately 22.6% of the 37% in-

720 WEST 181at STREET, 'CWV()RK."V,%g

254




Crocvtwe Bocratery

g
40 Firet Ave . [ . Sulte BA

A

Prosident 198 Vieo Prosident
w‘:‘“"‘ “on num v. s

..THE JOINT HANDICAPPED COUNCIL

Ty PP YT Y T FTTY I Yy vry
A NATION.WIDE ORGANIZATION PROMOTING PROGRAMS TO AID THE_HANDICAPPED

NONORARY MIUSERS
United Statee

Sensters
HON DANIEL R INOUYL (How)

HON JACOB ) SAVITS (M ¥)
HON GIORGE A
The Meves of Ropresentatives
NOM WILBUR D MILLS (AR )
CThawmen
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Mayers
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ceccne PAGE 6 =cecee
breakdown reveals that of the 843,375 musculer,
skeletal and amputes cases, 211,393 represent severe
Allow-
ing for a possible 100,000 borderline cases between
severe and less severe to possibly qualify under
oan assume that approximately..
311,382 handicapped individuals would qualify under
,this legislation,
ne) Even 1f all 311,393 disabled taxpayers
, Slaimed the $600 exemptions with & savings of $120
each, the total savings in income taxes, for the dis-
abled taxpayers would be $37,366,040. If as meny as
15% of the 311,392 disabled taxpayers took advantage
of the transportation deductions allowable under
H.R.424, it would save them & total of $5,604,960.
The grand total for both types of income tax savings
would be a maximum of $42,971,000, The $42,971,000
total will be further reduced by tax reforms affecting
the Jow income bracket,

This bill is intended to

Nve)

include seversly dise

miwsesmis®e  abled ssplovable yeterans of present and past ¥ars ts
vy mominva.  ¥ell 88 those employed and employables who have beep

HON PAUL £ BOORSON
HON WM T COMKLIN
HON HENRY M CURRAN
HON THOMAS ) MACKELL
The Councll, Now Yort City
HON DAVID ROSS
Vice Chauman
HON ANGELO ARCLEO
Minerty Losder
HONM, SAM CURTIS
HON J RAYMOND JONES
HOM ARTHUR J RATZMAN
HON SAUL § SHARISON
HON CARLOS M R10S
HON AREEN 8 RYAN
HON MARIO MEROLA
HON. ROBERT P. WAGMER

HON PRANKLIN© foosevilt 1y built braces, crutches,wheelchairs,hband eon’

geverly handicapped by disease, amputation and other

uses
In 1963, it cost the government an average of

from $479 to $544 to rehabilitate an orthopedically
handicapped person. For. the balance of his or her life
the rehabilitated individual will have to purchase,
place and repair all sorts of prosthetic devices [
specially custom-built-orthopedic shoes,special.

biles,to say nothing of addluon
o red e nat ety *"YRLBASE TURN TO P
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Granting tax aid under H.R.424(MILLS) and: 8,1089
(Javits) would lighten somewhat the heavy burden
borned by the employed handicapped taxpayer.

Soms years ago, the U,8,Tax Court denied
handicapped taxpayers deductions for transportation
expenses to and from work, holding that theae are
merely commuter expenses. The orthopedically handi-
capped person who must use his car for going to and
from work, is using it for the produotion of income.
Be cannot produce income without using his cap for
pobility, H,R.424(Mills) and 8,1069 (Javits) would
aid him by allowing deductions of up to $600 where
they are presently disallowed,

And, to sum up, enactment of H.R.424(Mills)
and 8,1069(Javits) in this legislative seassion, is
both necessary and crucial for the severely handicapped,
Respectfully Su n tted,

Max® Ripkls
Executive Secre
The Joint Handicapped Council
40 First Avenue Suite SA
New York New York, 10009
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Summary of Statement of
H. Francis Delone

The American Bar Association opposes legislation to make
non-deductible payments in satisfaction of private antitrust
treble-damage claims or actions because:

1) Such claims or actions are remedial, not punitive.
Payments to satisfy them are "ordinary and necessary expenses'
deduction for which should be allowed since such deduction
does not "frustrate sharply defined national” policy.

2) The tax laws should not be manipulated to achieve,
indirectly, antitrust goals which can and should be achieved
directly through the antitrust laws and amendments to them.

3) Similar payments are deductible.

4) The antitrust laws are necessarily imprecise; their
interprecation depends on complex and difficult economic
analysis, allowing a wide range of culpabflity, so that
inequities will result from any blanket rule of non-deductibility

of such payments.

5) The proposed legislation creates possibilities of
double taxation and, perhaps, windfall tax treatment, and
would contribute to further court congestion,

6) The proposed legislacion raises problems of retro-

ectivity and ex post facto application which cannot be
justified on the basis of any claimed deterrent effect.

2567
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Statement of H. Francis DeLone, Chairman, Clayton
Act Committee, Section of Antitrust Law, American Bar Association,
Concerning Proposed Legislation Designed to Make Antitrust
Damage Payments In Whole Or In Part Non-Deductible

In January of 1969, the House of Delegates of the
American Bar Association adopted the following resolutions:

RESOLVED, that the ABA disapproves any
proposed legislation having the purpose
to make non-deductible for federal in-
come tax purposes all or any portion of
payments made in satisfaction of anti-
trust treble-damage judgments or claims;
and further

RESOLVED, that the Section of Antitrust

Law and the Section of Taxation are auth-

orized to urge the views of the American

Bar Association in this regard upon the

Joint Committee on Internal Revenue Taxa-

tion and other appropriate committees of

Congress.
These resolutions were adopted on the basis of a report submitted
to the House of Delegates by the Sections of Antitrust Law and
of Taxation of the American Bar Association. The balance of this
statement consists of that report, with certain technical
revisions made necessary by events which have occurred since the

report was originally prepared.
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REPORT

The starting point for a discussion of this matter is
Revenue Ruling 64-224, issued July 24, 1964.11 That ruling
allows income tax deductions for amounts paid or incurred to
satisfy claims for damages as well as for amounts paid or incurred
for legal fees and directly related expenses in connection with
private treble-damage suits under Section 4 of the Clayton Act.
Additionally, the Ruling disallows deductions for amounts paid
or incurred in satisfaction of damage claims by the United
States under Clayton Act Section 4A. This had continued to
be the announced position of the Revenue Service, consistent
with Tank Truck Rentals, Inc. v. Commissioner, 356 U.S. 30

2/
(1958)."  Also, the Ruling disallowed deductions for legal

expenses incurred in unsuccessfully defending actions under
Section 4A -- a position implicitly overruled by Commissioner
v. Tellier, 383 U.S. 687 (1966), and subsequently modified by
Revenue Ruling 66-330, 1966-2 C.B. 44.

1/ 1964- 2 c,B, 52,

2/ Statement of Sheldon S. Cohen, Comnissioner of Internal
Revenue, Hearings Before the Subcommittee on Antitrust
and Monopoly of the Senate Committee on the Judiciary,

89th Cong., 2d Sess. (1967) [hereinafter cited as
"Hearings"], p. 85.
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Revenue Ruling 64-224 was issued a33§ result of the
go-called Philadelphia Electrical Cases, which resulted

in hundreds of millions of dollars in treble-damage re-
coveries by private plaintiffs. Prior to this time, the
Internal Revenue Service had evidently never denied a tax-
payer a tax deduction for such treble-damage payments;i/
and the closest publisﬁed precedent, regarding treble-
damage payments under the Emergency Price Control Act of
1942, allowed a deduction.” In 1961 the Service con
sidered opposing such an allowance for antitrust treble-
damage defendants, However, the Service conducted con-
ferences and extensive further studies.extending into
1963, Based on the findings of this extensive study, the
indications that Section 4 of the Clayton Act wag/intended

to be remedial rather than to punish defendants, and the

3/ Staff Study of Incone Tax Treatment of Treble Damage
Payments Under the Antitrust Laws for :the Joint Com:z.t~
tee on Internal Revenue Taxation, Committee Print 1965
[hereinafter cited as "Staff Study"], p. 21.

4/ Statement of Mortimer M. Caplin, Hearings, p. 62,

5/ 1.T. 3627, 1943 C.B, 111, held that treble-damage pay-
ments to a private party by a violator of the Emergency
Price Control Act of 1942 were tax deductible since the
paynents were considered remedial in pature.

6/ Contra, Commissioner v, Glenshaw Glass Co., 348 U.S,
426 (1955) (dictum),
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Supreme Court's unwillingness, except in rare instances,
to disallow business expense deductions on "public policy"
grounds,zjthe Service ruled that tgeble-damnge payments
in antitrust cases are deductible.

The American Bar Association recommends that any
legislation designed to make antitrust treble-damage payments
in whole or in part non-deductible for federal income tax
purposes be disapproved for the following reasons: (1)
enactment of such legislation would fail to reflect the
remedial rather than punitive nature of treble-damage
actions; (2) basic tax principles delineating federal taxa-
tion as a tax on net income and not a sanction would be
disregarded; (3) payments similar to treble-damages are
fully deductible; (4) the economic analysis of antitrust
questions frequently makes interpretation of the statutes
difficule, allowing for a wide range of culpability, to
which such legislation is not responsive; (5) inequitable

tax effects would be created; and (6) any possible retroactive

effect would be unfair.

1/ But see, Tank Truck Rentals, Inc. v. Commissioner, supra.

8/ For a full discussion of these developments, see State-
ment of Mortimer M. Caplin, Hearings, pp. 59-63; and
Statement of Sheldon S. Cohen, Hearings, pp. 84-88.
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1. Treble-Damage Actions cs Remedial or Puni~
tive: Public Policy Considerations

To the extent that Revenue Ruling 64-224, in allow-
ing deduction of treble-damage payments, was founded on
the determination that Clayton Act Section 4 actions are
"remedial"” rather than crimin:lly punitive, both its
rationale and its conclusion a:pear to have been sup~
ported and confirmed by the Supreme Court's reasoning in

Commissioner v, Tellier, supra, decided March 24, 1966,

In fact, this case, by strictly delineating "violation of
public policy" as the test for disallowance of deductions,
would seem to diminish the importgnce of the "remediale
penal” dichotomy.g/ In all events, th;t Section 4 of the
Clayton Act is remedial and not penzl is apparent both as
a matter of statutory construction and legislative history.
Recoveries inure wholly to benefit the injured party;
other Sherman Act sections specifically punish by fines
and prison terns; and the legislative history emphasizes

a purpose of encouragement of private actions rather than
punishment of antitrust offenders., Moreover, the Supreme
Court has described Section 4 as a "remedial provision for

redress of injuries,”" Eastrman Kodak Co. v. Southern Photo

9/ See generally, Staff Study, pp. 2-5,
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Materials Co., 273 U.S. 359, 373 (1927), and as a "right
of action granted to redress private injury," United

States v. Cooper Corw., 312 U.S. 600, 608 (1941). The

weight of judicial authority likewise affirms the con-
pensatory nature of treble-damage provisions. E.g.,
Bruce's Juices, Inc. v. Americazn Can Co., 330 U.S. 743
(2947).

Tellier holds that lezal fces and related expenses
incurred by a taxpayer in the unsuccessful defense of a
business-related criminal prosecution (action for fraud
against a securities dealer) are deductible as ordinary
and necessary business expenses uxnder. §162 of the Internal
Reveaue Code. A subseouent Fovcnue Ruling based on Tellierx
reversed that portion of Revenue Ruling 64-224 which had
disallowed such fees and e:penses in antitrust damage ac-
tions by the Governnent.lg/

The Court in Tellier primarily addresses itself to
the "public policy" issue. In the present conte:t that
issue is specifically whethe: the ceduction of treble-
damage payments would frustrate any sharply defined policy
that Congress had in mind in allowing antitrust plaintiffs

to recover treble instead of actual damages; whether the

10/ Revenue Ruling 66-320, 1966-2 C.3. 44.
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wgting” of Section 4 of the Clayton Act is thereby les-
sened.ll/ The Supreme Court has always bcen reluctant to
deny :usiness expense deductions oa grouads that their al-
lovance would frustrate national or state policies pro-
scribing particular forms of conduct, and in a number of
cases has found this "public policy" argument inapplicable.

Seo Cormissioner v, Sullivan, 356 U.S. 27 (1958) (deduc-

tion for rent and wages paid by opcrators of a gambling
enterprise sustained, although both the business and the

specific payments were illegal); Lilly v. Commissioner, 343

U.S. 90 (1952) (deduction for amounts kicked-back by opti-
cians to doctors to obtzin prescription business allowed,
although in violation of Section 1 of the Sherman Act);
and Counissioner v, Heinin-wer, 320 U.S, 467 (1943) (deduc-

tions allowed for attorney's fees in the unsuccessful de-
fense of an adnministrative mail fraud order).
Contrariwise, the Court has denied business deduc-
tions on the ground they frustrated "sharply defined pub-
lic policies" in only two categories of cases: payments of
fines and penalties to goveramental bodies, Tank Truck

Rentals, Inc. v. Counissioner, susra, and Hoover Motor Ex-

press Co. v. United States, 356 U.S. 38 (1958); and payments,

11/ See Staff Study, p. 6, pp. 25-27,
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such as lobbying expecnses, specifically prohibited by
longstanding Treasury Regulations, Tcxtile Mills Sec.

Corp. v. Commissioner, 314 U,S. 326 (1941), and Canmarano
v, United States, 358 U.S. 498 (1959),

The Court in Tellier has enunciated a "sharply lim-
ited and carefully defined category" for the role of
"public polfcy" in deteraincation of proper business ex~-
pense deductions, in the following terus:

Deduction of exponses falling within the
general definition of §162(a) rmay, to be sure,
be disallowed by specific legzislation, since
deductions "aro a natter of grace and Congress
can, of course, disallow them as it chooscs."

« « » The Court has also given effect to a pro-
cise and longstanding Treasury Regulatioa pro-
hibiting the deduction of a specified category
of expenditures; . . . But where Congsross has
been wholly silent, it is only in extrenely
limited circuastances that t{he Court has coun-
tenanced exceptions to the runeral principle re-
flected in the Sulliven, Lilly and Heininfer de-
cisions, Only where ise allowance of a cecuc—
tion would “frustrate sharply cdefined national
or state policies proscribing particular types
of conduct" have we upheld its disallowance
. « » Further, the "policies frustrated must
be national or state policies evidenced by some
overnnenial declaration of thom." . . . Finally,
the "tost o1 nonceductibility always is tho se~
verity and immediacy of the frustration resulting
;rgngallownnce of the deduction." 383 U.S, at
93-94,

It seems clear, therefore, that the rationale of Rev~
enue Ruling 64-224 on the deductibility of antitrust
treble~-damage payments has boen confirmed by the reasoning

enunciated in the Tcllier case., We fecel that a statutory
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aneiadnent to preclude such decductions, either in whole or
in part, is not warranted by any possible effects on anti-
trust policy. Rather, it would be unwise as a matter of

both tax and antitrust considorations.

2. Basic Tax Policy Considerations

Any proposed legislation dosigned to limit or deny
the deductibility of treble-damage paynents is objectionable
as a matter of basic tax policy on the ground that manipu-
lation of tax provisions should not be used to achieve
social goals in other areas. There is virtually no disg-
agrceaent that any departure from this position should be
made only if it 15 otherwise nocessar§ and moritorious;
only for clearly valid and carefully considored roasons.lg/
The Supreme Court in the Tellier case has reiterated
this position, stating: "We st.rt with the propositioca
that the federal incoze ta:x is a tax on net incomo, not &
sanction against wrongdoing. That principle has been
firmly imbedded in the tax statute from the beginning."
383 U.S. at 691. The Court cites statements of the late
Randolph Paul, as well as tho original 1913 floor-debate
statoments of Senator Williams, to the same .ffect. 383 u.s
at 691-92 and n, 11, p, 695,

12/ Sce collection of languago to this effect in Staff
Study, pp. 1.-12, and az2in in Comaissioner v, Tellicr,

supra.
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Tax legislation to accomplish a non-tax societal
purpose deemed meritorious should be utilized only when
it is not "possible to achieve that goal more efficiently,
directly, and rafrly through otherlggnsures which lie out~-
side the realm of the tax system."  We do not think
that the tax collector need be made the antitrust en-
forcer, or that the tax laws need be changed in order to
achieve a further and greater dollar punishment. Certain-
ly here there is another way to solve any enforcement de-
ficiencies within the legal context of the substantive
area of concern. The antitrust laws themselves present
the direct and manageable opportunity.for increasing pen-
alties, if such is deened"necessary. Simply quadruple or
quintuple damages, if the deterrent is not currently
enough, before abrogating basic policies by interfering

14/
with the tox deductibility of damage payments.

3. Payments Similar to Treble-Damages Are
Deductible

We have noted that the Supreme Court in Tellier has

reemphasized its reluctance to find that the allowance of

32/ Remarks by Hon, Stanley S. Surrey, Asst. Sec, of the
g;egsury. before the Tax Executives Institute, March 7,
65, - .

14/ See Statement of William Simon, representing the
American Bar Association, Hearings, pp. 35, 43, 45.
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an otherwise tax-proper business expense deduction would
vsrugtrate sharply defined national or state policies pro-
scribing particular forms of conduct," citing many of its
own previous decisions wherein the deductibility of payments
similar to antitrust treble-damages have been upheld, The
enactment of legislation on this subject would be particu-
larly inadvisable to the extent that it singles out anti-
trust treble~damage payments for interference with their
tax deductibility. Both the courts and the Internal Rev-
enue Service have long held similar, if not identical, pay-
ments deductible. These include "kickback payments" clear-
1y in violation of Section 1 of the Sherman Act; payments
made in settlement of treble-damage actions for price ceil-
ing violations under the Emergency Price Control Act of
1942; multiple damages paid to an employee for violations
under the Fair Labor Standards Act; payments made in con-
nection with violations of the law in the sale of securi-
ties; various fraud case payments; and the rent and wage
expenses of an illegal gambling operator where these ex-

15/
penses were themselves a separate violation of a state law,

l§/ Respectively, Lilly v, Commissioner, supra; Jer
Rossman Corp. v. Commissioner, 175 F. 711 (2d Cir,
1949); 1.T. 3762, 1945 C.B. 95; Ditmars v, Commis=
.sioner, 302 F.2d 481 (2d Cir. 1962); Laurence M, Marks,
27 T.C. 464 (1956); Rev. Rul. 61~115, 1961-1 C.B, 46;
Helvering v. Hampton, 79 F,2d 358 (9th Cir. 1935);
Heininger v, Conmissioner, supra; Commissioner v.

Sullivan, supra,
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Tellier, of course, has clearly settled any issue regard-
ing the deductibility of legal and related expenses in
detense of any such actions, criminal or othervtto.lg/

To reverse the basic tax policy noted above and as
reaffirmed in Tellier, that federal income taxes should
be on net income and not contorted to implement various
regulatory statutes or to punish wrongdoing, is the pre~
rogative of Congress. But one situation should not be
singled out for such special treatment. Only after a
thorough consideration of a broad range of items affect-
ing enforcement of public laws and policies should legis-
lation of this type come before the Congress.

4. Interpretation of the /Antitrust S.atutes Is

Prequently and Generally Difficult, Allowing
For a Wide Range of Culpability, and Resul-

tant Inequities Under the Proposed Legislation
The antitrust laws are dynamic in nature and their

boundaries are often imprecise., Our antitrust laws are as
equally economic, social and political as they are legal,
Antitrust is involved in the sensitive area of what is
good for the economy, Certainly businesses and govern-

mental agencies have made unforeseeable mistakes, and the

;g/ These cases and Rulings, including Sullivan, Lilly and
Heininger, supra, are analyzed in Statement of ¥illiam
Simon, Hearings, pp. 35, 37-41,
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courts themselves have experienced great difficulty with
the economic analysis necessary to determine whether a vio-
lation has occurrod.11

Businesses are going to become subject to treble-
damage actions in spite of every effort to avoid antitrust
violations. In Simpson v. Union Oil Co., 377 U.§. 13
(1964), the Supreme Court held that a consignment agree-
ment providing a resale price limitation violated the
Shersan Act, although the Court approved a similar consign-
ment agreement 38 years earlier; thus, its decision raises
“the distinct possibility that an untold number of sellers
ot goods will be subjected to liability of treble damage
suits because they thought they could rely on the validity
of this Court's decisions.” 377 U.S. at 30 (Justice Stewmart
dissenting). In 1967, the Court, in United States v.
Arnold, Schwiann & Co., 388 U.8. 365 (1967), again indi-
cated that consignment agreements and agency arrangements
may properly be used by a manufacturer, within certain
limits, to control the distribution of his product. In
FTC v. Fred Meyer, Inc., 390 U.8. 341 (1968), decided on
March 18, 1968, the Court held "for the first time, 32 years
aftor the passage of the Act,” that Section 2(d) of the

17/ See Statement of William Simon, Hearings, pp. 35, 41-42.
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Robinson-Patman Act, which requires equal promotional al-
lowances by suppliers to all customers, uses the word
"customers” to include persons who did not purchase di-
rectly from the supplier but bought through intermediate
wholesalers. In so defining "customers” to include "non-
customers whom the Court thinks need protection,” (see
dissenting opinion, 341 U.S. at 361), the Court adopted
a theory neither party proposed.

The very governmental agencies enforcing the anti-
trust laws experience difficulty in determining whether a
violation has occurred. In 1963, the Justice Department
found itself in disagreement with the Federal Trade Commis~
sion as to whether price-quoting cooperative advertising
by independent retail druggists constituted illegal price-
fixing under the Sherman Act.18 In Purolator Products,
Inc. v, FIC, 352 F.2d 874 (7th Cir. 1965), cert. denicd,
389 U.8. 1045 (1968), the Solicitor General filed an amicus
brief opposing the Federal Trade Commission position.

Finally, the courts themselves have had admitted dif-
ficulty with the economic impact of business arrangements
in reaching a conclusion regarding their classification

under the antitrust laws. See White Motor Co. v. United

18/ See H.R. Report No. 699, 88th Cong., 1st Sess. 1 (1963).
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States, 373 U.8, 253 (1963).

Within the above context, denying deduction for treble-
damage payments, either in whole or im part, would arbi-
trarily impose "a burden in a measure dependent not on the
seriousness of the offense," Tellier, supra, at 695. It
has traditionally been the province of the courts to fit
the punishment to the crime in the imposition of sentences.
This can be particularly important when offenses can de
inadvertent or less than deliberate., As noted by the chief
counsel for the Senate Subcommittee on Antitrust and Mono-
poly, in all of the price ceiling treblo-damage cases the
courts had discretion regarding dnnaces.lg Obviously,
the tax collector is and should be blind to whether and to
whom social good comes or doesn't come from the collection
of taxes., The Antitrust Division, of course, properly ex-
ercises certain discretion in how it enforces the laws it
is charged to uphold. But just as certainly, it should
not be within the province of the Antitrust Division to
further determine against whom tho tax laws should be made
available to inflict an additional penalty, as would be
true under the provision of legislation which would limit

the denial of a deduction to cases where there has been a

19/ Hearings, p. 85.

278

33-758 O - 69 -- No, 17 -- 19



.16-

eriminal indictment resulting in a judgment of guilt or a

nolo contendere plea. This allows the tax effect to the

violator to be too much the result of prosecutor discre-
ttongg/in 1ight of the fact that civil injunctions of per
ae antitrust violations require much the same showing by
the government as do criminal proceedings, and that criminal
convictions can be obtained without direct evidence of in-
tentional wrongdoing. Making the deductibility of subse-
quent treble-damage payments dependent on the gévernmeut's
choice of a civil or criminal enforcement route seems il-
logical when that choice is not necessarily regiectivo of

the relative "hard-corenﬁgs" of the violation.”

8. Inequitable Tax Effects
Legislation in this area creates possibilities of

double taxation and perhaps even windfall tax treatment on
the other side -- unjust but inevitable when alterations

are imposed on the basic policy of taxing net income.

20/ See letter from Asst. Prof, Meade Emory to Senator
Hart, Aug. 2, 1966, with excerpt froa article, Hear-
1“‘3. ppo 109' 110-112.

21/ In this regard, note the refusal of the Justice De-
partment to givc reasons why it brought a civil ine-
stead of a criminal action even in the face of a
Court order to produce, United States v. Venice York
Yessels, Inc., April 4, 1968 (ATIR No, 356, ANay 7,
1968, pP. A-2),
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We have noted the difficulty of equating "wrongdoing"
with treble-damage awards or settlements., Certainly it
is at best arguable whether the profits made by a treble=-
damage defendant bear any necessary relation to damages
he may be required to pay as a result of suits brought
against him, However, to the extent he has so profited
from his alleged wrongdoing, the treble-damage defendant
has paid tax on this additional incom;. To the extent
damages represent a repayment of such profits, it would
seem that denial of a deduction to defendants would re-
sult in double taxation.

Additionally, we note that the ngtual increase in
deterrent value of any such legislation is subject to
question. The then Acting Attorney General Katzenbach
noted in 1965 that with the present corporate tax ratoe of
almost 60 percent, an adjudicated treble-damage violator,
even with deductions, will be out-of-pocket approximately
150 percent of actual damages in a situation where it has
already paid income tax on any incore derived from the
violation. That figure, in addition to the expense and
business disruption occasioned by tﬁe’legal proceedings,
he suggested, means that even with deductions a potential
violqtor will not likely risk a treble~damage action.gg/

22/ Letter from Acting Attorney General Katzenbach to
Laurance N. Woodworth, Chief of Staff, Joint Coxmittee
on Igtergal Revenue Taxation, Feb, 8, 1965, Staff Study,
PP, 1-62,
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Moreover, if nondeductibility is limited to cases
with respect to which there was a criminal judgment or
nolo plea, defendants clearly would be discouraged from
entering nolo pléhs which would then make them vulnerable
to tax sanctions in subsequent treble-damage litigation,
The effect would be especially onerous to smaller companies
upon ‘whom the high cost of litigation would often be seri-.
ously burdensome, if not fatal, to their ability to com=-
pete.zg And to so discourage gglg pleas would add to the
burden of already congested court calendars. .

Under present procedures the character of a treble=- .
damage recovery determines its tax treatment.”  Amounts
received above actual damages are taxable as ordinary in-
come., Recoveries representing single or actual damages
are not taxable if they can be shown to represent a return
of capital, but are taxable to the extent that they repre-
sent lost 1n;ome o} profits. If this rule is changed by
legislation to provide, for example, that the two-thirds
portion of treble~damages which is nondeductible by de-
fendants is non-taxable to the plaintiffs, a tax windfall

for treble-damage paymepts is created to the extent such

23/ See Staff Study, pp. 38-39.
24/ Rev, Proc. 67-33, 1967-35 i.R.B., p. 26,
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damages represent lost income or profits. In addition,
these consequences would be undesirable since they would,
to some extent, remove an incentive for treble~damage

plaintifts to settle for single damages.

6. ‘Retroactivity of Any Proposed Legislation

We also disapprove of the retroactive effect of any
proposed legislation in this aregé/ It was the recomnenda-
tion of both the Joint Committee and the Department of
Justicégg/that such provisions should only apply respect-
ing violations occurring after the date of enactment., At
minimum, this retroactive feature would result in unfair-
ness without serving the asserted basic purpose of such

legislation as a deterrent to antitrust violations. Al-

'though it may be settled that retroactive tax legislation

is generaily constitutional, Assistant Atforney General

Turner clearly suggesied at the 1967 Hearings that consti-
tutional problems would.here be raised where you are deal~
ing witgv"crininal law and sort of the criminal type sanc-
tions."” Certainly a bill which would impose additional

sanctions only on taxpayers who have been convicted or

25/ Staff Study, pp. 13, 15-16. )
26/ Hearings, pp. 27-28, 33.

27/ Ibid,
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pleaded nolo on criminal antitrust violations would seem
to have such a relation to criminality and would in ef-
fect be exacting additional punishment against a person

or class of persons so as to create ex post facto problems.

CONCLUSTON
For all of the above reasons, the American Bar

Association opposes any amendment of the Internal Revenue
Code which would disallow in whole or in part the deductibilicy
of treble-damage payments. Such payments, arising as they
do in the context of a civil action based on business conduct,
should continue to be deductible in their entirety as
ordinary and necessary business expenses under Section

162 of the Internal Revenue Code.
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SUMMARY OF
STATEMENT OF
DR, N._ R. DANIELIAN, PRESIDENT
INTERNAT IONAL ECONOMIC POLICY ASSOCIATION

BEFORE THE
SENATE COMMITTEE ON FINANCE
ON TAX REFORM
October 3, 1969

MR, CHATRMAN:

In the current controversy over tax reform we have lost sight of the
fact that it all started with the proposal to extend the 10 percent sur-
charge, and one of the primary purposes of the surcharge enacted in 1968
was to re-establish confidence abroad in the U, S, dollar, the standing
of which in international markets had been weakened because of persistent
balance of payments deficits. It is pertinent, therefore, to address
oneself to this original purpose of the surcharge and to suggest ways in
which the balance of payment§ of the United States may be improved by
means of appropriate tax treatment of foreign trade and investment income.

I have just returned from a month's survey of European opinion con-
cerning the international flow of short-term capital, long-term investments,
the U, S, balance of payments, and the standing of the dollar in the
opinion of finance ministries and bankers, On more than one occasion

the suggestion was made to me by officials, as well as private bankers,
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that the United States could help itself in encouraging the reflow of
earnings from abroad by a more lenient tax treatment of foreign source
income, We have now tried on two occasions a punitive approach; first,
in the Revenue Act of 1962, and now in the direct foreign investment
controls of the Department of Commerce. There is no evidence that these
approaches have been very successful. In the accompanying paper which,
with your permission, I would like to submit for the record, we make
typical suggestions of ways by which this can be accomplished,

Another area in which tax reforms are long overdue is in the treat-
ment of exports. Ever since 1960 it has been government policy to solve
our balance of payments deficits by encouraging exports. In all these
years, almost a decade, not one single constructive propunal has come
up to Congress from the Executive Department to use tax incentives to
this end, in spite of numerous studies and reports recommending such
action, In the meantime, we have allowed other countries, particularly
the European Economic Communities and Japan, to use tax incentives in
promoting their exports in our markets.

I shall not here recite, for it is well known to you, the evolution
of the Common Market's turnover taxes. It is a fact that as late as
1962 we allowed a clarification of the GATT regulations to permit the
rebate of turnover taxes and prohibit similar treatment for income taxes.
Ever since, we have had our hands tied, Mr, Chairman, we must find a way
of liberating ourselves from this self-imposed restraint and give our
exporters at least the same effective percentage of tax concessions as
our trading partners. We make recommendations in the accompanying paper

to achieve this purpose,
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There are other means whereby our earnings from exports and from
investments can be enhanced and the repatriation of earnings encouraged.

A country with the responsibilities that the United States has
assumed i{n maintaining stability in world conditions will continue to
have substantial expenses abroad, Trade policies of other countries
being what they are, we may not achieve the necessary surpluses in
foreign earnings solely in the area of sales of goods, A large portion,
an essential part, in fact, must come from investment and services
income, It behooves us, therefore, to encourage rather than discourage
profitable investments abroad, because the United States will ultimately
become the beneficiary of the earnings from such investments. This part
of our international accounts has been the most encouraging -- in fact,
the only -- element in our external accounts that hus been making a net
contribution to our balance of payments., Therefore, we must eliminate
unnecessary hindrances to the expansion of this most important source
of income,

We make a nunber of specific suggestions in the accompanying
memorandum on ways to achieve this objective,

I am pleased to state for the record that I am accompanied here
today by Mr. Charles J. Kerester, Tax Counsel, of the law firm of Jones,

Day, Cockley & Reavis, of Cleveland, who is prepared to answer technical

questions.
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SUSLRY

The Netiomsl Poreigs Trade Cowmcil Delisves that the “tax veferms”
relating to foereign source imceme eshodied ia H.R. 13270 sheuld met be emacted
iste law, Alleged leophwles ia the present fereiga tax credit grevisiess ¢
sot exist, In addition, sesticns 431 and 432 of N.R, 13270 and relsted Treaswy
progesals ate imequitable and discriainatery and sheuld be rejected. Likewiee
sections 452 and 501 should be vejected for the same reascas.

The Nationsl Pereiga Trade Coumcil dellieves that essctment of these
sections of H.R. 13270 wuld create wadesirsdle precedents for the future, It
has been & lomgstanding priaciple of the U.8, that its sationsls are taxed oa
worlévide income, 1.0., that all income D¢ included 2ad all deductions be
slloved in determining the met inceme subject to tax., Rather thea exsmptisg
foreiga source imcome, the U.S. has provided a credit for fereiga incoms taxes
{agosed on such income. This hes Mummcumtmfuuuty
double taxatioffand to protect the v
iacone, All deductions allc ‘

sreas bi1!
grestest A loes is s losi Wimtf
foreign country and & natiomal, t&
of the tax effect of such an allq

sddition to discria gl
enactment of section!432 oould ok
taxation of other typss of ¢
rtecommenddtions there

provided by this.
subpart F of the

Section 501 didv
operstions of one psrticular I g
operations of the same industry. The Council uron with the Treasury “
reconmsndation that section 501(s) should not eliminate perceatage depletion
with respect to foreiga oil and gas production but does not believe that the
Treasury’s alternative to limit foreign tax credits allowable on & specific
typs of foreign business income is sound or equitadle.
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Section 231 should de 1ibersliized to eliminste the $2300 1isitation
with respect to meving expeases imcurred im cemmection with overseas assign-
[ 1IN

Section 444 ohould be emscted, but the favorsble trestaemt afforded
foreiga deposits In U.S. banke should be made petmancat aand mot asrely extended
through 1975 te aveid the contiaual threat of withdrawel of foreigs funds from
U.S. bapks,

Section 902 of the Code desling with direct foreign tax credite
should be extended to apply to dividmnds received from any foreiga corporation
tegardleas of the mwmber of tiers of owmership.

Section 367 eof the Code relating to sdvance rule tequiremeats with

respect t» osrtaln transaccions iavolviag foreiga corporatiens, ehould de
tepesled.
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FINANCE COMMITTEE
UNITED STATES SENKATE

TAX REPORM HEARINGS
HeR. 13270

October 3, 1969

STATEMENT OF

NATIOMAL FOREIGN TRADE COUNCIL, IMC., NEW YORK

Introduction

The existing foreign tax credit provisions contain no loopholes
and accordingly require no tax reform. Therefore, the foreign tax credit
provisions, which serve as one of the cornerstones of U.S, trade and
fnvestament, should not be smended as contemplated in H.R. 13270 or in the
Treasury amendments thereto.

Former Assistant Secretary of the Treasury Stanley S. Surrey
stated in his testimony at Hearings before the Senate Foreign
Relations Committee with respect to the proposed U,S.-Bresil income

tax treaty:

“smerican investment would not proceed at all witheut the
foreign tax credit because then, as the Chairman pointed
out, tvo taxes would be imposed and the overall burden

of two taxes would be so great that intsrnational P
investment would practically cease,” (Senate Ex, J., '
90th Cong., 18t Sess., 19, 20,)
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Thus, as is widely recognised, the forelign tax credit has, over the yesrs
since its adoption in 1918, proven workable and provided the intended relief
from double taxation, despite its inherent complexities.

Further conplexities have been added since 1962 to the conduct of inter-
national business by the enactment of Subpart F of the Internal Revenue Code,
sections 951 through 964, and the Interest Equalization Tax, sections 4911 through
4921, and more recently with the promulgation of the regulations under
section 482 of the Code and the Foreign Direct Investment Regulations by
the Commerce Department in 1968, These laws and the implementing admin-
{strative tules have drastically curtailed the freedom of choice of the

"American investor, and created an environment in which his ability to
compate with investors of other developed countries can no longer be
taken for granted.

The changes in the foreign tax credit now proposed in H.R, 13270,
the Tax Reform Act of 1969, as well as the related Treasury proposals,
continue these shortaighted policies of adversely restricting and penslizing
the conduct of international business. Contrary to the practice of other
industrialized nations which overtly encourage foreign operations on the
part of their nationals, the U.S,, as evidenced by certain of the provisions
of H.R, 13270, is continuing to hamper the conduct of international business
on the part of its nationals.

While directed at the U.S. petroleun industry, the proposed
changes would overturn longstanding u.é. principles of taxation, the

effacts of which would extend fsr beyond the U.S. internationsl
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pctrolc.m companies. In addition, if enacted, the proposed changes
would then serve as-boot strap precedent for future attenpts to
fragmentize and segregate foreign source incone and to tax such income
on & per item rather than a net income basis. Moreover, by increasing
the tax cost of doing business abroad, the contenplated changes
would surely have an adverse fapact on our balance of payments in the
private international trade and investament accounts - the one sector
that has traditionally provided a balance of payments plus for the U.S.
1

-

U.S. Principles of Avoiding

International Double Taxation

and Taxation of Foreign Income

Certain of the provisions of H., R, 13270 as well as the
Treasury's alternatives thereto proposed by Assistant Secretary, Edwin
S. Cohen, at the commencement of these Hearings slong with the Council's
recommendations relating thereto as well as to other recomaendations with
respect to the taxation of foreign income gshould be exaamined in the light
of traditional principles employed by the U.,S, in avoiding {nternational

double taxation and in taxing foreign income.

Jnternstional Double Tsxation

International double texation occurs when s national of one
country receives income from abroad which is sudbject to tax both in the

country of nationslity and in another country.
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This probles is becoming increasingly serious, particulsrly for

those countries, such as the United States, which traditionally have had a
vital interest in world trade and investment, as foreign income tax rates
range up to and beyond the U.8, rate, Assuming & 30 percent U,8, corporate
income tax rate, a U.8, corporation doing business:divectly in another
foreign country such as France, with s tax rate of 50 percent would be
subject to confiscatory doudle taxation. Under these conditions foreign
trade and investment oould not long endure.

Recognising tM,. the industrialized countries of the world,
committed to a policy of international trade and {nvestment, have adopted
one of two methods for elimination of international doudle taxation.

o One method, based upon the principle of territoriality, is for
s country to exempt foreign soutce income realised by its nationale, The
Hational Poreign Trade Counclil has long endorsed the exemption method
snd continues to believe that such method is the more desiradle,

The other method is to tax the worldwide income of citizens,
residents and domestic oorporations but to grant a cvedit for the foreign
income taxes paid or acorued with respect to foreign source incoms, Since
the Revenue Act of 1918, the U,8, has traditionally attempted to eliminate

international doudle taxation through the use of the foreign tax credit

mechanisn,
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It should be strongly esphssised that both the exemption
method and the credit method recognize and give effect to the prior.olais
of the country of source to tax inocome srising within ite borders.

.3 Texation of Worldvide Incoms

" As a oountry of source, the U.8, asserts primary Jurlul;tloa to

tax the income of non resident aliens and foreign corporations derived
from carrying on 8 U.8. trade or business and permits taking deductions
provided for under the Code attributable thereto. As & country of
nationslity, the U.8, ssserts jurisdiction to tax the worldwide income
of ite citizens and ocorporations. Heretofore, the U.3, has adhered to a
policy of not taxing a U.S, national's incoms derived from overseas
operations at tmaur rate than that applicadle to similar .hun from

domestic operations.
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However, while ssserting ite jurisdiction to tax the wrldwide
income of ite citizens and corporations, the U,8, very early in the history
of its incoms tax law recognized the prodlem of international double taxation,
Since the country of source has always the primary right to tax inoome arising
therein, the U,3. under section 901 permits ite citizens and corporations
having fiscal vesponsibilities to two nationsl jurisdictions to credit
againet the U,3, tax the tax paid to the other tax jurisdiction, subject
to limitation as to amount under section 904, As long as the foreign tax
is considered an income tax or a tax in lieu of an income tex, the U.S,
has never required th.t the foreign taxing systes be identical to the
U.S. system as & condition of granting & foreign tax credit,

Section 904 of the Code provides for a limitation on the
foreign tax credit which prevents any foreign tax paid to another
country fros being credited against the U.3, tax payadle on U.8, soutrce

income,* The U.S, concept of eliminating internationsl double taxation

+ The U.3, permits 1ts natlonals to elect the computation of the foreign

tax credit on the basis of either the per country limitation or the overall
linitation. The per country limitation imposed by section 904(a)(1) restricts
the amount of credit allowable against the U.8, income tax for taxes paid to -
any single country to the amount of tax imposed by the U.S. on the income

derived from that individual country. Section 904(a)(2) provides an alternste
overall limitation on the foreign tax credit. The overall limitation restricts

the amount of credit allowable by permitting taxpayers to treat the taxes of

all foreign countries collectively (rather than separately for each country) |

in calculating the total amount of credit allowadble against the United States
income tax on total foreign source income.

Under either systes, the U,8, taxpayer must allocate a portion of U8,
expense against foreign income - further reducing allowadble foreign tax eredits
00 that the credit for foreisn tax is limited to the foreign tax attributadle
to the net foreign source income, detersined under U.S, standards.
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under section 904 results, in effect, in foreiga source income being taxed at
the greater of the U.S. or the effective foreign tax rate. Double taxation
is elininated because the U.S, taxpeyer bears the burden of only one tax.
The U.,S, tevenuss are protected since the U.3, tax sttributadble to U.8, source
{income can nevar be reduced by any foreign taxes paid on foreign soutrce incoms.
For example, vhere the tax rate of country X is 40 percent, o
U.8: corporation whose only incoms is from country X will pay a foreign tax
of $40 on taxable income of $100, Assuming a U.8, rate of 30 percent,
double taxation is eliminated since the U,8, corporation’s $100 of inoome
{s taxed at the higher U.8. rate, The corporstion credits the $40 country
X tax sgainst its U.,8, tax of $50, paying $10 to the U.8, Treasury, or o
total of $50 tax on taxadle inocome of $100.
If, in the sbove example, the country X tax rvate was 60 percent,
the U,8, corporation would credit $50 of country X tax ageinst ite U.S.
tax of #50 satisfying its U.8, tax 1iadility in full, Doudle taxation is
thus prevented; the total tax of $60 on foreign source income {s imposed
at the greater of the U.S, or effective foreign tax rate, or at the
tate of 60 percent on taxsdble incoms of $100.
From the foregoing, it is apparent that the U.S, tax 1isdbility
vith respect to the foreign source income of a U,S, national doing
business abroad in countries imposing tax at vates equal to or gueater
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than the U.,8, rate may be satisfied by payment of the foreign tax. This
fo entirely proper under the credit systeam of preventing internationsl
doudble taxation where the country of nationality asserts jurisdiction to
tax worldvide income of ite nationals,
Given the scope and diversity of U,8, business and the fira

U.8. policy of insuring that foreign taxes not reduce U,3, tax on U.S,
source income, the present U.8. concept of relieving international doudle
taxation through the operation of an elective per country or oversil
1imitation is economically sound and consistent with the policy of tax
neutrality,

Since the expansion of international trade and investment {s an
important national policy, and eince such policy can only be attained
under adequate protection from international doudle taxation, any further
change in the foreign tax credit system should have the effect of eliminsting
rather than creating international doudble taxation, Otherwise foreiga trade
and investment could not continus,unless of course the U.S, were to adopt

an exemption system.
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1
H. R, 13270

431, 432

1. InGeneral
While sections 431, 432 and 301 of H.R. 13270 are apperently

aimed at the extractive industry, they are of much broader impact

and could present an uwise precedent for future diserimination agsinst

other industries. Enactment of such provisions would produce distorted results
vhich are contrary to the long estadblished policy adopted by the United

States of relieving all of its citisens and corporations from the effects

of international double taxation. These provisions wuld result in the

U.S. imposing & higher rate of tax on foreign source income than on domestic
source income. Moreover, these provisions, if enacted, would further add

to the complexities of the U,$, taxation of foreign income.

2. 4 t mitat t

Section 431 of H.R. 13270 provides for a recspture of U.S,
tax where a Us.S. taxpayer sustains s loss from foreign operations in a
yoar in which he has elected the per ceuntry lisitation under section
904(a)(1)s Por purposes of applying the foreign tax credit 1imitation
in a subsequent year when income is realised from the country in which
the 1oss was sustained, the taxable income from the country {n which the

1oss was sustained (or the taxpayer's foreign source taxable income if
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the oversll limitation is being used in the subsequent yesr) is to be
reduced by the amount of the loss previously sustained, Thus, taxpayer
would be denied up to one half of the credit for foreign taxes actually
paid vhich wuld othervise be currently allowable,

The Treasury would propose to extend the operation of section
431 of the Bill to taxpayers on the overall limitation experiencing an
overall foreign loss even though in the year of 10ss no foreign tax credits
would be slloved.

Section 431 of the bill aleo prevides for a vecapture of the
so-called tax saving from & loss sustained in a foreign country vhere
property, which is used in the trade or businuss from which the loss arose,
{0 Ulsposed of by the taxpsyer prior to the time the 10ss has been recaptured
under the rules discussed adove, The amount of the loss not previously
recaptured is to be included in income for the year in wvhich the disposition
of the property occurved, provided the property disposed of is a material
faotor in the realization of income or lcss in the business in wvhich it was
used or vhere the property oconstitutes a substantial portion of the assets
used or held for use in the carrying on of the business. A loss could be-
come taxable income.

Recommendation
For the ressons set forth below, the Council recommends that section

431 not be enacted.
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No Double Tax Benefits
As set forth in House Report No. 91-413 (Pt. 1), 9let Cong., 1lst Sess.,

116, section 431 purports to eliminate two ostensible tax benefits which are
sald to arise when a taxpayer on the per country limitation experiences losses
in a foreign eo\mry.. The claimed doudble tax benefite are:

(1) such losses reduce U.S, tax on domestic incomes (2) when the business
operations im the loss oountry become profitadle, & credit is sllowed for
foreign paid taxes to that country against what otherwise would be the U.8, tex
on the income from that ocountry, Under the U.S. system of taxation, such

results can not be labeled “doudble tax benefits™ and do not justify enactment

of section 431,
Inconejatent with U8, Texstien of Worldwide Incons. As stated, the
UsS. asserts jurisdiction to tax the worldwide income of its citizens and
corporations and correspondingly permits such nationals to apply sll deductions
othervise allowable under the Code agsinst such incoms, recognizing
that incurring such deductions is essential to the realisation of such income.
If the U.8. continues to assert the right to tax worldwide income of
its nationale, fairness dictates that such income continue te be subject to
deductions wherever incurred, To do otherwise is not to curtail a so-called
"tax benefit™ but rather to adopt & “hesds I win, tails you lose™ philosephy
of taxation, inconsistent with principles of tax meutrality heretofore adhered

to by the United States.
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In denying the effect of deductions attributable to foreign eource
income of U.3, nationals, section 431 results in outright discriminstion against
income earned abroad. And this will be o at & time when most other industrislise
nations are taking positive steps to encourage and incresse foreign trade and
tnvestaent,

Inconsistent with Foreign Tax Credit, The rtationsle for the foreign
tax credit as s method of preventing confiscatory doudble taxation fe that the
country of nationality,while taxing worldwide income,gives credit for foreign
income taxes actually paid a foreiga country oo foreign source income., It is
difficult to consider tha granting of full foreign tax credit up to the
avount of U.S. tax on foreign source income a so-called "tax bemefit"” which
should be curtailed.

If one of the reasons for section 431 is that the foreign tax
credit should not alleviate double taxation unless the foreign tax is im-
posed on the identical income as Ls taxed by the U.S,, this is not sound.

The foreign tax credit provisions have alwvays recognized that foreign income
tax lavs cannot be expected to be exactly like the U.S. law, and that
foreign income taxes will be computed under differing rate structures, and
definitions of taxable income. What counts in a practical sense is the
dollar amount of the tax burden in the respective countries. Income taxes

paid.to two countries on the same business operations constitute doudble tax-
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stion regardless of differences in the structure of the tax laws under vhich
the taxes are paid.

Recognising that foreign income tax laws do not and camnot precisely
reflect the U.S. Internal Revenue Codé, the rule of exieting section

904 1inite the foreign tax oredit solely to U.S. tax on foreigs source imoone

and theteby affords full protection to the revenues, This rule remains
adequate today,

The simple fact is that when foreign operations turn profitadble, both
s U,S, and foreign income tax will be paid on the same inoome = and under the
foreign tax credit systes of alleviating international doudble taxation, such
foreign tax should be oredited against U.8, tax, subject to the protective
limitation of existing section 904, There is no justification to reduce the
foreign tax credit allowable against the U,S, tax on foreign source income
because & business operation in & partioular country suffered a loss in a prior
yesr. A loss should not creste a further tax penalty,

] P 1

The restriction on the per country limitation imposed by section 431
of H.Rs 13270 is inconsistent with, and departs from, basic U,8, principles of
taxation sinoce it could result in the taxation of foreign source income at o
higher rate than that applicadble to domestic income, See Tadble Mo, 1, jnfra
pe 20, The recapture provisions would reduce the numerator, but not the
denominator, of the eection 904 fraction (taxable income from country where
prior 108s arose over entire taxable income) which is multiplied by the U.8,
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tax in order to determine the amount of the limitation on the foreign tax credit,
The reduction is the amount of the priot year's foreign loss which was allowadle
under the Code. 1t is appsrently intended that the use of the prior year's loss
will reduce the foreign tax credit otherwise allowable against the U,3, tax on

foreign source income of the current year,

Any such decrease in foreign tax credits, where the foreign income tax rate
is in excess of 350 percent of the U,8, rate, would vesult in the imposition of an
additional U.S, tax on foreign souxce income to the extent of such decresse.

Thus, foreign source income subject to section 431 of the B{1l wuld be taxed

at a greater overall rate than comparable income of other taxpayers who never

sustained a prior year's loss in foreign operations,

To Lllustrate, assume that in 1968 Corporstion X, a United States
corporation, generated U,S, source income of $100 and income from Country Y
of $100 and suffered a start-up 10ss in Country Z of the sane smount. Assume

further that Country Y and the U.S. {mposed income tax at the rate of %0 percent

and Country Z at 30 percent, and that Country Z does not allow a loss carryover,
Under the overall method of computing foreign tsx credits, Corporation X would
be considered to have no foreign source taxable income and therefore would

be entitled to no foreign tax credits. The $100 of net income would, of
course, 8till be subject to United States income tax of $50. The total tax
bi11 under these circumstances wuld be 100 percent of the net income (350

to the U.S. and $50 to Country X). It is this result that the per countey
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iinttation prevents.
Applying the per country limitation under existing lew, Corporstion
X wuld be entitled to a foreign tax credit of $50 with respect to its $100
of incowe from Country Y. This credit for $50 of the $30 paid to Coumtry Y
offsets the U.S. tax on Country Y's {ncome, The total tax dilil under these
circunstances would be S0 percent of the net Lncome.
Assume that in the next year taxpayer reslized $100 from Country 2
and 311 other facts remein the same. Under existing law, the effective tax
rate on Corporation X's income would be 50 percent., If it ie further
sssuned that eection 431 applied, the effective tax rate on Corporatien X's
{ncone for such following year would de increased to 51.6 percent. If on the
other hand Country Z's tax rate was 50 percent, Corporation X's effective tax
rate for the year following the loes year would, under the application of
section 431, be increased to 58,3 psrcent, Thus, section 431 severely penalizes
forsign source income whenever the foreign income tax rvate is in excess of
S0 percent of the U.S, rates The degres of penalty depends upon the amoumt of
the foreign tax rate,
Section 431 far exceeds the basic function of section 904 which is to
{nsure that foreign source income will be taxed at no more than the greater of
the U.S, or effective foreign tax rate, Moreover, foreign source income will
continue to be subject to the penalties of section 431 even though the operation
giving rise to the loss has long since been abandoned or is unrelated to the

peofit operation. Thus, such losses will reduce foreign tax credits arleing
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from warelated profitadle operstions withia the same couatry.

Uegeriyiag Prenise Incorrect

The complexity of esection 431 is illustrated by the faot that the
90-0811ed tax bemefit vecapture provision applise where & fereign less wae
sustained {n & year whea the per oowatry limitation was ia effect evea though
the taxpayer bad no income from U,8, sources agsinst which the less oeuld be
deducted, See Tadle Wo. 2, iafrs p. 21a. This is comtrary te & statemeat
nade in Nouse Report No. 91-413 (Pt. 1) 9let Conge, 16t Sess., 114,

The “recapture® provisions also apply in other situations where
the foreign Joss can result in no possible U.S, tax benefit, The provisions
of section 431 apply where, in the typical case, the foreign country
peruits o loss Incurred In one year to be carried over against income earned

in a sudbsequent year, This carryover, of course, reduces both the asount
of forelgn tax paid {n the later yesr to the source country as well as the U,

foreign tax credit, thevedy increasing the amount of tax actually received
by the U,8, Treasury., Nonetheless, except in the rare case vhere the income
in & country in a year sudsequent to the year of loss ie twice as much as the
amount of the foreign lose in the earlier year, section 431 will operate to
reduce foreign tax credits in subsequent years even where the effect of the

foreign lose carryover provisions was to incresse residual U.S. taxes, See
Table Wo, 1, m pe 20,
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Recaptute os DI t {

Section 431 applies upua diepesition of property which wme
ssterially related to the operation produciag the fereign 1ese. Secties
431 would appear to apply even vhere aa wmsuccessful fereign veatuse Lo
asbandoned without producing sny incose. In sddition te adding further
conplexities to the foreign area, this provisimis extremely unjust and may
have the effect of permanently locking taxpayers iato a less situstien,
ot creating income vhere in reality income existe, Tesulting in an unecen-
omical sllocation of resources. This provision cepresents & sigaificaat
departute from existing principles of tax neutrality, since s comparadle
operation in the U.S, could be sold off without tax pensity.

Txessury Propossie

The Tressury proposal to apply the se-cslled “recapture™ provision
vhere thete has been an overall 10se vhile using the oversit lisitatien 10
subject to the criticisa set forth sbove with vespact to the less recepture
on the per country lisitation, Uader the present overall lisitation, & less
in one country offsets income from other forelign ceumtries, theredy reducing
the numerator of the section 904 fraction (tazadle incese froa fereign souroces
over total texable imcome) which is multiplied by the U.S, tax, oo that fereign
tax oredits othervise availadle are lost. Thus, the Treasury preposal prevides
s doudle tex penalty fer taxpayere experiencing as overall loss while wing
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the overall limitation. Firstly, foreign taxes applicable to foreign source
income which have actually been paid or acorued will not be credited. This
is the result under the present law. Secondly, as operations turn profitable
foreign taxes otherwise creditable will be reduced by the loss recapture
provisions in violation of the traditional U.S. principles inherent in the
taxation of foreign source income.

Illustration Showing That Foreisn lLoss Produces No U.S. Tax Benefits

Table No. 1, set forth below, shows that there is no unwarranted
benefit under present law from the deduction of foreign losses by a taxpayer -
using the per country limitation, and that the proposed provision for recapture
of any U,S. tax saving from such deductions of foreign losses would in
fact produce international double taxation contrary to the fundamental purpose
of the foreign tax oredit provistons.

Table No. 1 compares the effect of a loss sustained in & new
business and deducted from income of a business in the U.S., followed
by income from the new business in l.ltor years, under the present law and
under the m'poud change, according to whether the new business is domestic
or foreign and vhether the foreign tax law allows or does not allow & net
loss carryovey. For convenience, it is assumed that both the U,S., and foreign
rates are 502,

Table No, 1 shows that the per country limitation under present
lav, permitting foreign losses to be in effect deducted from U,S, source
income, results in an over-all tax burden of 50Z of the cumulative net

income over the perind during which s foreign loss is sustained and offset by
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subsequent foreign income, whether the new business is in the U.S, or in a
foreign country. When both businesses are domestic, this results from the
application of the 50 U.S, rate to actual net profits. When the maw business
{s foreign, this results under present law from a 50% U.S. tax on the net income
over the period, reduced by credit for the 50 foreign tax during the same
period. Under the proposed change, the over-all tax burden would be in excess
of 50%, the excess being equal to the recapture of the U.S. tax bemefit

from the loss.

While variations in the U.S. and forekgn rates !ould produce more
complicated tables, they would still show the same violation, under the
proposed change, of the principle that the net U,S. tax, under the foreign
tax credit system of avoiding international double taxstion, should represent
no more than the excess of the U.S. rate over the foreign rate., The same
effect would be shown if there were operations in other foreign countries.

Under column V, the foreign country, as is usually the case, grants
& net loss carryover. The foreign tax saving resulting from the net loss
carryover automatically produces a “recapture® by the U.S. of the prior
U.S. tax benefit of the loss; nevertheless the proposed change in law would
exact a second “recapture™, When the foreign country does not grant a net
loss carryover (column IV) the U,S, recapture results in U.S, tax on income

which has been taxed by the foreign country where it was earned.

305

33-768 O - 69 -- No, 17 == 31



R

ISz 9%
sz2$
sLs
sz$)
$
os [ ¢4
00Z$
ool$
001$
oot$
(sZ9)
0
001$
00Z$
001$
001$
[
0
°
°
(oo1$)
PSS} ¢ 3
L]

uSjai0l § ssauisng
*-s°n uy_y sSssuisng
A s

35729
0s2$
s
(s2$)
0s$
oots
002§
ool$
oo1$
1433
(sz$)
0s$
0o1$
00Z$
001$
0o1$
(]
]
]
)
(00t$)
—— 01§
Lo

uBis303 3epun PaNOTTIY

20 33A0A2ITD $80]

‘u¥ 13303 ¢ SsuIeng

‘°s°n Uy v ssauisng
Al 3%%)

A¥] °S°Ql pasodoig

208 205
00Z$ 00Z$
oss 0s$
os$ 05§
[ ]¢3 o0l$
00Z$ 00Z$
0o1$ 001$
ool$ 0ot$
001$ 0s$
] 0s$
[ 14 001$
00Z$ 00z$
00l$ 001$
001$ 001$
o 0
[ 0
[ 0
o o
(001$) (oots$)
001$ 001$

ar] WB1a303 J8pud P
~ROTIV IBA0LIIED 8807
‘uS1a303] § sssuisng
¢°$°n u}_V_sssuisng

L3133 sso] uSisao3 onN
‘uS12303 § SSIUINNG
¢°s°n Uy v ssauisng

I1 %)

111 %)

Av] -S°0 3083

‘70§ - a3vg UPIRI0] PIENSEY 1305 - 33¥R °S°O DIWNISY

I ae] ug 3 338333 30 uosiawdmwo)

1 *ox qel
-02-

(SWO2U] 288 2w ¢ / Xwl 1930])
338y XTL 3A}3IDN333 1WIOL

Ll

00Z$ POI3INE Ihf IBAO SWOD
<U} 30U QOYS VO ssxwel
udia304 9 °S°A 1NI01
001$ IIp83ID I X3 °S°N

1£Y W08
3ad uoIITATEY] ITPAID

001§ 3IP8ID 32038q X¥I °S°N
002§ 2WOOUY SIqEXTI °S°Q)
001$ sWoouy § sssuisng
00t$ smOoout v SSUISNE

[773%

IIP8ad 3933¢ X3 °§°n
1CY uctIdNe
234 ©OTITITEWIT ATPBID

001$ 23Ip83d 83033q X®3 *S°A
00z$ swoouy srqexey 0

0018 swoouy ¢ ssaujsng

o0o1$ smcouy v ssauisng

733

o IIPe32 I3je XWI °S°n

° xv3 UBa30] 1QEITHAID

o 2IP8ID 83038q X€I °S°n

o JWOUY QXTI °S°N

€001$) se03Ul ¢ ssaULSNg
 o01$ swosuy v sseuysng

306



«21-

Table No. 2, below, graphically {llustrates that the so~
called tax benefit recapture operates to dissllow foreign tax credite
and correspondingly increases the U.S. tax on foreign operations where
taxpayer never had U.S. source income which could be offset against the
foreign l0ss. As previously stated, such disallowance results in the
U,S, imposition of an additional tax on foreign source income. It {is
sgain assumed that the foreign tax rates are 50 percent. As set forth
in Table No. 2, a U.S. taxpayer operating in countries A and B, and
experiencing a loss in country B in 1970 will, depending on whether a
foreign loss carryover is or is not allowed, be subject to & totsl
effective tax rate of 75 percent and 68.73 percent, respectively, over the
3-year period up to and including 1972, Under existing law such taxpayer
would be subject to a total effective tax rate of 50 percent regardless of

vhether a foreign loss carryover is allowved.
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1970

Business in country A
Business in country B
Total Foreign Sax

U.S. taxable income

U.$S tax before credit
Creditable Foreign tax
U.S. tax after credit

Total U.S. & Foreign tax

1971

Business in country A
Business in country B
Total Foreign tax

U.S. taxable income
U.S. tax before credit

Proposed reduction of

credit limitation per

section 431
U.S, tax after credit

Total U.S. & Foreign tax

1972

Business in country A
Business in country B
Total Foreign tax

U.S. taxable income
U.S. tax before credit

Proposed reduction of

credit limitation per

section 431
U.S. tax sfter credit

Totsl D.S. & Foreiga tax

Total U,S. & Foreign
taxes on $400 net in-
come over 3-yr. period

Total Effective Tax Rate

(Total tax paid/total
taxable income)

2Ma-

Tadle ¥e. 2

Effect of Proposed Section 431
Under Per Country Limitation
Where No U.S, Source Income

Both Businesses in Foreign
Countries, No U.S. Business,
No toss Carryover Allowed
Under Foreign Law

,Fo;clm U.S. Total
ax Tax Jax
o o—-.
LE)
0
0
$30
0
$50
$100 $50
$100 S0
$1
$200
$100
(s25)
$25
$125
$100 $50
$100 $0
$100
$200
$100
($25)
$25
125
1300
752

I
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Both Businesses in
Poreign Countries, No
U.Ss Business, Loss
Carryover allowed under

f_ian Lav
orelgn *Je  lOta}

$100
($100)

0

$100
$100

$200

($25)

$100
$100

$200

($25)

Tax Tax Ta
wo =
T
0
$50
0
$50
$50
0
$100
450
$100
$50
30
1%
$100
$25
$125
1215
68,752
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Even in cases where the foreign loss did not prevent the United
States from receiving its full tax on U,S.-source income because of
jover effective foreign tax rates in other countries, section 431 would
operate to reduce foreign tax credits in lster years. This is shown in
Table No. 3 in which it is assumed that all countries have a 50% rate of
tax, except that country A's rate is reduced to 201 in order to act as
an incentive to attract needed foreign investment and Country B does not

allow a loss carryover.

Table No. 3
Effect of Section 431 On lLess

Developed Country Tex Incentives

Incoms or U.S. Foreign Aotual
los tax . . tax_rate
1970:
U.S. business $500 $250 S0%
Business in country A 500 250 $100 o
Business fn country 8 _%%), g 50) 0 507,
Foreign tax credit =100
Net U.S. tax 3
1971 :
U.S. business 300 250
Business in country A 300 250 100
_Business in country B 200 100 100
1200 00
Foreign tax credit
For country A tax -lgg
For country B tax -
Net V.S, tax W
Total taxsble income $2100
Total tax paid
U.8. 800
Foreign 300
%1100

Total Effective Tax Rate
(Total tax paid/total taxable income) 5712
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Thus, the taxpayer is penalized by a reduction in the limitation
on the credit for 1971 country B taxes, and $50 of the credit othervise
allowable for those taxes is disallowed by reason of the $100 loss in
that country in 1970, even though the U,S. in that year received its full
tax of $250 on the U.S.-source income of $500.

It is common for many of the underdeveloped countries to attempt
to attract much needed foreign investment through various tax incentive
programs, vhich have the effect of lowering the tax rate on business
operations conducted in that country by foreigners. Under present law,
since the U,S, does not recognize the tax sparing principle, any benefits
granted by the local tax law will not be realized by the U.S, national but will
be sponged up by the U.S. Treasury. Thus, under proposed section 431, the
UsSe will exact an additional tax on foreign source income (because of lost
forelgn tax credits otherwise allowable) even though the loss in country B
did not offset U.S. tax on U.S. source income because of incentive tax

reductions offered the U.S. taxpayer in his country A operations.

3. Section 432 - Separate Mineral Income Limitation

Section 432 of H.R, 13270 provides that the foreign tax
credit limitation is to be separately applied with respect to foreign

mineral income arising from sources within the foreign country from
vhich the income is derived. This separate limitation is to be applied

vhether the taxpayer otherwise uses the per country or the overall
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limitation on the foreign tax credit. The separate foreign tax credit

1isitation is to be imposed in the following situationss

(1) where the foreign country requitres the payment
of a royalty or bonus with respect to the property froa

which the foreign mineral incoms is derived;

(2) where the foreign country has substantial minersl
rights vwith respect to property from wvhich the foreign
nineral income is deriveds or

(3) where the foreign country imposes an income tax
on foreign mineral income at s higher effective rate than

the tax imposed by the country on other types of income.

Foreign mineral income means taxable income from mines, vells,
and other natural deposite within a foreign country, but only to the extent
thet the income is considered “"taxable income from the property” for
putposes of the percentage depletion provisions of the code. Dividends
received by a U.S. taxpayer from s foreign corporation with vespect to
which a deemed-paid foreign tax credit may be claimed are to be treated
as foreign mineral income to the extent the dividend is sttributable to

this type of income. A partner's distributive share of the partnership’s
foreign mineral income also is to be considered foreign minersl income

in the hands of the partner for purposes of the limitation.
House Report No. 91-413 supra, indicates that the gole resson
for the separate mineral income limitation on the foreign tax credit is

to isolate those cases in which it is likely that the income taxes repre-
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sent, at least in part, royalties becsuse of the difficulty in distinguishing
a toyalty payment from a tax payment.

The Treasury has recommended that proposed section 432 in its
present fom should not be adopted.

The Treasury has recommended that excess foreign tax credits
resulting from the allowance of percentage depletion by the U.S. should not
be availadle against other foreign income. This vecommendation of the
Treasury {s based on the assumption that percentage depletion will not be
denied to the sineral industry operating abroad. The Treasury has also
suggested that a method of handling foreign income taxes imposed at rates
in excess of the U,S. rate would be to disallow foreign tax credits to the
extent of any forelgn income taxed at a rate in excess of 60 percent.
Recommendat ion

The Council concurs with the Treasury recommendation that section 432
should not be enacted. The Council does not concur in the Treasury's alter-
native to section 432,

Accordingly, for the reasons set forth below the Council recomsends
that section 432 and the Treasury's alternative thereto not be enacted. The
Council would also oppose disallowance of the foreign tax credit merely because
the foreign tax was imposed at a rate greater than the U,S, rate,

Viojates Principle of Tax Neutrs

In the past, the Council has opposed computing the foreign tax
credit separately in respect of different types of business income, Por

30 years the foreign tax credit provisions have alvays been applied
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uniformly to taxpayers regardless of the type of business Crom vhich Income
is derived. As a matter of tax policy, it is vrong to depart from this
basic principle by imposing a separate limitation on particular items of
income or on particular industries. To discriminate against e particular

type of business activity is to create s dangerous precedent which can be

used against other types of business activity in the future.

Such tax discrimination has been rejected by Congress. The
President's 1963 Tax Message recommended that the foreign tax credit be

1imited to prevent excess foreign tax credits asrising from oil, gas and

sineral operations abroad from being used to offset U,S. taxes on other

forms or sources of foreign income. The Congress rejected this proposal.

The Council opposed the 196) proposals, and continues to oppose

the creation of s separate limitation on foreign mineral income.

fragments_Income

The present U.S. system of avoiding international doudle
taxation is premised upon providing a credit against U.S. tax for foreign

tax applicable to the foreign source income of a U.S. national. The
effect of section 904 of existing law is to insure that the U,S,

national is subject to tax on all foreign source income, computed on

either the per country or overall basis, at the greater of the U,S,

or foreign tax rate, The U,S, heretofore has not attempted to impose tax on
various items of foreign business income at varying tax rates, The requirenent

of section 432 of H.R. 13270, along with the proposed Treasury slternstive
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thereto, limiting the foreign tax credit of a U.S. national deriving foreign
mineral income under the prescribed circumstances to a per country and per
item basis, results in fragmenting foreign income for purposes of computing
the limitation on the foreign tax credit. This will further complicate the
U,S. taxation of foreign income, )

The principle of existing law is that all foreign source income
of a taxpayer, either within a country or worldwide, ie taken as a unit in
assuring that the total tax burden shall not be less than the higher of the
U.S. or the foreign taxes. It is wrong in principle to segregate these
operations and abandon tax neutrality.

Bffect On Section 904 Election

Section 432 of H.R. 13270 is contrary to the principle affirmed
by Congress in 1960 when it enacted the overall limitatica as an alternative
limitation on the foreign tax credit. Sectien 432 would go a long way
toward nullifying the present equitable alternative per country and overall
foreign tax credit limitatiens by impesing a new per item linitation.

Rationale Obscure

The Council does not understand why segregating the foreign tax
and royalty payments should present dlfftculilol of a type with which the

Intemal Revenue Sarvice canmot adequately cops. The Council agrees with
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the statement of Assistant Secretary Cohen appearing en pages 47 and 48 of his
Septenber 11th testimony before this Committes thats:
".e0 wedo Dot feel that it {s proper to characterisze all

foreign taxes on nineral income in excess of U.S. taxes on
such iacome as disguised roysities.”

It should be stressed that, contrary to the implication set
torth in House Report No. 91-4613 suprs, such royalty payments sre by no
means minimal snd/or incidental, Rather, ss set forth below $n Table

No, 4, petroleum Toyalty payments are substaantial im relatien te the .

tax rate of the foreign country wherein the sinerals are produced.

IANE MO, 4
Comparison of Poreign Royalty and
tuto! (]

!.m Statutory
u. s, 12 /2% to 16 /3% 52,8 *
Venszuela 16 2/3% te 251 $2.0%
Iran 12y 50.0%
Kuvait 121ya $0.0%
Saudi Arvabia 12 V2 to 19% we 50.0%
Libya 12 1/ $0,0%
Nigeria 12 V/&a 30.0%
Capada 12 U2 to 16 /3% st *
United Kingdom 12 V& S

* lacludes Surtax
wi)\ fixed amount per barrel resulting in such percantage range.
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Jncreasss Complexity

Purthermore, the complexities of the foreign tax credit
provisions would be compounded were it necessary for a company to
divide its operations into separate functions and then to detersine
the amount of foreign inco;o tax which might be constdered paid in respect
of the various functions in order to compute a separate limitation on
the credit for such tax. This increasing complexity will greatly

increase the problems of taxpayer coapliance and government tax

adeinistration.
Mational Policy

The separate minersl income limitation violates the long standing
policy of the United States to further the economic development of less
developed nations. This policy has been manifest in our foreign assistance
progran, as vell as in the various provisions of the Internal Revenue Code
which encourage investment in less developed areas. See, for example,
sections 902(a)(1), 954(b), 1248(d)(3), and 4916,

Consistent with this policy,large investments by American industry
have been made in less developed areas of Asis, Africa and South America.

For instance, heavy direct investments in less developed countries by the
natural resources industry have been e significant factor in raising the
1iving svandards of those nations where mineral vealth has been discovsred.
Accordingly, it would be inconsistent with such national policy to single out
a particulsr $ndustry for adverse tax treatment vhich would discourage world-

wide investments which such policy is designed to promote.
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Foreign Competition
The separste aineral inocome limitation will make U.S. companies

less competitive. As & result of their predominmant position in world-

vide business, U.S. companies have been able to make significant
contributions to the U.S. economy {n gemeral and to the U,S. balance of
payments in particular. However, it must alvays be borae in miad that U.S.
coapanies snd citizens who venture abroad are in direct competition with
large, strong, and aggressive foreign companies. Mamy of these foreign
conpanies enjoy tax benefits under the laws of their countries which aid
then in their foreign ventures. Moreover, some of these companies are
direct agencies of foreign goveraments. To our knowledge, none of these
foreign governments embrace, either directly or indirvectly, a policy of

penalizing foreign operations.

Section 904(f) Wo Precedent

Finally, vhile there is a separate linitation applying to certain
interest income under section 904(f), this separate limitation for interest
incone in the Revenus Act of 1962 was a specisl measure to discourage artificisl
and teaporary shifting of short-ters investasnts in interest-bearing
securities from the United States to foreign countries principally for the
purpose of utilizing excess foreign tax credit. This provision applies only to
portfolio type investment interest and was expressly made inapplicable to invest-
ments dirvectly related to an active business of the taxpayer. Investments in
foreign mineral producing properties clearly are not temporary tax-avoidance

arrangements but rather represent investaents in an active business and in
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resources in which the United States has a vital national intevest,

Treasury Proposals
As set forth above, the foreign tax credit provisions have long

recognized that foreign tax laws do not, and cannot be expected to, airror
the U.S. tax law. Nevertheless, the Treasury proposes that excess foreign
tax credits which result from the allowance of percentage depletion by the
United States should not be available against other foreign income., The
Treasury also suggested that foreign taxes imposed at some arbitrary rate
in excess of the U.,S., rate might be disalloved as a credit against U.S. tax.
The Treasury proposals would dilute the effect of the foreign tax
credit as a neans of avoiding international double taxation. These pro~
posals would further erode the principle that foreign tax credits are com-
puted upon the taxpayer's entire taxable income from either a par:icular
country or worldwide, depending upon whether the per country or overall
limitation is elected, as long as such foreign tax is not credited against
U.S. tax attributadble to U.S. source income. The fact that tie foreign income
tax law does not precisely mirror the Internal Revenue Code should not be
significant as long as such foreign tax is an income tax, or s tax in lieu
thereof, The fact that taxpayer may have been faced with & tax in excess of
60 percent (or other arbitrary percentage) should mot justify the denial
of such excess as a foreign tax credit against the U.S. tax on foreign source
incomes Such a denial is contrary to the principle of the overall limitation,

which is to permit the averaging of high and low foreign tax rates.
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3, Saction 501 - Elimination of Percentage Depletion
on Foreign Oi1 and Gas Production

Section 501 of H.R. 13270 would linit percentage depletion
applicadle to oil and gas wells to wells located in the U.S., ite

possessions, Puerto Rico, or on the outer continental shelf.

Recommendation

The Council recommends that this provision of section S01(a) not
be enacted for the following reasonss

Violates Tax Neutrality

Section 501(a) would disoriminate against foreign oil and gas
production and would be contrary to the principle of tax meutrality that
is the justification for United States taxing income world wide., Although
s strong srgument can be made for taxing only incoms that is earned in the
United States, Congress has vejected this alternative on the theory that
the income of a U.S. firm should de taxed on the same basis irrespective of
vhere it arises. So long as that principle is followed by our ceumtry,
Congress should not discriminate agsinst income from foreign sources.
Elimination of percentage depletion on foreigas oil and gas productien would
do just that,

At present, U.S, firms producing abroad sre subject to the same
income tax laws as domestic producers and are entitled to the same depletion
deduction allowed domestic production., This policy should be continued.
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Would Reduce U,S. Tax Revenue

Although elimination of depletion on foreign production of ofl
and gas wuld tesult initially in residual U.S, tax, such incresse would
be a strong inducement for foreign governments to increass their effective
tax rates. As a consequence, foreign tax payments and the foreign tax
credit would be expected to inorease, and no additional taxes would be paid
to the U.Ss The net effeot would be a reduction of profits availadle for
paying taxsble dividends to U.S. stockholders in an amount equal to the
additional foreign taxes collected, and eventually a reduotion in U.S. tax

Tevenue,

In some 24 countries the tax laws contsin some type of percentage
depletion deduction provisions. Most of these provisions are modeled after
the U.S. lav, Obviously, we could not expect those provisions to remain
in force if the U.S, were to ellminate percentage depletion on foreign pro-
duction. In at least one country there is provision for automatic
nullification of the depletion deduction in the event a foreign producer
loses its tight to a depletion deduction in its home country. In any
event, whether the increase in foreign taxes takes place under an automatic
provisicn in the foreign tax law, or follows gradually by legislation, the
result will be the same -- any appreciable incresse in revenues to the U.S.
will eventually dissppear and be replaced by a reduction in U.S. tax revenue

as a rvesult of the lower profits avsilable for paying taxable dividends to

U.S. stockholders.
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Place U.S, Companies at Competitive Dissdvantage

United States petrolews companies compete with companies from other
developed countries for the opportunity to develop and operate foreign fields.
Many of thase are strong and aggressive companies which are owned by their
governments, or which, where privately owned, enjoy special tax considerations
from thelr governments. The Soviet government engages directly in oil
production and oxportn. about one million barrels daily, adding to the compe-
titive forces which U.S. companies must meet. NMany of the Western European
countries and Japan now provide tax incentives for mational companies
exploring overseas and this is now being considered by the European
Common Market.

Companies from these developed countries are in direct compe=

tition with U.S. companies producing petroleum abroad. It is ivonic that

at the seme time foreign governments are maintaining or increasing incen~
tives for local companies to acquire foreign oil interests, the U.S.
is considering action which would increase the tax burden of its companies

engaged in foreign exploration and production.

Risks GCreater Abroad Than in the U.S.

The search for oil and gas is as inherently uncertain abroad as

in the U.S, Congress in adopting the depletion provision gave recognition

to the particular riske in the oll and gas business both at home and abroad.
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American companies producing oil in foreign countries have added risks of
losses through war, expropristion and nationalization not faced by

domestic producers.

Adverse Effect on Balance of Payments

American companies account for 56 percent of the Free World's oil

produced abroad. The operations of these companies contribute substantially
toward & more favorable balance of payments. The expected increase in

foreign taxes as an offset against the gain in U.S. tax from elimination
of foreign depletion would have an adverse effect on our balance of payments
position,

Owmership of Foreign Crude 0il Reserves

by Americans is Important

011 comsumption in the U.S. is over & third of the Free World
total, but domestic reserves are only one-tenth of the total in the Free
World, American ownership of foreign oil resources is essenttal to agsure
an adequate future supply for both national security and economic strength,
The absence of U.S. control of these foreign reserves will result in

those who do control them turning to their own nationals rather than

American companies for technical assistance, construction and operating equipmat,
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Foreign 041 Investments

Contribute to U.S. (‘0‘!!

Investments of American oil companies abroad serve to increase
U.S. trade with those foreign countries and to contribute substantially
tovard making them less dependent on U.S. gifts snd aid.

111
Other Tax Reform Measures

1. Claerification On The U.S. Income Tex Status of The Contineatal Shelf
In his testimony before the Senate Finance Committee, Assistant
Secretary, Bdvwin 8. Cohen, recommended that the U,S. income tax status
of the continental shelf areas of the world be clarified by amending the
definition of "United States” in the Code to include the continental
shelf of the United States with respect to the exploration for natural
resources and defining the tera “foreign country” as used in the Code to

include the continental shelf which pertains to the foreign country con-

cerned, While the Council recognizes the need for clarification of the
lav in this area, the Council believes that the ptopoail set forth is
consistent with the position taken by taxpayers and the Internal Revenue
Service in past adsministration of the U.S. income tax law. The Treasury
Department recommendation is also consistent with the position of the

National Petroleum Council with vespect to the policy which the U.S. should
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follow regarding the area of the continental shelf over which the United
States should exercise jurisdiction.

In connection with the proposed definition of the ternm “foreign
country” we think that it is important to define the term so that it includes
any part of the Continental Shelf adjacent to a foreign country with respect
to which that foreign countty exercises jurisdiction to grant licenses or
peruits to conduct operations, whether or not the rule applied in determining
the area with respect to which jurisdiction is to be exercised or the degres
of jurlisdiction to be exercised is the same as that applied by the United
States with respect to the Continental Shelf adjacent to the United States.
Unless such a definition is used, a taxpayer carrying on operations on the
Continental Shelf of a foreign country which exercises jurisdiction with
respect to that Continental Shelf might be subjected to internationsl doudle
taxation if the U.S. income tax definition of the tem “foreign country”
were not broad enough to include the area in which the taxpayer carried on

operations.
Recommendation

Accordingly, the Council recommends that the tax status of the
continental shelf be clarified along the lines of the Treasury proposal.
However, the definition of the continental shelf adjacent to a foreign
country should clearly include any portion thereof over which the foreign
country exercises jurisdiction to grant licenses or permits to conduct

opera'.ions.
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2. Section 452 - Earnings and Profits

Section 452 of the Bill would anend section 312 of the Code,
to add back to "earnings and profits® of corporations the excess of
accelarated depreciation over straight-1ine depreciation, The stated
purpose of the amendment 1s to obviate the payment of tax-free dividends
by public utility and real estate corporations from funds dexrived by
claining accelerated depreciation. H. Rept. No, 91-413 (Pt, 1), 1%,

Eernings and profits as defined in section 312 of the Code
{s celevant to other Code sections desling with the foreign area in
general and with foreign tax credits in particular, The implications of
section 452 of the Bill mey extend far beyond the receipt of “tax-free"
dividends from regulated public utility and/or real estate corporations.
It does not appear that these implications have been fully comprehended or

{ntended by eithar the Ways and Means Comittee or the Treasury Department.
Recosmendat ion
Section 452 of the Bill should not be enacted. If enacted, ite

application should be limited to the distribution of “tax-free" dividends.

It could be provided that if a company makes a distribution which
it considers is not out of earnings and profits, such company must revise its
earnings and profits for a specified period of years to add back accelerated

depreciation in excess of straight-line depreciation. This last suggestion
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might be useful in permitting the Treasury to counter abuse situations while
freeing corporations not having this situstion from the voluminous record
keeping requirements and unintended effects which would be involved in the

present proposal,

In any event, section 452 should not apply to the determin-
ation of earnings and profits for purposes of computing foreign tax
credits, minimum distributions or when such determination is other-
wise required under section 964 of the Code.

Code Sections Affected by Seotion 452

A, Section 902

Under seotion 902, a domestic corporation upon receipt of
a dividend from s 10 percent or more owned foreign corporation is
deemed to have paid that proportion of the taxes paid or deemed to
be paid by the foreign eudsidiary to any foreign country or U.S,
possession on or with respect to the accumulated 'proftto out of which such
dividends were paid.

Enactment of section 452 in its present form,which would
add back to esrnings the excess of accelerated depreciation over
straight-line depreciation,would have the effect of increasing the
earnings of foreign subsidiaries for purposes of calculating the

deemed paid tax credit under section 902 of the Code, thereby de-
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decreasing the allowable foreign tax credit, Such procedure would be
contrary to the trend of industrialized nations to permit some form of
sccelerated depreciation in reducing taxes otherwise payable to their
Covernment. Increasing the earnings of foreign subsidiaries in this
manner if this is intended would dilute the foreign tax credits allowadle
agsinst {ncome received from such subsidiaries and in effect denles to these
foreign corporstions the benefits of reduced tax cost provided by the
foreign country.

B. Section 963

Enactment of section 452 of the Bill could alter the computation
of the required minimum distzibutions under section 963 of the Code.
Section 963 {e a relief provision added to the Revenue Act of 1962 by this
Counittee which attempts to ameliorate the harsh results of the provisions
of subpart F. Under section 963, if a domestic corporation elects to
recelve & "minimum distribution” it is not roqulud‘to include in ite groso
income its share of subpart F income. Broadly speaking where the effective
foreign tax rate is less than 90 percent of the U.S. rate, & minimum
distribution, stated in terns of the foreign corporation's earnings and profits,
will be required in order to avoid subpart F treatment.

Section 452 of the Bill might increase the earnings and profits of a
controlled foreign corporation, and decrease the effective foreign tax rate
and thus increase the required ninimum distribution and could be inconsistent

with the relief intended by Congress in 1962,
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C+ Other Sections

Section 960 of the Code provides for a foreign tax credit with
respect to the inclusion of subpart F income in the gross income of
a shareholder in a controlled foreign corporation, Enactment of
section 452 of the Bill could present problems under section 960 which are

similar to those discussed above under section 902,

Section 956 of the Code provides that any incresse for a taxable
year in the eamnings of a controlled foreign corporation invested in
U.Ss property must be included in the gross income of a U,S, shareholder
in a controlled foreign corporation to the extent such amount would have
constituted a dividend if it had been distributed. The determination of
such amount could require a computation of the earnings and profits of the
controlled foreign corporation and as such could be affeoted by the enactment
of the section 452 of the Bill,

Section 959 pi'ncrtbn ordering tules with respect to the
allocation of distributions from controlled foreign corporations which in
turh are related to earnings and profits concepts which could be affected

by the enactment of section 452,
Since section 1248 gprovides that gain recognized upon the sale

or exchange of stock in a controlled corporation shall be treated as
dividend attributable to such stock under prescribed circunstances, this

section may be affected by section 452 of the Bill.
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3, Liberalization of Indirect Credit

In view of the growing demand for local participation and the
necessity to participate in consortiums through foreign sudbsidiaries at
various levels, the Council considers that it is novw the appropriate time
to broaden the relief afforded by Section 902 by extending the indirect
oredit bayond the second tier. There should be no administrative problems
in extending the benefits of Section 902 beyond the second tier since the
acquisition of as 1ittle as & 5 percent direct or indirect interest must be
reported to the Internal Revenue Service together with current financial
information. The Internsl Revenues Service must review these documents in the
course of .;\y awdit of a UsS, corporation with an interest in foréign
subsidiaries. In addition, the domestic corporation has the ultimate burden

of substantiating any foreign tax credits olaimed.

Recommendation

The indirect credit should be extended to apply with respect
to dividends received fron any foreign corporation, irrespective of the
number of tiers of ownership, provided the domestic parent has an
overall stock ownership of S percent in the chain of foreign corporations

through which the dividend is distributed.
4. Section 367

Seotion 367 of the Internal Revenue Code of 1934, firat enacted

in 1932, provides that unless the taxpayer obtains an advance ruling from the
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Commissioner that tax avoidance is not a principle purpose of certain types
of transactions involving the organisation, reorganisation or 1iquidation
of a foreign corporation, such foreign corporation will not be treated as o
corporatione Where such advance clearance is not obtained, any gain, vhich
would othervwise not be recognised under the provisions of sudchapter C of thy
Code, had domestic corporations besn involved, will be recngnised. It
therefore becomes essential for the taxpayer te obtain an advance Section 367
clearance from the Commissioner vhenever the types of transactions set forth

above are contemplated. See Rev, Proc. 68-23, IRD 1968-22,33,

Under Rev, Proo, 68.23, Section 367 is being adainistered in an
arbitrary manner to exact oostly "toll gate" charges from taxpayers as the
price of obtaining the favorable ruling essential to the consummation of
an othervise bona fide business transsction, In addition, the present
advance ruling procedure is fraught with costly delays for taxpayers even
where the toll gate charge is to be exacted, ‘

‘ More importantly, transactions descrided in Section 367 occurring
between foreign affiliates arecften consumsated without the knowledge of the
U.S. parent so that an advance ruling is not obtained, In such cases a tax
nust be paid with no recourse to judicial review, even in cases vhere it is
obvious that tax avoidance is clearly not present and where an advance clearan
wuld have besn granted as a matter of eventual routine on the part of the
Commissioner,
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(1) 1In viev of the present information reporting requirements
and the array of other code sections and judiclal precedent upon vhich the
Comissioner can nov rely in preventing tax avoidance, the Council recosmends
the repeal of Section 367,

(2) At the very least, Section 367 should be amended retroactively
to all open years, to eliminate the advance ruling requirement. This would
be consistent with the tax treatment now afforded the realignment of domestic
corporationses Thus, the facts of any given transaction as finally developed '
vould be determinative of the tax treatment afforded such transaction.
Consistent with other areas of the tax law, this recommended change would
restore to taxpayers that fundamental right of having legitimate differences as
to taxpayer's motive resolved by the court rather than by the Commissioner,

vho by statute, nov sits as appellate judge and jury in Section 367 cases.

s, Section 231 Moving Expenses
Section 231 of the Bi1) provides for the deduction of

additional categories of moving expenses subject to an overall limitation

of $2500,
The Council agrees in principle with the liberalization of

deductions for moving expenses., However, a dollar limitation on indirect
expenses to protect against abuses will act unfairly in cases where
expenses are reasonable in amount but exceed the limitation. Moreover,

because of possidle inflation, a ressonable dollar limit today might be
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completely inadequate in the future, If a dollar limitation is to be
provided, it should be applied only to moves within the United States.
Moving expenses in respect of overseas assignments generally involve more
indirect expenses and can vary greatly as between countries, Where the
move is requested by the employer and the expenses are the employer's,

an attempt to tax the employee will only result in additional costs to
be borne by the employer,

Recommendation

Accordingly, if a limitation will be placed on the amount of moving
expense which vl}l be allowed as a deduction, the Council recoumends that such
limitation should not be below $2500 in the case of transfers within the U,s,
tiowever, such limitation should have no application in respect of moving expenses
incurred in respect of overseas assignments where the amounts inwvolved vary so
greatly that it would de quite 1nequltable.to restrict the deduction to a specle

fied amount,

On taking an overseas assignment many people sell their U,S.
home but do not purchase a home in the foreign country because of exchange
risks, and the like, The Council therefore recommends that the l-year period
to purchase a new home under section 1034(a) not commence to run in such

case until the employee returns to, and takes up residence in, the U.S,

6+ Section 444 Foreign Deposits in U.S. Banks

In April of this year President Nixon indicated that his Aduinistration

vill review existing regulations and tax policy to assur: that foreign
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investment in the U.S. is not discouraged. By wvay of specific exsmple, the President
stated that we should move now to eliminate from our lawvs the prospective taxation
of interest on foreign held U,S, bank deposits. In this connection, Presidgnt

Nixon proposed the immediate repeal of the portion of section 861 of the

Internal Revenue Code which would tax the interest paid to foreign depositors

after December 31, 1972 in respect of U.S. bank deposits unrelated to a trade

or business, It was similarly proposed to retain the pru'cnt exenption of such

deposits from estate tax.

Section 444 of the House Bill does not implement the Prul'dent'a
proposals but merely defers the U.S. income and estate taxation to 1976. As
recognized by the Administration and by every major commercial body which has
expressed itself on these subjects llnéc introduced through the Foreign Investors
Tax Act, the provisions of present law tend to discourage the investment of
funds in the United States and places a direct drain on the U.S. balance of
paynents.
Reconmendation .
The Council recommends that President Nixon‘s proposals be

supported by the immediate and complete removal of the expiration date of the

relief provisions found in present law.
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SUMMARY OF PRINCIPAL POINTS
IN T'RE

STATEMENT OF WILLIAM J, NOLAN, JR,
CHAIRMAN OF THE COMMITTEE ON TAXATION
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INTERNATIONAL CHAMBER OF COMMERCE
BEFORE
THE COMMITTEE ON FINANCE
UNITED STATES SENATE

OCTOBER 8, 1969

1.  The U, S, Council believes that there should be a full scale review
of what the tax policy of the United States should be with regard to
{nternational actfvities of U,S. corporations. The great expansion
of international investment since the end of World War II compels
this review.

2. 'The U.8. Council believes that taxation of income should be based
on the premise that the juriediction where the income is produced
has the exclusive right of taxation.

3.  Pending that reexamination of policy and in light of the Treasury's
announcement that it will be making recommendations to Congress
on "comprehensive propcsalr: relating to the U. S, taxation of for-
eign source income, " the U. S, Council arges that at this time there
be deferred any legislation in the foreign tax area,

4, The proposals contained in Sectione 431 and 432 of H,R. 13270 (and
. the Treasury recommendations for their revision) are injurfous to -
foreign business and will hamper the development of foreign re-
sources by U. 8. nationals to the long-run detriment of the U. 8.
economy,
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The U.8, Council strongly protests against the singling out of a
particular industry for restrictive tax legislation with respect
to its foreign income. We do not believe that if foreign income
is to be taxed by the United States, it should be treated, for
purposes of depletion or otherwise, differently than similar
domestic income,

I the Committee on Finance decides to propose legislation
affecting foreign source income, the U.S, Council urges for
consideration legislation in the following additional areas:

(a)

(d)

(c)

(@

(o)

An extension of the deemed foreign tax credit to
"third tier" foreign corporations;

A broadened definition of what foreign taxes may be
creditable where a foreign jurisdiction does not rely
to the same extent as the United States on an income
tax as the major source of tax revenue;

Restraint by the United States in taxing foreign income
where the foreign jurisdiction has authorized exemption
from tax or reduced the tax liability in order to en-
courage foreign investment - in other words, a recog-
ntion of "tax sparing';

An adjustment in the foreign tax credit computation to
prevent distortions in the case of abnormal losses;

The elimination of the advance ruling requirements
under Section 387 of the Internal Revenue Code for
transactions involving foreign corporations;

A tolling of the one-year period under. Section 1034 of
the Code (relating to the deferral of the taxation of
gain because of the reinvestment of proceeds from the
sale of the taxpayer's principal residence) while the
taxpayer is resident abroad on assignment by his
employer,
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My name is William J. Nolan, Jr., and I am appearing today as
Chairman of the Committee on Taxation of the United States Council of
the International Chamber of Commerce. The U.S., Council represents
American business interests within the International Chamber, which in
turn represents the international business community in some 75 coun~
tries. As some of you may recall, our Committee on Taxation has had
the privilege of presenting its views on tax matters to the Committees of

the Congress on many occasions,

Our Committee has had a series of meetings and has discussed at
length the revision of the Internal Revenue Code proposed to be made by

Sections 431 and 432 of H.R. 13270. We do have some specific things
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to say about these proposals which | will turn to very shortly, But first

1 would like o say that we feol strongly that the proposed changes raise
policy tssues concerning what the Government's basic approach to the
international activities of U.S, companivs ought to he.  In examining the
proposals, we found ouraelves continually returning to the question of
whother the effect would he to carry our tax policy in a direction generally
consonant with the new and rapidly growing importunce of our international

investment and production,

Inevitably specific proposals take the form of putchwork on an al-
ready heavily patched tax instrument. Thia is inevitable in the amend-
ment process as experience with given taxes indicates the need for change,
but at some point we are inhibited by a sense of diminishing returns and
find ourselves faced with the impossible tusk of trying to create a new

approach by modifying an old one.

My Committee's most significant reaction to the proposed changes,
is, then, that they are modifications in a foreign tax program which itself
is in serious need of reappraisal, In this connection we are most pleased
that in his statement hefore this Committee on September 4, Assistant
Secretary Cohen has indicated that an over-all review of foreign tax policy
is being made by the Treasury. It goes without saying that the Council's

Committee would like to make its experience and expertise available in

any way that it ia felt would he helpful in this constructive review,
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The present system of forvign tax offset in its very nature im-
Rivs the continued exercise of primary tav urisdiction by the country
vhere production takes place.  This prior right has long been recognized
n U 8. tax policy on the grounds that it is the host country that provides
he lnfrastru‘cturnl artvices ind the political and soclal frumework. But
inder the present system the ultimate and perhaps the cruclally important
ax jurisdiction is exercliged by the parent company's country. In the
ypical instunce this means that this latter countvy decides such important
suues a8 the desirable level of total tuxation. This decision clearly has
1 very important bearing on the competitive position of our producing ac-
ivitics abroad. Furthermore, the parent compuny's country, in exerclsing
hese important responsibilities, 18 motivated by considerations that almost
rertainly are tangential to the question of the growth and competitive
strength of these activities. The present approach to the taxation of our
foreign-based business treats the income very much like a windfall profit
anaffected by the character of the tax, whether or not the offect of the policy
is dotrimental to the growth of such income. ft should be noted in contrant
thut this last consideration -- the integrity and growth of income -- is the

Key considerution in our domoestic tax philosophy,

In the pre-Worldi War 1§ period international production tended to be

80 limitod that its relevance to nutionad cconomic policy was amall. But
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since the Second World War there hus been an enormous growth of
international production -- 10% a year on the average since 1950 for a
five-fold increase. This is an cxpansion far more rapid than the 4 and 5
percent GNP rates familiar in national growth, as fast even as the so-
called "miracle” growth rates reached in some year in Germany, Italy,

and Japan.

In fact foreign business activity is no longer merely a peripheral
activity of American busineas, nor one raising only incidental problems
of taxation. In our close following of the trend: of internationalized pro-
duction ut the U.S. Council we now work with a figure of estimated U, S.
production abroad of $200 billion, and foreign production in this country
estimated at $90 billion, Just to emphasize the order of magnitude here,
we are talking about goods and services that compare with the size of the

Japanese and German economies combined.

Internationalized production is clearly and by far the most im-
portant link between this country and world markets and is the principal
means through which we exert an upward influence on world income, It
has only started to be recognized that these producing activities are five
times more important than exports as a means by which we reach foreign

markets  Looking ahead a little, it is clear from the vigor of international

340




enterprise that somewhat more than half the production of the world

will be internationalized in the next 25 years or so,

Internationalized production has been brought to its present im-
preasive importance through international investment that hus taken place
since the end of World War II. The United States has taken the lead in
these trends, which clearly have had a transforming influence on the

structure and productivity of world economic activity.

U.S participation in international production typically involves
a melding of U. 8. capital and management with the management, capital,
resources and labor of the foreign country, with foreign imputs ordinarily
far in excess of U.S, ones. The result of this melding of productive con-
tributions has been a better international allocation of resources, a dynamic
growth of production worldwide, and a glimpse of the beginnings of a world
economy. Fundamental tax policy questions that could be reasonably put
off at earlier stages of growth must now be faced directly, because tax

policy directly affects the productivity of resources,

With this in mind it ia our belief, and that of the worldwide Inter-
national Chamber of Commerce, that tax jurisdiction ought to be excluaively

in the hands of the authorities that prevail where the production is taking

place. The present system under which the U.S asserts ultimate
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juriadiction over income earned abroad by American companies is
subject to at least two sweeping objections, It disregards the effect
of taxation on desirabi: allocation of resources from a production stand-

poirit and, beyond this, it is almost unmanageably complex,

In the long run United States tax revenues are bound to increase
even though confined to income produced within its geographic jurie-
diction. This 18 a necessary consequence of the higher production
resulting from a better international allocation of resources, through
which process U.S. resources are more efficiently utilized in adaptation
to the broader world market. The American experience in the last decade

~ 8seems to be a dramatic confirmation of the advantages in terms of pro-
duction that accrue to this country as it has in fact geared its production
to a worldwide basis, No one who has studied the experience of the growing
number of the country's international companies would question the dramatic
upward thrust that "going international” has imparted to domestic as well as
overall operations, A company with coordinated producing bases distributed
throughout world markets increases not only its total production but also
the productivity of each of the bases, These advantages appear in the
realistic form of lower costs and higher yields -- one might add, higher
taxable yields. International differentials in after-tax income should be

accepted as being the primary guides to the flow of resources into their
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most productive uses in exactly the same way that after-tax dilferentiais

within the domestic jurisdiction operate,

In preparing our specific comments we have tried as far as possible
to. apply these International perspectives which we believe should under-
lle‘the taxation of international production now and in the future, At the
same time we recognize in our review that the questions at hand would not
actually arise if the United States were operating under the basic policy
here recommended, namely that tax authority be exercised only with respect
to income produced within the national borders of the sovereign authority,
Pending this move nations imposing taxes on income earned outside their
jurisdiction should seek to minimize any negative effect on the competitive
strength of these producing activities abroad and in general should weigh
questions of tax policy with explicit, deliberate regard for its international

implications.

We question the need for, or the desirability of, making changes at
this time in the specific areas encompassed by ﬁ:e proposals contained in
Section 431 and 432 of the Tax Reform Bill when the Treasury Department
hae underway the development of "comprehensive proposals relating to the
U.S. taxation of foreign source income" which it has announced it will
present to Congress. Our Committee suggests that further patchwork in

the area of the taxation of foreign income is inadvisable and may even be

343 .



-8-

pointless when viewed in the light of the decisions which will flow from

the Treasury's comprehensive recommendations,

However, if this Committee determines that there is need to legis-
late in the foreign tax area at this time, we desire to put before it our
views as to the inadvisability of the adoption of the provisions presently
incorporated in the House bill at Section 431 and 432 and the suggestion

as to other items which should be considered for action.

Section 431~ Per-Country Limitation

Section 431 of H, R. 13270 provides that where a taxpayer has
elected the per-country limitation for foreign tax credit computations,
he must carry forward losses incurred in a foreign country and use them
to reduce income from that country in subsequent years before computing
the limitation of the foreign tax credit to be allowed for income taxes paid
to such country. The theory for this unusual proposal as expressed in the
House Ways and Means Committee Report is that under present law the

taxpayer receives a double tax benefit under such circumstances,

We believe that the Ways and Means Committee was mistaken in
its view that a double tax benefit exists, That view must have been
premised on the belief that foreign countries ordinarily do not allow loss
carrybacks or carryforwards for purposes of computing income taxes,
That is plainly erroneous for many countries allow losses to be offset

against future income. Moreover, the taxpayer certainly receives no
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double tax benefit even if the foreign host country does not allow losses
to be carried back or forward, He i8 paying full taxes and under the
theory of Section 431 he would be additionally penalized - for there would

be a doubling up on hia aggregate tax bill,

The Treasury's proposal that the provisions of Section 431 be
expanded 80 as to be applicable to a taxpayer on the overall limitation
who has an overall foreign loss could well result in &ouble taxation, First,
taxes paid on income in Country A would not be creditable where losses in
Country B offget that income, This is the case under present law. Then,

under the loss reception rule of Section 431 when the operation in Country

B became profitable, foreign taxes otherwise creditable will be reduced,

Section 432 - Separate Limitation for Mineral Income

Section 432 of the House bill (which the Treasury has recommended
to this Committee be substantially altered) would apply a separate limitation
on the foreign tax credit with respect to foreign taxes attributable to foreign
mineral income. The theory underlying the limitation, as expressed in
the report of the Ways and Means Committee, ia to isolate cases where
"income taxes represent, at least in part, royalties." The three tests
are whether the foreign country:

(1) requires payment of a bonus or royalty,

(2) holds substantial mineral rights with respect to the

property, or
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{3) imposes any income taxes on mineral income at an

effective rate higher than on other income,

We do not believe that the above threue tests represent a valid
basis for a conclusive statutory presumption that certain income taxea
actually represent royalties. The fact that a royalty is paid to a foreign
government (8 a strange basis for holding that income taxes paid to that
government also contain a royalty element. But even assuming the
validity of the tests, we question the desirability of fragmenting foreign

lnc.ome for the purpose of computing the foreign tax credit limitations.

We do not believe that it is proper tax policy to impose a separate
limitation on certain items of income or on particular industries and

thereby discriminate against a business activity.

Not only (8 a separate mineral income limitation discriminatory
but it runs contrary to United States policy aimed at furthering the
economic and social development of the less developed countries of the
world. Further, such discrimination will undoubtedly favor foreign
competition over United States interests in the very necessary efforts
being made to assure our domestic economy of an adequate supply of

basic minerals.
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The Tre..sury .:as rccognized befs e this Commiitee the discriminatory
arpects of Section 432 of the House bill in treating mineral companies in &
different fashlonfrom all other U. 8. taxpayers with foreign operations. The
recommendation of the Treasury that, in lieu of the complex and unfair pro-
visions of 432, there be aubstituted a provision denying the averaging of foreign
tax credits where excess credits from one country arise out of the allowance
-or percentage depletion., While my Committee feels that the Treasury pro-
posal {8 far better than the House provision, nevertheleas we view that re-
#'viction as being contrary to the often proclaimed theory of tax neutrality as

: atween United States investments and foreign investments,

The Treasury proposal would clearly discriminate against foreign

1cining opportunities,

That Treasury prorosal is sutstantially stmilar to one presented to
Congress in 1063 and 1ejocted. The U, S. Council does not endorse the pro-
position that foreign courze income ehouid be penalized. For this reason, .
among others, my Comv.ittec opposes the provision of Section 501 of the
House bill which would deny percentage depletion to income from certain
foreign oil and gas weils. The U,S. Council is pleased to note that the
Treasury also felt this discrimination to be unfair, Different rates for
depletion on domestic income and foreign income are by nature an unfair

discrimination,
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For reasons fully explained carlier, the U, 8, Council strongly
urges that revisions in the arca of taxation of foreign source income be
deferred until the Treasury has prescnted its recommendations based
upﬁn its current full scale study, Otherwise changes made now may
prove to have been unwise on an overall revicw of taxation and, even
worse, will lead to additional complexities under an already complex

system for the tax treatment of foreign source income,

Other Areas Involving Taxatlon of Foreign Income Recommended

For Legislation

If the Committee on Finance concludes that legislation is desir-

able at this time in the area of the taxation of foreign income, then the
U.S. Council desires to recommend for consideration certain additional
matters which we feel are deserving of prompt legislative attention and

action.

Third Tier Foreign Corporation

The U.S. Council urges that there be a broadening of the limitations
of Section 902 8o a8 to extend the foreign tax credit under certain circum-
stances to a third tier foreign corporation. In the last few years several
bills have been introduced to accomplish this purpose. Under the present
statutory provision, credit for taxes paid by a foreign corporation can only

be had if (a) at least 10% of the stock of the first tier corporation is owned
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by the U. 8. taxpayer and (b) in the case of a subsidiary of such first
tier corporation, at least 50% of the stock of the subsidiary is owned

by the first tier corporation,

In the past, therc apparently has been some feeling on the part of
Treasury that the extension to a third tier foreign corporation made the
auditing problem too great. Thir cannot now be a valid objection. First,
with the additional reporting requirements adopted over the past several
years, there is ample information available to the Internal Revenue Ser-
vice to check out thoroughly any claims for foreign tax credit. And second
but most important, a credit is not available unless proved. If the taxpayer

is not In a position to support his claim, then he has no credit!

In some foreign jurisdictions an alien may not hold more than a
minority interest, Recent developments have clearly indicated a deter-
mination on the part of foreign governments that they or their nationals
must own & majority stock interest in corporations engaged in business in
their jurisdictions. A maintenance of the ownership formula under Section
902 at 10% by the U. S. corporation in the first tier foreign corporation
but a change to a 26% interest (now 50%) by that first tier foreign corpora-
tion in the gecond tier foreign corporation and the extension of the benefits
of a credit to dividends received from a third tier foreign corporation owned

af least 25% by the second tler foreign corporation would greatly help U. S.
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business in organizing its affairs in foreign lands, In addition, it is our
thought that such revision of the statute could lead to a broadening of

foreign ptﬂlclpathu in those operations.

In addition to the above, the U.S. Council recommends a change in
the statute to allow a foreign tax credit where rclated parties - say U. S.
parent and U.S. subsidiary - own hetween mem‘the requisite percentage
ownership of a foreign corporation although neither one holds 10% in its
own name. Obviously, the information on verification of any credit claims

is just as available in this situation as it would be if either one of the U. S,

corporations owned the 10% directly.

It is our belief that these changes would not cause any loss of
revenue but would very dramatically ease the problems of loréign cor-

porate organization for overseas operations of U 8. corporations,

Broaden Definition of "Tax" For Which Credit is Given

Section 803 now permits a credit for any foreign tax paid "in lieu
of a tax on income, " Although this provision was intended to be broad in
scope when included in the 1942 Revenue Act, the Treasury regulations
and admintstrative practise have so restricted it that an "in lieu tax" can

only be creditable if (a) the foreign country has an income tax in force, (b)
the taxpayer would be subject to such income tax absent some special pro-

vision and (c) he pays a substituted tax "in licu" thereof.
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This type of restriction permits no credit for taxes imposed by
a foreign country which has not adopted the income concept of taxation
even though such taxes are at least as burdensome as would be an income
tax. The failure to grant a credit in this situation certainly does not further

tax neutrality as between foreign and domestic income.

The U.S. Council recommends to your Committee that some form
of credit be adopted in respect of a country's principal tax even though it
is nct an income tax, Under our concept of taxation - such a tax would
clearly be in lieu of an income tax, The Treasury Department iteelf in
1054 recommended a broadening of the "in licu" provision along this line
and we hope It8 current study will bring similar recommendations for

corrective legislation.

Tax Sparin

The U. S, Council urges this Committee to reexamine the concept
of "tax sparing." Much has been said of the irritation of less developed
countries in attempting to induce investment by some form of tax benefit
only to see such benefit gobbled up by the U. S, Treasury. If the foreign
land - and let us assume we are only talking about less developed countries -
wants to encourage investment by forgiving taxes, then why nat recognize
tax sparing? The other side of the coin is that without tax sparing or some

equivalent restraint in taxation of foreign income, the foreign jurisdications
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are faced with pushing their tax rates up to the U. 8, level. Has anything
been gained by them or by the United States in that type of acticn? Have

we helped to develop the foreign country's economy? Moreover, if the
United States does not recognize the concept of tax sparing, it is then
penalizing its nationals in foreign operations againstthose of other countries
with more realistic bents, One of the evils of Section 433 of the House bill
is that it further encourages foreign countries to increase their tax rates and
to do away with their own tax incentives, If the United States is going to
nullify, through its tax system, such advantages, the foreign jurisdictions

will be quick to cancel out benefits heing offered for U.S. investments.

Effect of Worthless Securities Loss Upor Foreign Tax Credit Limitation

Losses from the worthlessness of foreign stocks and securities
(Section 165(g), IRC) during the taxable year affect the limitation of the
allowable foreign tax credit in an artitrary and capricious way to the dis-
advantage of many taxpayers. It is proposed that such losses be deemed to
have a U.S. source in computing the limitation on allowable foreign tax

credit (Section 904, IRC).

For example. assumc that the foreign source income taxable to a
corporate taxpayer in a year s $1, 000, 000 and assume that foreign income
taxes pald and "deemed paid" on this income in various foreign countries

aggregate $500, 000 and the taxpayer has elected the "overall" limitation.
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Further assume that the U, S, tax rate is 50% so that the gross U, S. tax
before foreign tax credit is $500, 000 against which may be credited the
$500, 000 foreign income taxes paid and deemed paid. No U, 8. tax is
therefore payable on the taxpnyer's foreign source income because the
income has borne foreign income taxes at an effective overall rate equal

to the U. 8. rate,

Now let us assume that in a particular year the assets of a wholly~
owned foreign subsidiary of the U. S. corporation are destroyed in an {n-
surrection, and the taxpayer experiences a loss from the worthlessnesa of
the stock of this foreign subsidiary which stock has a cost or other U. 8,
tax basis of $1,000,000, The loss reduces the U, S, corporate taxpayer's
taxable income in the amount of $1, 000,000, Under the present position of
the Internal Revenue Service, however, the loss is deemed to be from a
foreign source and thus reduces the numerator of the fraction limiting
allowable foreign tax credits, In our example, the $500, 000 of foreign
income taxes paid is not creditable against U, S, income taxes in the year
f loss and, if the taxpayer incurs foreign taxes at rates comparable to the
U.S. rate in the two years available for "excess" foreign tax credit carry-
‘back and in the five years open to carryover, the $500, 000 will never be
allowed as a credit against U, S, taxes, The result is that in the year of

worthlessneas the taxpayer's overall income from operating abroad is
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zero (l.e, $1,000,000 less $1, 000, 000 loss from the worthleassness of
stock), yet the taxpayer has paid $500, 000 of foreign income tax which

will never be allowable as a credit against U, S, taxes,

It is submitted that the proper result would be to consider the loss
on the worthlessness of the stock or securities to be from U. S, source,
thereby not decreasing the numerator of the foreign tax credit limiting
fraction and allowing credit for the foreign tax paid or deemed paid in our

example,

A loss on worthless stock or securities {n a foreign corporation
may be an infrequent item, but of severe consequence, For example, {f
a foreign subsidiary becomes worthless because of expropriation, insur-
rection, natural disaster, or simply because of busineas failure, the loss
in the year of worthlessnees may be sizeable, The Internal Revenue Code
recognizes this loss and allows a deduction (either capital or ordinary, .
Section 185(g), IRC). However, this deduction can be negated, as in our
example, by denying the credit for foreign taxes pald in a manner we are
confident was not contemplated by the Congress, We submit that it should
be the aim of Congress to encourage investments abroad through full tax
recognition of loss on the failure of such an investment. (Such losses are
often in the developing countries where risk of loss is the greatest and where

there have been frequent indications of Congressional intent to encourage

investment, )
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We believe the proposed change is particularly appropriate at
this time because regulations of the Office of Foreign Direct Inveat
ment may require repatriations of income carrying foreign tax credits
which would be limited by such losses, These regulations narrow any
opportunity of the U. 8, taxpayer to minimize the loss of foreign tax credit
by suspending the payment of dividends in the year of loss, and this, in
turn, has the effect of increasing the severity of the loss from a U. 8,
tax point of view without justificatict. Even if the Foreign Direct Invest-
ment Regulutions are ultimately suspended, it would be in the best interest
of the U, S, balance of payments to adopt the proposed change in computing
the foreign tax credit llmltuflon 80 as not to discourage repatriation of
dividends from foreign sources,

Advance Section 367 Rulings

My Committee urges that there be some modification in the require
ment that a ruling under Section 367 of the Internal Revenue Code must be
secured in advance of the transaction involving foreign corporations if the
non-recognition of gain provisions of the Code are to apply to such trans-
action, We suggest that if the particular transaction involving foreign
corporations is determined on audit to meet those non-recognition pro-
visions, then the fact that an advance ruling had not been secured should

be immaterial to the tax treatment,
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The kinds of tax abuse that Section 367 was intended to counter
when enacted in 1832 are no longer present. Moreover, the Internal
Revenue Service hae used the u.ivance ruling requirement as a club to
force its views in areas where there exists considerable doubt, The
time lag now faced by taxpayers in securing a ruling would also be
avoided with the elimination of the "In advance" requirement, There
is also the very real problem of a U. S, taxpayer even knowing about a
transaction involving a foreign corporation {n advance of its consummation
much less in time to attempt to see that a ruling is requested, For these
reasons we recommend the elimination of the "in advance"” ruling require~
ment of Section 367 where it can be shown that avoidance of United States
income tax was not one of the principal purposes of a particular trans-

action involving foreign corporations,

Nonrecognition of Gain on Sale of Residence

Under Sectioﬁ 1034 of the Internal Revenue Code a taxpayer who
sells his principal residence at a gain will not be taxed currently on
that gain if the proceeds of sale are reinvested within One year in the
purchase of a new residence. My Committee would like to suggest that
there be a suspension of the.runnlng of the one-year period of reinvest-
ment in the case of any employee who has made the sale of his residence

because of an assignment abroad by his employer. The suspension
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period would cover the period of residence abroad. To protect the
revenue the sale could be treated as taxable in the year of sale with
the right of the taxpayer to claim a refund if, on his return to the
United States, he fulfilled the requirements of Section 1034,
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UNITED STATES SENATE
COMMITTEE ON FINANCES

SUMMARY OF
WRITTEN STATEMENT OF
JOHN A, PERKINS, PRESIDENT
WILMINGTON MEDICAL CENTER
WILMINGTON, DELAWARE 19899
IN OPPOSITION TO CERTAIN
PROVISIONS OF H.R. 13270,
. TAX REFORM BILL OF 1969
SCHEDULED APPEARANCE-OCTOBER 3, 1969

I. INTRODUCTION - Desrription of Wilmington Medicat Center and its
financial needs, present and future.

II. OPPOSITION TO TAX ON INVESTMENT INCOME OF PRIVATE FOUNDA-
TIONS

A. Not opposed to sanctions to prevent past abuses.

B. Tax on Investment income goes too far; same as tax on charities.

C. Tax on investment income may increase costs of government.

D. Support Private Foundations have given Wilmington Medical Center.

E. Support Private Foundations have given to other hospitals in the
area,

F. Use of Private Foundations as land bank.

11, OPPOSITION TO TAXES ON FAILURE TO DISTRIBUTE INCOME,

IV. OPPOSITION TO TREATIMENT OF CHARITA BLE CONTRIBUTIONS OF
APPRECIATED PROPERTY,

V. OPPOSITION TO OT"ER PROVISIONS AFFJ.CTING CHARITABLE CONTRI-
BUTIONS.

ViI. CONCLUSION - Congress should adopt !egislation which encourages
rather than discourages charitable contributions.
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UNITED STATES SENATE
COMMITTEE ON FINANCE

WRITTEN STATEMENT OF
JOHN A. PERKINS, PRESIDENT
WILMINGTON MEDICAL CENTER
WILMINGTON, DELAWARE 19899

IN OPPOSITION TO CERTAIN
PROVISIONS OF H.R, 13270,

__TAX REFORM BILL OF 1969
INTRODUCTION
Wilmington Medical Center, Wilmington, Delaware, is a non-
profit, charitable corporation which operates three short-term acute
hospital facilities and one long-term rehabilitation hospital. These
facilities provide approximately 80 percent of the total hospital service

for New Castle County, Delaware, and approximately 60 percent of.the

.total hosplital services for the State of Delaware.

As can be seen from an article appearing on Page 1 of the Wilm-
ington Morrning News of September 24, 1969 (Exhibit "A* attached here-
to) any public or private action which might inhibit or otherwise reduce
contributior.s to the Wilmington Medical Center will directly affect the
quality and quantity of hospital services ‘which Wilmington Medical
Center can render to the community it serves. Further, since the
Wilmington Medical Center, within the next ten years, must obtain and
expend $80,000,000.00 to $90,000,000.00 in capital expenditures
($35,000,000.00 of whichis needed by 1972 for new construction) in .

order to continue to provide the present quantity and quality of hospital
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services for the community it serves (which presently is 500,000 and by

19680 should be 700,000), its Trustees feel that it must express opposition

* to those provisions of H.R. 13270, Tax Reform Bill of 1969, which might

tend to prevent the Wilmington Medical Center from meeting the demands
for hospital services thrust upon it by the community.
OPPOSITION TO SECTION 101(a) OF H,R, 13270, TAX ON INVESTMENT
INCOME OF PRIVATE FOUNDATIONS.

Section 101(a) of H.R, 13270 provides that the net investment
income of a "Private Foundation" shall be subject ai\nually to a tax of
7 1/2 percent thereof.

In H.R. Rep. No. 91-413 (Part 1) 91st Cong., 1st, Sess. 19 (1969),
the general reason stated for proposing such tax is that the benefits
of government are available to all and, thus, "the costs thereof should
be borne at least to some extent by all of those able to pay.” Then
said report goes on to state that this is true for “Private Foundations.*”

Certainly, the Wilmington Medical Center would not argue that
there have not been any abuses in the Private Foundation area which
clearly need to be comrected by sanctions prohibiting such abuses in
thg future. However, Wilmington Medical Center does feel that a tax
on investment income goes beyond what is a justified sanction for the
abuses engaged in by a limited number of Private Foundations.

Itls Wilmington Medical Center's understanding that, tn part, the

philosophy behind the acdoption of a law permitting a deduction for
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Federal income tax purposes of contributions to "charitable organizations*
(including tn such favored treatment "Private Foundations") was to
reduce the costs of government by providing an {ncentive for that portion
of the general public with resources to do so to fund activities which
would otherwise have to be undertaken by governmental bodies. It was
assumed that if the government were to undertake these activities, the
cost would be greater than the revenue dollars lost by granting such a
deduction. To tax the investment income earned by Private Foundations
does nothing more than take away in part the ability to reduce costs of
government.

Wilmington Medical Center's primary concern with respect to the
proposal to tax net investment income of “Private Foundations” is that
such a tax is an indirect tax on certain portions of the income of elee-
mosynary institutions, such as hospitals, universities and other com-
munity service organizations now not subject to income tax under the
provisions of Section 501(c)(3) of the Internal Revenue Code of 1954, as
amended. Current and accumulated income of “Private 'oundaticns™ is
ultimately distributed to tax-exempt organizations most of which are
exempt under Section 501 (c)(3) of the Internal Revenue Code of 1954,
as amended (hereinafter referred to as Code).

In its own case the Wilmington Madl;:al Center is dependent
heavlly on contributions from “Private Foundations." For example,
in the seven years ending with 1968, hospitals comprising part of the
Wilmington Medical Certer conducted two major building fund cam-

paigns. One of these resulted in receipt of approximately 6.6 million
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dollars, 26 percent of which ($1,700,000) came from Private Foundations
located in the Wilmington metropolitan area. In the second campaign,
3.25 million dollars was received, 16 percent of which ($508,000) came
from Private Foundations located in the Wilmington metropolitan area.

In addition to soliciting for capital funds, the Wilmington Medical
Center conducts annual fund-raising campaigns to provide continulng sup-
port to the operations of the Center. In the past few years, the annual
fund-raising has raised approximately $1,350,000.00, 40 percent, or
$540,000, of which has been donated by Private Foundations, As can be
seen from Exhibit "A", projecting an operating deficit of 3.5 million dol-
lars before application of approximately the 1.7 million dollars of endow-
ment income for fiscal year 1970, the Wilmington Medical Center must, in
the future, rely heavily upon donations from all sources to continue to
provide for present operating needs.'

Thus, Wilmington Medical Center's concern with the proposed tax
on Private Foundation's investment income is obvious. If an income tax of
7 1/2 percens is levied on the Income of Private Foundatlons, it is equiva~
lent to levylng a tax of 7 1/2 percent on the donations of Private Founda-
tions to the Wilmington Medical Center. F:ankly, in a perlod of time of
rising operating and bullding costs, eleemasynary Lnstitutions, such as
Wiimington Medical Center, cannot afford any reduction in sources of
funds. In this regard, it should be noted that operating costs at Wilmington
Medical Center have risen approximately 10 percent per year for the past
three years (typlical of similar hospitals throughout the country). Also, it
should be noted that hospital construction costs are presently rising at

the rate of 1 percent per month.

. -
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The significant support provided by Private Foundaticns Is not &
situation unique to the Wilmington Medical Center. Personnel at the
Center polled all the hospitals in the State of Delaware, as well as
hospitals in Pennsylvania and Maryland adjacent to the Wilmington
Medlcal Center service area. These hospitals echoed our experience
with respect to raising funds and the support recelved from Private
Foundations in their campaigns.

The reaponse'of these hospitals was as follows (all of which
were approximations):

(1) Chester County Hospital, West Chester, Pennsylvania -

This hospital reported that it had had two building fund drives.
One in 1960 dealing with a bulding, the cost of which was
$400,000. Private Foundations contributed 90 percent of the
cost or $360,000. The second building fund drive was in 1965
to support a building program costing $1,200,000. Private

Foundattons contributed $471,000, or 39 percent of the cost.

(2) Milford Memorial Hospital, M lford, Delaware -

This hospital reported that it is presently urxdertaking a bullding
program of 3.5 million dollars. At the time of the report, the
only contributions which had been received were $275,000 from
two Private wdations. We understand that 1.7 million
dollars will be borrowed, $500,000 will be raised from a com-

munity fund-ratsing campaign and the balance hopefully financed
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from an accumulation of operating income derived by including

prospective funding in patieats’ charges.

(3) kent General Hospital, Dover, Delaware -
This hospital reported total contributions of 1.1 million dollars

in connection with its building program of which $211,000, or

19 percent was received from Private Foundations,

(4) Nanticoke Memorisl Hospital, Seaford, Delaware -
This hospital reported total contributions from 1965 through

1969 of $482,000, all of which came from Private Foundations,

(S) Kent and Queen Anne Hospital, Chestertown, Maryland -
This hospital reported a building program of 1.4 million dollars,

$900,000 of which was contributed, including $100,000 from

one Private Foundation,

(6) Peebe Hospital, Lewes, Delaware. -
This hospital reported two foundation grante of $55,000 toward

the total cost of $1,474,000. Hill-Burton funds were secured
in the amount of $425,000. An additional $500,000 was bor-

rowed with the balance coming from contributions.

-
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In addition to providing current direct financial support to elee~
mosynary institutions, such as the Wilmington Medical Center, Private
Foundations perform an additional task which under the laws of the State
of Delaware, such institutions cannot perform for themselves. Delaware
laws do not grant such institutions the right of eminent domain to acquire
land for either current or anticipated future needs.

Fortunately, the Wilmington Medical Center recently received
from a local Private Foundation approximately 200 acres of land to use
for building expansion necessary to keep the Center's facilities current
with the growing population. The land was purchased with great fore-
sight at an earlier date by the Foundation and held for the purpose of
donating it to an eleemosynary institution as the need arose. An
additional 390 acres adjacent to the tract is still held by the Foundation
in reserve for use by other eleemosynary and public institutions as the
community needs develop for further expansion of such organizations. In
effact, the acres still held by the Private Foundation aru a land bank for
community purposes. By its action, this Foundation performeda unique aad
important contribution in a small territory such as Delaware. In our State
which is growing rapidly open land in the metropolitan areas s becoming
non-existent. '

It should be pointed out that up to the present’ taxes in the State

of Delaware and {ts political subdivisions have not been inordinately

7=

367



1.

heavy. In a large part this is owing to the existence of local Private
Foundations and generous individuals. The proposal to tax investmont
income of Private Foundations will reduce their ability to con-

tinue to support community programs (such as hospital services) in
the amounts they had in the past. It is folly to reduce these sources
of funds at a time when rising costs and Increased indigent patient
loads necessitate our turning to governmental sources for additional
funds for both operationa! expenses and capital outlays.

OPPOSITION TO SECTION 101(b) OF H.R. 13270 TAXES ON FAILURE TO
DISTRIBUTE INCOME.

Any provision which may tend to discourage contributions to elee~
mosynary institutions, such as the Wilmington Medical Center, should
not be given favorable consideration by the Senate Finance Committee.
The provision dealing with taxes on failure to distribute Private
Foundation income falls in this category.

This provision requires the annual paout of all the net income
of a Private Foundation but not less than 5 sercent of its investment
assets.

Whtle this provision permits accumulition for specific projects
with prior approval by the Internal Revenue Service, it appears to leave
Private Founcations at the mercy of a subjective determination by an
Internal Revenue Agent rucher than with individuals responsible for and
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knowledgable of the intents and purposes for which the foundation was
created.

Further, as can be seen from the illustrations already given in
11 above, at least {n Delaware, Private Foundations acquiring acreage
as a land bank has proven extremely beneficial to the entire community.
To discourage such functions by either forcing untimely distributions or
taxing retention of property does nothing more than force eleemosynary
institutions, such as the Wilmington Medical Center, to look to the
Federal and State governments to provide the resources formerly

provided by the Private Foundation sector.

OPPOSITION TO SECTIONS 201(a) AND 201(c) OF H.R, 13270 TREATMENT
OF CHARITABLE CONTRIBUTIONS OF APPRECIATED PROPERTY.

Consistent with the position taken by the Wilmington Medical
Center in opposition of legislation discouraging charitable contribu-
tions as set forth in II and Il above, the Wilmington Medical Center
opposes Sectlon 201(a) of H.R. 13270 to the extent that it does not per-
mit deduction of contributions of appreclated property up © the in-
creased limitation of 50 percent of adjusted gross income, 1f the {ntent
of the provision is to increase the incentive to make charitable couitri-

butions, the nature of the asset to be glven to charity should not in-

hibit the donors' incentive to give to charlty. In our experience, a
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large percentage of the contributions received by the Center have been
in kind rather than In cash.

The provision of Section 201 (c) of the Bill dealing with the
donor of certain types of appreciated property to Private Foundations
tends to do nothing more than inhibit charitable contributions and thus,
reduce the source of funds for such eleemosynary institutions as the

Wilmington Medical Center.

OPPOSITION TO OTHER SECTIONS OF H,R, 13270 AFFECTING CHARI’I‘ABLB
CONTRIBUTIONS .

Por the reasons stated heretofore, Wilmington Medical Center
also wishes to go on record opposing those other provisions of H.R,
13270 which would inhibit rather than encourage charitable contributions,
The provisions to which réference s made are: ‘
(1) Section 201(a) ~ Disallowance of charitable deduction for
gift of use of property.
(2) section 201(f) - Elimination of the set aside deduction
presently allowed estates and trusts,
(3) Section 201(g) - Repeal of the two-year charitable trust rule,
(4) Secttons 201(e), (f), (h} and (1} ~ Requiring that charitable
remainder trusts be either an annuity trust or a unftrust,
(5) Sections 201(a) and (h) - Requiring that charitable income
trusts provide an annuity to charity or a fixed percentage of .
annual fair market value and requiring that the grantor is
taxable on the income unless all the interests in the trust

are given to charity,
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(6) Sections 301 and 302 to the extent that such sections have
the effect of reducing the benefit recelved by a donor from
a charltal?le contribution of appreclated property and
require the donotl to allocate a portion of the charitable contri~
bution deduction to non-taxable income thus reducing the

amount of the deduction.

vi. CONCLUSION
In a period of time when operating and construction costs of elee-

.osyul:y institutions are escalating at a rapid pace, Federal and State govern=
ments should adopt legislation which encourages rather than ducounqh char-
ftable contributions to such institutions. Otherwise governmental bodies will
need to provide the services themselves. We beljeve that this would be at a

cost much greater than the revenue dollars lost by granting incentives to give

to charity.
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ndowment turns into deficit
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Charify-care

cost. drains

Y L
Wiedical

Charity care will bring an
operating loss of more than
£225 million to the Wilmington
Medical Center for the fiscal
year tkat will end Tucsday.

Dr. John A. Perkins, presi-
dent, told the center’s executive
cemmitice yosterday that the
loss lerds new urgency to the
suagestion made by Ralph K.
Gottshall, board chairman, that
the center re-cxamine ils policy
of providing [ree care,

THE direct result of the loss,
Perking said, *is that the center
is confronted with a delicit of
$500,000 after endowment in.
cone of $1.7 million has been
applicd to reduce the loss,

“Our operating deficit is sole.
ly due to the fact that we are
being asked to provide upwards
of $3 miliion a year in free care
to persons who cannot afford to
payl for themselves,” Perkins
said. *

Projections indicate that next
year the operating deficit will
be §3.5 million on a conserva.
tive estimate. Gottshall project.
ed a figure $200.000 lcss than
the $2.25 million tolal in a report
to the cenier’s trustces a week
2go. He spoke before a final
a.counting hod boen made for
the month of Aujust; August
showed a sharp rise in the
operating deficit.

“JL is not right that charity
costs should mare than cat up
tha Wilmington Medical Cen-
ter's endowment income,” Per-
kins said. “In most other res.
pecis, the governmenl, federal
state or lecal, pays basic wel
fare costs, Private charily be-
came a supplemental source of
welfare support as long ago as
the mid-30s. Yet nonprofit hos-
pitals are asked to continue this
ever heavier burden that has
exceedad the abilily of private
resources to shoulder.

“TILE muodical center's mo.
dest cndowment incom:e is bad.
ly nceded for other purposes,
As long as It must be diverted
to cover the cost of noupaying
patients, the medical center will
be unable to make all the
advances in genoral patient
care, cducation and rescarch,
and the rerovation of existing
structures and the building of
new oncs that are necessary to
achicve (he stated purposes of
merger set forth in 1963.”

At this point Perkins lold the
cxecutive cominittes of the ur.
gency given Gottshall's sugges-
tion, made to the trustees a
week ago. At that time Gottsh.
all said:

“New Castle Counly has with.
drown ite liwitad eqpnard fo the
charily programs of hospitals

EXHIBIT A
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and the state has underiahen o
assume the county's abligation
to the extent of $310,000 per
year. The fact thit the money
comes from a dilfercnt source
does not affect the fact of this

inadequacy of income in rela.

“tion to the problem as it exists

§1 the medic-! center....

“THE qv-stion has to be
raised as (o what other steps
mizht be taken if slate, county
and cily sepport in realiste
amounts is nt forthcoming.

*As miat'crs stand, to a con
siderable cutent, some of this
problem «f financing charity
and educalicn is passed on to
the paying palicnt, but 65 per
cent of our paticnls are covered
by third-party contract agress
ments which limil or prohibit
allocating to then the full

amount of (iese charity costs,

" T am . are that nore of ue
agrees v.ith the concept that the
paying paticnt should carry 1~
comnmunily burden of the inci-
gent paticat, which in a sense is
a forra of hidden faxation, k.
the money musl come fron:
SOMCLROTE, o o it we fueuine
this problem will be a large
measure affecting the role of the
medical ccnter and the pro-.
gram it has tentatively outlined
for ftsal.”
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STATEMENT OF SENATOR PAUL FPANNIN

Mr, Chairman, I would like to point out at thia time my
special interest in this amendment (NO, 1kl) with respect to the
disabled, For almost 30 years, legislation for this ; :rpose has
been introduced in Congress, The Senate indicated its support in
1964 when it adopted an amendment for this purpose to the general
tax revision law, Unfortunately, it was struck from the bill during
the conference, _

At present, a tax exemption is recognized for the blind,
and rightly so. However, there are other disabilities, such as
paraplegia, quadraplegia, multiple amputations and so forth, for
vhich recognition 1s not given, Existing lav, therefore, in discria-
inatory fashion, makes it exceedingly difficult, if not impossible,
for the disabled and the handicapped to be gainfully employed by
depriving them through the tax laws of that mergin of income that
peans the difference between welfare or pension and economic independence.

The private insurance industry paid out & total of $5,029,449,000
for income losses to the disabled in calendar year 1967. The Social
Security Administration paid $2,294,256,000 for calendar year 1968 to
disadled individuals and their dependents. The Federal government
peys approximately $15,000 per year to maintain one veteran in a
veteran's domiciliary. Soci;l Security pays in the neighborhood
of $40,000 during the 1ifetime of one disabled individual.

The figure I have seen as to total loss of revenue to the
Treasury vhich would result from the enactment of this amendment is

375



«2.

$40 million per year., Even this figure is misleading on its face
bscause it does not take into consideration the taxes which would
be paid into the Treasury by those disabled who would be joining the
work force, It seems obvious to me that we are pursuing a false
economy by denying these individuals a deduction for tramsportation
expenses and an exemption to provide their own aid and attendance,

The Social Security Administration has a Trust Fund set
aside for the rehabilitation of disabled individuals and is willing to
spend as high as $10,000 if necessary to rehabilitate one of these
people if that person can be removed from its rolls. A recent study
made by the Center for Transportation Studies, Rutgers University,
revealed that of those included in the sampling, ". . .merely 53%
of those who had received costly rehabilitation and placement services
during the preceding two years were still employed.” The study indicates
that immobility or the inability to use public trmllportation facilities
counted as a prime factor in the unemployment rate of those receiving the
complete rehabilitation process. Thus, because of our discriminatory
tax laws, ve are throwing considerable tax money down the drain, More
tragically, human dignity and endeavor are being washed away with it.

I an sure the testimony today will delineate the problems
and specifics involved here. I would like to make one other observation.
vhen an individual goes to work, his physical condition does not change.
His source of income does change, however, and it is obvious that

his motivation is severely affected if his net income is less while
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working than it wvas while drawing a pension, If after a long trial
of work he can see no reward, it is only reascnable to expect him
not to work. This cannot be the result intended by Congreas or
the Executive and I would hope this situation will be remedied through

the enactment of this proposal,
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Re: H.R. 13270

Gentlemen:

Set forth in this letter and the accompanying
attachments are the comments of the Section on Taxation
of the Philadelphia Bar Association in its study of
H.R. 13270, referred to as the Tax Reform Bill of 1969,

The study made by the Section on Taxation was
not concerned with the broad social, economic and political
considerations related to the proposed legislation. Rather,
the study was undertaken to determine whether the provisions
of the Bill raise questions or present problems of incon=
sistency, omissions, or unintended benefits or hardships.

The comments submitted herewith have been approved
by the membership of the Section on Taxation, involving
approximately 150 practicing lawyers specializing in the
field of taxation. Contained in this letter are comments
on three subjects of broad scope raised by the proposed
legislation, namely questions of retroactivity, effective
dates and special purpose legislation. In the attachments
accompanying this letter are comments of a technical nature
with regard to specific provisions in the Bill identified
at a later point in this letter.

{a) Retroactivity. Several of the provisions
in the Bill alter consIEeti*ly the taxation of investments

which™were committed prior to the effective date of the
proposed legislation. Perhagl the outstanding example of
such investments is the purchase of state and local bonl:
which at the time were free of Federal income taxation.
Section 301 (a) of the Bill, if applicable, would tax such
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interest notwithstanding that the indebtedness in question was
acquired by the taxpayer prior to enactment and even prior to

any serious proposal being offered to tax such securities,

While the proposed change in law would be applicable to years
beginning after December 31, 1969, the legislation 1s retroactive
in the sense that it applies so as to materially and adversely
affect an investment made prior to the effective date,

nther types of transactions affected in the same
manner are the equipment and real estate ownership and leasing
ventures undertaken at a time when obtaining accelerated
depreciation and interest deductions in the full amount avail-
able under the law were material inducements in making the
investment. Our review has disclosed that economically sound
ventures previously entered would be converted i1nto a net
economic loss by reason of the denial of deductions for interest
and accelerated depreciation by the operation of Section 302
of the Bi1ll (the allocation of expense proposal), and to some
extent Sections 221 (the limitation of interest deduction
proposal) and 301 (the limitation on tax preference proposal).
Subjecting accelerated depreciation on real estate assets
previously acquired to full recapture in the event of sale
(Section 521(b) of the Bill) would also substantially change
the economic feasibility of many existing real estate trans-
actions,

In the case of all such rental transactions, the
tax law made 1t feasible for lessors to enter into low rental
deals with lessees who, by paying less rent, thereby generated
more income subject to tax or, in the case of Government
lessees (such as in the case of the Post Nffice leasing
program), provided the Government with a bargain rental that
was possible only because of the tax saving by reason of
deducting all of the interest and accelerated depreciation
related to the transaction, as well as being able to realize
a caprtal gain on the later disposition.

With respect to all of the foregoing, the pro-
posed changes i1n the tax law referred to will create an un-
reasonable hardship. Fundamental fairness should require that,
as in the case of the repeal of the investment credit (as well
as its suspension in 1966), the new rules should be aggllcable
only with respect to transactions entered after the effective
date and should exempt transactions entered prior to that
time. No matter how clear the case for repeal or change in
the law 1is, a taxpayer would be treated unduly harshly by a
change in the rules after he had made economic commitments ain
good-faith reliance on existing law,
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In Section 521 of the Bill, changes are made in
the rules relating to the depreciation of real estate, but
those rules are not made applicable with respect to trans-
actions which were undertaken or committed prior to the
date specified in the Ball., No satisfactory reason appears
for failing to except from the operation of the following
provisions of the Bill transactions consummated or property
acquired, constructed, reconstructed, or erected pursuant
to a binding contract entered into before a specified
effective date:

(1) Limitation on deduction of interest--
Section 221 of the Ball,

(i1) Limitation on tax preferences, particu-
larly with reference to tax-exempt municipal bonds and ac-
celerated depreciation of assets previously acquired--Sec-
tion 301 of the Bill,

(1ii) Allocation of deductions, particularly
with reference to accelerated depreciation of assets pre-
viously acquired (as an item of preference) and interest in-
curred with regard to the purchase of assets previously
acquired (as an allocable expense)--Section 302 of the Bill.

(iv) Accumulation trusts, relating to the
taxation of prior accumulations in the case of existing trusts
that would otherwise not have accumulation distributions
subject to tax--Section 341 of the Bill,

(v) Real estate depreciation recapture, with
respect to accelerated depreciation of assets previously ac-
quired--Seztion 521 of the Bill,

The policy decision to put an end to tax shelter
devices is not challenged: that 1s a question as to which
reasonable minds may differ, However the basic inequity 1in
altering the tax treatment of transactions entered at a time
when the tax law clearly provided an incentive to make such
an economic commitment is indisputable,'particularly when
persons entering into such transactions had every reason to
make the good-faith assumption that the tax laws would not
be changed in a manner which would substantially prejudice
their position. The proposed changes in the law will not
simply result i1n a greater tax being paid; in many instances
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the proposed changes will result in the investor incurring
more tax than economic benefit by reason of his having made
the investment. Such a set of rules should not be applied to
a transaction undertaken prior to the change in the law,

(b) Effective Dates. The Bill contains a variety
of effective dates, many of which predate enactment and, in-
deed, predate the actual submission of the Bill. In most of
such instances, the proposed effective date coincides with the
day when a Treasury Department official or a member of Congress
proposed a change in the law. While many such pronouncements
were widely publicized, certainly most of the general public
and a substantial number of tax practitioners were not im-
mediately informed regarding the possibility of a change in
the law. Moreover, until a Bill 1s submitted the scope of
the proposed change is unclear.

In many instances the proposed changes with
respect to which early effective dates are in the Bill are
not of the sort which should require the change to be made
as of the date the proposal was first mentioned prominently.
Por example, a change in the installment sales rules has a
proposed effective date of May 27, 1969, notwithstanding
that the revenue effect of a later date would be inconse-
quential as a matter of national significance. To the un-
informed parties who did not tailor their transactions to the
revised rules, the tax hardship could be serious., To permit
installment sales, for example, or for any of the more truly
"loophole plugging” provisions to become effective at or after
enactment will certainly not upset any established rule of
propriety.

Holding to an effective date of April 18,
1969 with regard to the repeal of the investment tax credit
is understandable; insisting upon an effective date prior
to enactment with regard to the installment sale provision,
the repeal of the alternative capital gain tax, the change in
the treatment of long-term capital losses, the elimination
of accelerated depreciation in the case of the acquisition
of used real estate, and many other such retroactive dates
serve only to create administrative problems and hardships in
the case of those taxpayers who are less likely to have a
continued relationship with a tax advisor, and is inconsis-
ten* with basic principles of fairness,
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It is suggested that, except with regard to
the repeal of the investment tax credit, the effective dates
should not precede the date of enactment and in many instances
should conform to more easily identifiable points in time
such as the end of the calendar year.

(c) Special Legislation. The Internal Revenue Code
has been criticized for the special legislative enactments
forming part of it which have nothing whatever to do with a
broad-based and generally applicable set of principles dealing
with the taxation of the nation's income and the distribution
of its burdens. Special provisions applying broadly to
farmers, small business, natural resources, financial institutions
and the like are justifiable because distinctions are often
appropriate to be made as a matter of national tax policy.
However, the narrow attempt to make certain so-called conglomerate
acquisitions less attractive, though possibly justifiable as
an anti~-trust measure, has no relevance as a matter of national
tax policy, either from the standpoint of raising revenue or
distributing its burdens.

Specifically, Section 411 of the Bill erects
a set of artificially contrived rules that cannot be justified
except on the basis of concluding that a line would have to
be drawn somewhere. To include within the framework of a
presumably broad-based taxing act a limited scope provision
such as Section 411, which might not catch the "worst of-
fenders" and has a relatively negligible revenue estimate,
is not justifiable. Section 411 fails in regard to the ques-
tions of consistency, and beyond that it is not practicable
to assess the potential unintended benefits or hardships
that may be realized hy reason of the involved standards set
forth.

Attached to this letter, but an integral part hereof,
are comments with regard to specific provisions contained in
the Bill. The comments with respect to each of the following
sections of the Bill are contained in attachments lettered
as indicated below:

Section 101 "A"
Sections 211-13 g
¢ Section 221 o
Sections 301-2 "p*
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Section 331 "E"
Sections 341-42 "F"
Sections 411-14 "G
Section 421 "H"
Sections 431-32, 452 "I
Section 461 "
Sections 511, 515 K"
Section 521 "L"
Section 541 "M
Sections 601-2 "N"
Section 703 "o"

The comments contained in this letter and the accom-
panying attachments arose out of the study undertaken by
members of the Section on Taxation solely for the purpose of
providing the Senate Finance Committee with the benefit of
the technical knowledge and experience of the tax bar of
Philadelphia. Although a variety of viewpoints with regard
to the wisdom of the proposed changes has been expressed by
the members of the Section, no attempt was made to evaluate
the Bill in terms of its political, social or economic aspects.
The indulgence of your Committee and staff in reviewing the
comments would be greatly appreciated.

We hope that these comments will be of benefit to the
Committee, and if further elaboration is considered desir-
able, please do not hesitate to call upon the Section.

ery truly yours,

@ fe T
oseph W. Price, II1
Chairman

Attachments

384



COMMENTS RELATING TO
SECTION 101 OF H.R. 13270

(a) Section 4943 - Uncertainty in voting percentage
test.

The permitted holdings by a private founda-
tion in a business corporation is limited to "20 per
cent of the voting stock." How is that percentage to
be determined? Are options to purchase shares, conver-~
sion privileges into or out of voting shares, and
similar share potentials to be considered?

We would favor considering maximum option
exercises in determining outstanding shares, but in any
event we suggest that some clear-cut rule be adopted.

(b) Section 4943 - Disposal of excess holdings.

The provisions of Section 4943 appear to infer
that a foundation must dispose of shares to reduce its
holdings to the required maximum percentage of voting
stock. Why is the foundation required to "dispose" of
shares to reduce its holdings, when its holdings can be
reduced in other ways? For example, can the issuance
of additional shares or reduction in proportionate
voting by the foundation's shares satisfy the reduction
requirement? If such methods of reduction are considered
permissable, the Bill or committee report should so state;
if such methods of reduction are not considered permis-
sable, that intention should also be clarified and hope-
fully reconsidered.

(c) Section 2055(e) - Estate sax deduction.

The blanket denial of deduction for certain
charitable bequests does not take into consideration the
existence of irrevocable trusts providing gifts to charity,
where the corpus will be included in the decedent's gross
estate because of retained interests, etc., but no deduc-
tion is allowed under the Bill. Similarly, existing
wills of decedents who will die shortly after enactment
may provide for a pour-over to an existing trust that
provides for a charitable gift that will not be deducti-
ble.

In each of the foregoing cases the parties
may be powerless--either legally or practically--to change

IlA"
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the terms of the trust. Some relief should be afforded
by exempting trusts which cannot legally be altered

and by providing a one-year transition period to get
wills straightened out.

(d) Section 642(c) - Amounts Set Aside for Charity.

The Bill proposes to repeal the deduction
for amounts set aside by an estate to make gifts to
charity. Since typically estates make no distributions
during administration, estates should be permitted to
deduct such accumulations since otherwise all income
during probate would be subject to tax.

Where a trust provides for income payments
to an individual for life with the remainder going to
charity, capital gains allocable to corpus (and hence
not includible in distributable net income) would be
subject to tax.

The deduction now permitted by Section 642(c)
should be continued for amounts not includible in
distributable net income.

(e) Section 509(a)(3) - Definition of a Private
Poundation.

The Bill excludes from the definition of a
private foundation organizations which are organized
and operated exclusively for the benefit of a so-called
30 per cent charity under existing law, provided that
the organization is “"operated, supervised or controlled
by" a so-called 30 per cent organization and it is not
controlled by a disqualified person. The terms "operated,
supervised or controlled" are not defined in the Bill and
the Committee Report does not clarify the intended use of
the terms except to refer to certain examples of organi-
zations expected to qualify.

Because the functioning of the organization is
stated in the disjunctive, each of the words "operated,
supervised or controlled” requires a definition, or as
a minimum the functions of the private foundation which
are to be subject to supervision or control should be
set forth. In view of the fact that the major thrust of
the changes in regard to private foundations has to do
with insuring the proper use of funds and the channeling
of such funds to appropriate organizations, it is sug-
gested that the definition be addressed to those objectives.



Accordingly, in view of the fact that subsection 509
(a) (3) (A) requires the organization to benefit a
public charity, it would seem that the "control" test
gshould be met if the public charitable organization
has responsibility for control and investment of funds,
notwithstanding that the designation of the specific
charitable beneficiary would be determined by a person
other than an orxganization described in subparagraphs (1)
or (2) of Section 509(a). This is certainly the case
when all of the income of the foundation is to be dis-
bursed for charitable purposes annually and the period
of time during which principal may be retained by the
foundation is limited by an ascertainable atandard.

It is recommended that subsection (c) be added
to Section 509, to read as follows:

*(c) RULE FOR APPLYING PARAGRAPH (a) (3)(B). ~-
In applying subparagraph (B) of paragraph (a)
(3), an organization is operated, supervised,
or controlled by an organization described in
paragraph (1) or (2) if the following condi-

tions are met:

*(1) all of the income of the organi-
zation is required to be distributed
annually; and

*(2) the assets are held, and the
investment and disbursement thereof
are supervised, by one or more organi-
zations described in subparagraph (1)
or (2) of paragraph (a)."”
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COMMENTS RELATING TO
SECTIONS 211, 212 and 213 OF H.R. 13270

(a) Section 1251(d) -~ Application to Subcnapter §
Corporations.

In the case of a partnership, proposed Section
1251(d) (3) provides that each partner is to take into
account separately his distributive share of items of
the partnership which are relevant under this section.
Wiy is there no similar provision made for Subchapter 8
corporations?

A new subparagraph should be added to Section
1251(d) to provide that, in the case of a Subchapter 8
corporation, each shareholder's share of items whicn are
relevant to the application of Section 1251 should be
taken into account separately by him, and then the limi-
tations of Section 1251(b)(2) should be applied at the
individual level.

(b) Section 1251(b) (3) - Carry Back of Farm Net Losses.

Where a taxpayer has an income from farming
oporations for one or more years and then has a farm
net loss within the meaning of proposed Section 1251
(e) (2), the Bil) would apparently require the addition
of the farm not loss to the excess deductions account if
the net loss was eithar offset against non-farm income
for the same year, or'Tt the loss was carried back and
offset against income from farming operations during the
three preceding years.

This causes an unintended hardship, for example,
in the case where a taxpayer realizes farm net income
during the first year to which proposed Section 1251 applies,
and in the second year realizes a farm net loss which offsets
non-farm income for that year. That taxpayer will be required
to add the farm net loss to his excess deductions account,
without any reduction in tnat account for the farm net income
realized in the previous year. However, if, for instance,
a farm net loss was incurred in the first vear to which

llun
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proposed Section 1251 would apply, and then the taxpayer
had offsetting farm net income in the following years, the
excess deductions account would be eliminated. Obviously,
the result should not depend on the sequence of the loss
and profit years.

We would suggest that the following new sub-
paragraph (C) be added at the end of ptoeonod Section
1251(b) (3) (after deleting the word "and" at the end of
subparagraph (A) and inserting it at the end of (B)):

*(3)...there shall be subtracted from the
account =~

* L] * *

(C) an amount equal to the farm net
income for any year to which a farm net
loss could have been carriod oack under
Section 172 (relating to the net operating
loss deduction)."

(c) 8ections 1251(b) (5) (A) and 1251(d) - Transfers to
controlled Corporations.

Taking into account the effect of proposed Sections
1251 (b) (8) (A) and 1251(d), there is a seemingly unfair
result to an individual who transfers his farming business
to a controlled corporation.

Although proposed Section 1251 (b) (5) (A) does not
provide for the transfer of the excess deductions account
to a corporation in a Section 351 transaction, proposed
Section 1251(d) (3)does provide that there will be no gain
recognized, generally speaking, on the disposition of “farm
recapture property" in a Section 351 transaction. Rather,
proposed Section 1251(d) (6) seeks to tax the gain following
a Section 351 transaction by treating a proportionate amount
of the stock received in a Section 351 transaction as "farm

recapturs property"”. ‘

The inference from these provisions seems to be
that if an individval transfers his farming business to a

B~2



controlled ocorporation under Section 351, he himself would
retain the excess deductions acoount, and his corporation
would create one only if it subsequently experiences farm
net losses. We believe that it would be more equitable to
provide for a transfer of the excess deductions acoount to
the corporation, so that subsequent farm net income from

the transferred business could be used to reduce or eliminate
the excess deductions account. This particularly should be
80 where the progrtotor of the farm busineas is the con-
trolling shareholder of the transferee corporation (i.e., in
situations where there are no other transferors who join in
the plan of reorganisation). To accomplish this result, we
suggest that the references, in proposed Section 1251 (b) (5)
(A?. to Sections 371(a), 374(a) and 361 be deleted and that
proposed S8ection 1251(d) (6) be deleted in its entirety.

(d) 8section 1251(d)(5)(B) - Gain on Transfers to Partnerships.

Although Sections 12435 and 1250 of the present

law (on depreciation recapture) provide that no gain is

to be recognized under those sections to a oontr buttng
partner if Section 721 applies, proposed Section 1231(d)
(5)(B) inoonsistently, and we believe inequitably, requires
the recognition of ordinary income to a partner under
Section 1251 upon his contribution of farm recapture property
to a partnership, 8o long as the other partners contribute
no farm recapture property or contribute farm recapture
Tro rty having a lesser value. Under proposed Section
251(d) (8) (B), it will only be the well advised taxpayer
that will be able to avoid recognition of ?ltn on the
contribution by including in his partnexship agreement a
provision allocating to the contributing partner all gain
gpogitha disposition of farm recapture property contributed
y him.

As we previously suggested in the case of the
transfer of farm recapture property to a controlled corp-
oration, we, here, also suggest that no gain be recognized
on the transfer of farm recapture ptoportg to a partnership,
but rather that proposed Section 1251(b) (3) (A) be amended
to provide for the carry over of the excess deductions account
to the partnership. Proposed Section 1251(d) (8) (B) would be
amended accordingly, and would also add that any gain in the
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subsequent disposition of the farm recapture property could,
if so provided in the partnership agreement, be allocated
exclusively to the contributing partner. This suggestion
would allow any excess deductions account inherited from the
contributing partner to be eliminated by subsequont farm

net income. This result, we believe, is more equitable than
requiring 8 partner to recognize gain, even tnhough subsequent
farm net income is sufficient to eliminate the oxcess
deductions account of the partnership or of the contributing
partner.

{e) Section 12%51(e) (2),(3) - Application of Net Operating
Loss Deduction to Definition of Farm Net Income and Farm
Net Loss.

The definition of farm net income in the Bill
is simply the excess of the gross income derived from
the trade or business of farming over the deductions
allowed or allowable b{ Chapter 1 which are connected with
that business. Literally, & net operating loss deduction
arising from a carry back or carry over of a net loss from
a subsequent or preceding year, would be a deduction allowed
by Chapter 1 and would reduce farm net income for the
current year,

This result is presumably unintended since the
Joss itself in the year cf origin would result in an
addition to the excess deductions account. We recommend
that. proposed Section 1251 (e) (2) (A) be amended to exclude
deductions in Chapter 1 allowable under Section 172 (net
operating loss deduction).

(f) Bection 1251(e) (4) = General Definition of Farming.

We balieve that a general definition of “farming",
now absent from the Bill itself and from the House Ways
and Means Committee report, is appropriate. Although such
a definition is not necessary in the Bill itself, we suggest
that the definition presently contained in Sections 1.61-4
(d) and 1.174-3 of the Regulations be incorporated at the

appropriate place in the report of the Senate Finance Committee.

B=4
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(g) Bection 1251 ~ Bffective Datss.

-We suggest that the o!tocdw date provisions of
the 3ill be clarified in the Senate Pinance Committee's
general and technical explanations to indiocate that:

1. Deductions allowable with respect to farm
land under existing Sections 175 and 182 for
taxaple years beginning before December 31,
1969 do not have to be taken into account for
purposes of proposed Section 1231 (e) (3).

2. If our p sal is adopted to change pro-
posed Section gzsub) (3) to allow farm income
for a preceding year to be taken into account
in reducing an excess deductions account, then
only farm net inocome for years beginniny after
Doocnb,x 31, 1969 should taken into acocount,

{h) Section 1231(b)(3) = Clarification of Definition of
Livestock. : .

r

Proposed Section 1231 (b) (3) .refers to “"livestook"
held “at least 363 days after such animal normally would
have first been used" for draft, breeding, ugoxunq, or
dairy purposes. We believe that there must be some clari-
&c:tton regarding the precise date that the nolding period

ging.

We suggest that the Senate Pinance Committes's report
provide that the Regulations will incorporate certain pre-
sumptions as to the time or age at wnich animals of various
breeds will normally be considered to be usable for draft, breediny,
sporting or dairy purposes.

(1) Section 270 -~ Use of the Term "Activity".

Proposed Bection 270 discards the phrase “a trade
or business" in present Section 270 in favor of the term
“activity”. We do not understand why this change was made,
unless the term “"activity" is intended to cover activities
desoribed in existing Section 212.
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We believe also that the use of the term, “activity",
coupled with the elimination of the exception in present Section
270 for "specially treated deductions®, creates additional
confusion. The proposed amendment to Section 270 is so broadly
worded that the Service could contend that the deduction of
items such as interest and taxes, if attributable to a business
or other activity which the Service thought was not carried
on with an expectation of making a profit, could be disallowed
even though they are expressly deductible under Code sections
other than 162 and 212.

We suggest that the word "activity”" be deleted
throughout the new Section 270 and that the phrase "trade
or business or an activity desoribed in Section 212" be
reinserted. We also recommend that the following new sub-
section be added to Section 270:

*(c) LIMITATION., - Nothing in this section would
prevent the deduction of any item which is other-
wise deductible under the provisions of this
Chapter whether or not it is connected with the
carrying on of a trade or business or with an
activity described in Section 212."




COMMENTS RELATING TO

SECTION 221 OF H. R, 13270

(a) Bection 163(d) (4) (A) - Limitation on Partnerships.

8ince the provisions of proposed Section 163
(d) (4) (A) are to apply at the partnership level, the
result that will follow with regard to certain partner-
ships is that where the pattnorohlg suffers a loss,
interest expenses will be deductible onlg to the extent
of $25,000 and that amount will have tc be allocated among
all the partners even though there may be a substantial
nunber of them. Thus, the partners would not be able to
deduct their Kroporetonlto share of the interest expense
even though they had other net investment income or
long-term capital gains.

Bspecially in view of the fact that an individual's
Tropo:tionaeo share of a partnership loss would reduce other
nvestment income, this result appears unduly harsh, and we

recommend that proposed Section 163(d) (4) (A) be deleted.

(b) Section 163(d)(1) & (2) - Order of Applying Carry
Porwards of Disallowed Investment Interest.

Both proposed Sections 163(d) (1) and (2), and the
proposod amendment of Section 1202 cannot be properly
applied unless there is clarification whether investment
interest is allowed first in the amount of $25,000, then in
the amount of the net investment income, and lastly, in the
amount of net long-term gain, or in some other manner.

We recommend that the Bill specify the order of
allowance of investment interest, and specifically substitute
the following language for so much of Section 163(d) (1) as
preceeds subparagraph (a)s

"(1) 1IN GENERAL - In the case of a taxpayer other
than a corporation (except an clocting small business corp-
oration as defined in Bection 1371(b)), the amount of interest
allowable as a deduction shall be limited to the sum of the
following amounts and shall be allowed in the following order-..."

Qc.
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(o) B8ection 163(4d) (3) (A) = Unosrtainty in Definition of
Investment Income.

No provision is made in the Bill's definition of
investment income for the inolusion of recapture inoome with
respect to property such as rental property or a franchise
vhich may give rise to investment income. But for Sections
1245, 1250 or proposed Section 1252 these amounts would be
capital gains and presumably the type of income which it was
intended ocould be offset by investment interest. We recommend
that the Bill be amended to 80 provide.

Proposed Section 163(4) (3) (A) does not make it
clear whether tax exempt interest qualifies as "interest® and,
therefore, investment income. If it does not, then it is
not clear whether that portion of tax exempt interest required
to be taxed by Bill Section 301 relating to limit on tax
preferences would unut{ as investment income. The Bill should
be amended to specifically provide that all includible income
from interest is included in investment incoms.

The Bill includes in investment income net short-term
capital gains only if they are derived from the disposition
of property held for investment, while, no such limitation is
placed on income fxom interest, dividends, eto. Furthermore,
the question of whether investment is to be distinguished from
“speculation” arises. We recommend that the Bill be amended
so that the only limitation on investment incowms is to income
not derived from a trade or business, and this limitation should
apply equally to all items.

An amended Section 163(d) (3) (A) should be rewritten, as
follows, to effect the three recommendations made above:

"(A) INVBSTMENT INCOME ~ The term 'investment
income' means the gross amount of includible
income from interest, dividends, rents and
royalties, recapture income desoribed in
Sections 1245, 1250, 1251 and 1252, and net
short-term capital gains derived from the
disposition of K:opotty but only to the
extent that such gross income or such gains
axe not derived from the conduct of a trade
or business.”

c-2
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(d) Section 163(d) (3) (B) -~ Reduction of Investment
Income by Nondeductible Expenses.

Investment expenses are defined in the Bill
as all deductions allowable under Section 164{a) (1) or
(2), 166, 167, 171, 212 or 611 directly connected with
the production of investment income, However, the Bill
fails to take into account those expenses which, pursuant
to Section 302 of the Bill relating to the allocation of
deductions, are not deductible. It is not presently
clear whether or why investment income should be reduced
by such expenses.

We recommend a revision of Section 163(d) (3) (B) to
make it clear that otherwise deductible items, which are dis-
allowed under proposed Section 277 are not included in invest-
ment expenses.

(o) Section 163(d) (3) (D) = Uncertainty in Definition of
Investment Interest.

The definition of investment interest fails to
advise the taxpayer how substantial the motive to "purchase
or carry property held for investment" must be. Must the
indebtedness be incurred solely to purchase investment
g:oporty, or need the desire to purchase investment property

only one of a number of motives., We recommend that there
be a requirement that the motive to carry property held for
investment be the primary motive for incurring the debt.

The provision should also be clarified to recognize
the possibility that all "investment income" need not always

arise from "investment" property; it may also arise from
property held for the production of long-term capital gains.

c-3
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COMMENTS RELATING TO
SECTIONS 301 AND 302 OF H.R. 13270

(a) Section 277 - Need for Basis Adjustment,

While proposed Section 218(c) provides that
disallowed tax preferences attributable to Section 1250
property and to certain farm net losses increase the basis,
for the purposes of determining gain or loss on the sale
or other disposition of the asset to which tney relate,
there is no corresponding adjustment to take into account
the disallowance attributable to allocating a portion of
the taxpayer's expenses to that portion of the accelerated
depreciation which has not been taken into income.

We believe that the failure to provide for a
basis allocation in the case of a disallowance under Section
277 is inconsistent with the basis adjustment provided in
the similar situation of disallowed tax preferences. More-
over, a failure to provide a similar adjustment i{n connection
with amounts disallowed under Section 277, to the extent ordinary
income is realized on a later sale of the property, will
result in what we regard as unintended double taxation.

(b) Sections 84 and 277 - Adjustment for Interest on
Debt Incurred to Carry Taux-free Obligations.

In both the Bill Section relating to the limitation
on tax preferances and the Section relating to the allocation
of deductions, tax exempt interest is treated as a net amount
after reduction by the amount of any deductions for expenses
applicable to tax exempt income which are disallowed under
gection 265(a) (1), No reduction is provided, however, for
interest on indebtedness incurred or continued to purchase
or carry tax exempt obligations, which is disallowed as a
deduction under Section 265(a) (2)., We do not understand
this distinction nor do we think that such a diatinction

is logical.

We recommend that both proposed Sections 84 and
277 be revised to define tax exempt interest as the net
amount after reduction by both the amount of any deductions
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;
1
5
4
A
1
397




for enses applicable to tax exempt inocoms which are
disallowed under Section 263(a) (1) and for interest on
indebtedness incurred or ocontinued to purchawe oF Sarry
tax exempt obugattonl. which is disallowed as a dsduction
under Section 265 (a) (2).
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COMMENTS RELATING TO

SECTION 331 OF H.R, 13270

gection 1354(a) ~ Need to Aggregate All Deferred Compensation
Payments.

While proposed Section 1354(a) provides a minimum
tax on deferred compensation payments in excess of $10,000,
it does not make it clear that deferred oolrnunon pay-
ments from all sources received by an individual during
any taxable year are to be aggregated, and that the minimum
tax is to apply to the excess of the aggregate over $10,000.
We suggest that the proposed section be adjusted to so provide.



COMMENTS RELATING TO
SECTIONS 341 and 342 OF H.R. 13270

(a) Bections 66% through 669 - Effective Date Pravisions
and Burden of Compliance.

While we believe that the unlimited throwback
rule is extraordinarliy complicated, and would make the
administration of trusts acoumulating income for perfectly
legitimate family reasons extremely difficult, cumbersome,
and expensive, we recognize that this is a broad question
of tax policy, and will make no suggestions on the overall
revision. However, the effective date provisions of Bill
Section 341 seem objectionable in that they would operate
retroactively with respect to income accumulated during the

ast five years when neither the trustee nor the beneficiary
ad any notice of the need to keep records bx reason of a
distribution of acoumulated income which might be made at
some further time, e.g., upon attaining majority of a
beneficiary who now happens to be five years old.

It is suggested that the effective date provisions
be modified, so that the new rules would apply only to
transf{ers in trust made after the effective date of the Bill,
or alternatively, that they would apply only to income
acocumulated after such date.

(b) BSection 668(b) (2) (B) - Restriction on Use of "Exact"
Method by Unborns.

The Bill provides that if a beneficiary was not yet
born, with respect to a year to which part of the trust
income which is distributed relates, the so-called "exact"
method of computation may not be used. We see no reason
why a beneficiary who was not alive for the entire period
of accumulations cannot use the "exact" method at least
with respect to those years during which he was alive.

We suggest that this discrimination be corrected.

.rl
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(¢) Section 677 - Accumulations for Benefit of a Grantor
gpouse.

In view of the unlimited throwback rule, it seems
that this provision is of little significance. It {a,
therefore, questionable whether the complexities, which this
provision may generate in situations where there is a lack
of family harmony by taxing the husband on income payable
to the wife, is ¥unt1!£ub1¢.

In view of the proposal for the adoption of an
unlimited throwback rule, it is suggested that the proposed
amendment of 8sction 677 is not warranted.

r-2

401

$3-7180 O - 80 -« No, 17 -- 21



COMMENTS RELATING TO
SECTIONS 411, 413 and 414 OF H.R. 13270

(a) 8Section 279(c) (2) ~ Use of Adjusted Basis of Assets
in Ratio of Debt to Equity.

The ratio of debt to -equity has long been used
as an aid in determining whether certain securities were
debt or equity. As pointed out in the Report of the House
Committee on Ways and Means, the debt-ez ty structure of
a corporation helps one decide whether it is reasonable
to expect the corporation to meet its obligations to pay
ghe principal and interest on the bond or debenture when

ue.

Proposed Section 279(c) (2) determines this ratio
by valuing the assets at their adjusted basis. There seems
to be little justification for using adjusted basis in an
attempt to determine whether or not an issuer can make good.

We suggest that proposed Section 279(c) (2) be
revised to change the valuation of assets in determining
th: debt-equity ratio from "adjusted basis" to fair market
value,

(b) Section 279(f) - Definition of "Sources without the
United States".

We suggest that, for purposes of clarity, proposed
Section 279(f), containing an exemption in the case of
certain acquisitions of foreign corporations where substan-
tially all of the earnings of the acquired corporation for
the three year period preceding the acquisition is from
"gources without the United States", should contain a
reference to the appropriate definition under Subchapter N.

(c) Section 1232(a) (3) (B) - Original Issue Discount in
the Hands of Donees.

While this provision provides rules relating to
the treatment of original issue discount by the purchaser

HG"
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of a bond, no such rules are provided for a donee or legatee.

We suggest that proposed Section 1232 (a) (3) (B)
be revised to determine any appropriate adjustment for
previously included original issue discount in the hands
of donees and legatees.

() Sections 6049(a) (1) and 6049(c) - Reporting Requirements.

The reporting requirements of this provision, as
now written, are onl{ relevant to the original holders of
bonds with original issue discount. The reporting require-
ments do not take cognizance of the fact that subseguent
owners will report as income amounts different than would
an original owner.

We suggest that the reporting requirements be
amended to reflect the fact that the payor corporation will
report to the Service amounts which may be at variance with
those which a subsequent holder will report as income.

(e) Section 249 - Clarification of "A Normal Call Premium®.

Proposed Section 249 limits the premium deduction
on the acquisition of an issuer's convertible indebtedness
to "a normal call premium". However, the statute does not
define what "a normal call prehmium" is.

We suggest that a definition of the term "a normal
call premium" be added to proposed Section 249.

G-2
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COMMENTS RELATING TO
SECTION 421 OF H.R. 13270

(a) Section 305(b) (2) - Extent To Which Stock Dividends Shall
Be Taxed.

The proposed statutory language, literally read, would
tax the full amount of the stock distribution received by share-
holders whose proportionate interests in assets or earnings and
profits were increased, even though only part or even none of
the stock distribution directly increases such proportionate
interests. Thus, if a common stock dividend is distributed on
one class of stock and both common stock and cash dividends
are simultaneously distributed on another class of stock, not
all of the stock distributed on the first class has the effect
of increasing the recipient shareholders' proportionate inte-
rests in the assets or earnings and profits of the corporation.
Another example would occur if a common on common dividend were
distributed at the same time as a cash dividend on preferred
stock, in which instance the common shareholders' interests
in the net assets of the corporation might be considered to
have been increased, not by reason of the distribution of
common stock but rather by reason of the cash payment to the
preferred shareholders. Presumably no tax on the common stock
distribution is intended in such a situation.

We suggest that under proposed section 305(b) (2) stock
dividends be treated as distributions of property to which
section 301 applies only to the extent that the stock distribu-
tion itself causes an increase in the proportionate interests
of the recipients.

(b) Section 305(b) (2) - Uncertain Meaning of "Proportionate
Interests. . .In The Assets or Earnings and Profits”.

Broadly speaking, the term "proportionate interests"
may refer either to the relative interests of shareholders of
different classes in the existing net assets of the corporation
as of the moment of the distribution, or to the relative sizes
of the potential claims which the shareholders of different
classes may have against future assets or earnings of the
corporation in the event of dividend or liquidating distributions.

I1f the former test is adopted (i.e., the relative
interests of the shareholders in the earnings and profits or

"H"
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assets of the corporation on the date of the distribution), the
uestion arises whether book values or fair market values of the
corporation's assets are to control in making the necessary
measurements. Additional problems may develop concerning the
treatment of convertible securities or stock purchase rights in
measuring proportionate interests.

1f the proportionate interests in assets or earnings
are to govern, it may be doubly difficult to determine the effect
of convertible stock or stock rights, if the conversion or exer-
cise price exceeds the current value of the subject stock. In
such an instance, it may be uncertain at the time of the distribu-
tion whether there ever will be an alteration in the proportionate
interests of shareholders. A corresponding problem could arise
upon the distribution of a class of stock which participates
in future earnings or liquidation proceeds only when such earnings
or proceeds exceed certain levels.

In an effort to achieve greater certaintx, we suggest
that the test be based on proportionate interests in the
corporation's assets (at fair market values) or earnings and
profits as of the time of distribution instead of proportionate
interests in potential assets or future earnings. We further
recommend that in measuring such proportionate interests all
conversion privileges and rights to purchase stock be deemed

to be exercised unless the conversion or exercise price exceeds
the fair market value of the subject security by more than 108,

(c) Section 305(b) - Circular Treatment of Section 306 Stock.

Under existing section 306(c) (1) (A) the term "section
306 stock" includes stock received in a distribution, any part
of which was not includible in gross income by reason of section
305(a). Under the proposed legislation, however, in order to
determine whether a atock dividend is excluded from gross
income under section 305(a), it may be necessary in applying
the tests of section 305(b) to know whether the distributed
stock is section 306 stock.

While it does not matter how this circle is broken
from the standpoint of achieving certainty in application,
it might be noted that taxation of dividends in preferred stock
at the time of distribution under section 305(a) would render
section 306 inoperative with respect to most of the distributions
now covered by it. On the other hand, leaving such distribu-
tions in preferred stock untaxed under section 305 would create
an anomolous situation where distributions of common stock might

H-2
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be taxed under section 305 whereas simultaneous distributions
of a “"senior" preferred stock would not.

(d) Section 305(c).

This section is a broad authorization to the Treasury
to prescribe Regulations under which certain changes in conver-
sion ratio, changes in redemption price, and redemptions will be
taxed as dividends to those stockholders whose proportionate
1ntergsta in earnings and profits or assets are increased
thereby.

The potential scope of the authorized Regulations
is quite broad and could well exceed that which is necessary
to cope with abuses of the type outlined in the House Committee
Report. FPor example, the proposed statutory authorization
would not only permit the Regulations to tax certain shareholders
in connection with periodic redemption plans (which the House
Committee Repnrt suggests may have the effect of cash and stock
dividends on different classes of stock), but also would
seemingly permit taxation of a non-redeemed shareholder in some
instances when another shareholder is redeemed in a "one-shot"
realignment of the shareholdings in the corporation. The
harshness of the tax result in this and other redemption
situations is accentuated in cases where shares have been
redeemed for an amount equal to or exceeding their pro rata
share of the value of the corporation's net asgets, so that
the remaining shareholders have either not increased, or have
suffered a decrease in, the value of their holdings, even though
their proportionate interests in the corporation have increased.

Similarly, whereas annual changes in the conversion
ratio or redemption price of a security might indicate a
disguised stock dividend, convertible preferred stock may be
issued under terms providing for only one or two conversion
changes or changes in redemption price during the life of the
stock, these changes being designed to encourage conversions
at an early date with the objective of simplifying the
corporation's capital structure. It is doubtful that the
proposed legislation is intended to tax such changes as
dividends to the shareholders whose interests may be favorably
affected thereby.

We suggest that the proposed legislation, or at a
minimum the Senate Finance Committee Report, more clearly
delineate the scope of the new rules. Thus, in connection
with stock redemptions section 305 may be limited to redemptions
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pursuant to periodic redemption plans or redemptions involving
108 or less of the shareholdings of the redeemed stockholders.
provisions for changes in conversion ratios or redemgtion price
designed to have the effect of disguiged dividends should be
diaegngulshed from similar provieionskesiqned with other goals
in mind.

(e) Section 317(a). N

The proposed amendment to section 317(a) (and a corres-
onding change in section 305(a)) was intended to cause all
stock dividends on preferred stock to be taxable. The Report
prepared by the Staffs of the Joint Committee on Internal
Revenue Taxation and the Committee on Finance (August 18,
1969), at page 63, indicates that an exception was intended
to this rule to permit anti-dilution distributions on convertible
preferred stock to be received tax-free. The proposed statutory
language should be altered to admit such an exception.

(¢) Effective Date Provisions - Unfairness of January 10, 1969
Effective Date.

Despite the promulgation on January 10, 1969 of
Treasury Regulations providing in substance for several of the
proposals embodied in the House Bill, it is quite possible in
view of the controversial nature of portions of these Regula-
tions that distributions may have been made after January 10
which would have been taxable under the Regulations but which
were made with the conviction that the Regulations were broader
than permitted by the statute. Moreover, the January 10, 1969
Regulations do not appear to correspond in all respects to the
proposals in the House Bill. 8ince there is substantial doubt
as to the interpretation, scope and even validu:¥ of certain
provisions of the January 10, 1969 Regulations, it seems unduly
harsh to make the effective date of any provisions of the
proposed legislation retroactive to that date.

407



COMMENTS RELATING TO
SECTIONS 431, 432 and 452 OF H.R. 13270

(a) 8ection 904 (a) - Violation of Treaty Law.

In requiring an adjustment of the foreign tax
credit limitation, in a year where income is derived from
a country in which a loss was previously incurred, the
drafters of the Bill apparently overlooked the fact that
the proposed amendment may well violate many tax conventions
with foreign countries. In most of the tax conventions, the
United States had consented to give credit for the taxes
imposed by the other state. As a matter of treaty law, the
credit to be given is based upon the Revenue Act in force
at the time the tax convention becomes effective.

The proposed amendment would result, under certain
circumstances, in a unilateral abrogation of United States
treaties, an unintended result that the Senate Finance
Committee should be made cognizant of.

(b) Section 904(g) - Effect in Civil Law Countries.

We believe that the House of Representatives, in
approving Section 432 of the Bill, designed to place a limi-
tation on the foreign tax credit paid on "foreign mineral
income", was not aware of the scope of the change they were
making. The apparent reason for the Bill was that certain
foreign income taxes imposed on mineral income should be
considered royalties and should not give rise to foreign
tax credit. However, under civil law, which law governs
most of the countries of the world, mineral rights are
owned or controlled by the sovereign. Since proposed
Section 904(g) would limit the foreign tax credit if a
foreign government holds substantial mineral rights with
respect to the property, the amendment may well deny substan-
tial credits to United States companies even though there
is no royalty incurred in the foreign taxes paid.

We believe that this amendment represents an
unwarranted discrimination against a certain class of foreign
income and should be deleted.

”I“
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(¢) Section 312(m) - Effect of the Change in Earnings and
profits on Foreign Source Income.

The proposed amendment of Section 315 of the Code,
to provide for the computation of earnings and profits based
on straight line depreciation has an unusual and unintended
effect, we think, on the taxation of income derived by
United States taxpayers from foreign sources, If the com-
putation of the earnings and profits of a foreiyn company,
required under present Section 902 of the Code, are modified
by proposed Section 312, the following unintended changes
will take place in the amount allowable as foreign tax credits.

For example:

1. Foreign tax credits will decrease as foreiyn
earnings and profits increase;

2, United States shareholders witn subpart F
income may have income which they would not
otherwise have attributed to them;

3. Domestic corporations with subpart F income
would have increased income and decreased tax
credits; and

4, "Greater" minimum distributions will be
required of subpart F income.

It is suggested that the amendment of Section 312
be reconsidered in the light of its effect on subpart F
income and the amounts of foreign tax credits allowed, and
if the results mentioned above are not intended, proposed
Section 312(m) should specify that it is inapplicable to

foreign companies.
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COMMENTS RELATING TO
SECTION 461 OF H.R. 13270

Section 1201(a) - Need to Clarify Effective Date.

Bill Section 461(c) indicates that the amendment
increasing the corporate capital gain rate from 25% to
308 is intended to apply to "sales and other dispositions
atter July 31, 1969". Assuming that the aforesaid language
refers to the transaction and not the accounting method
(or other method of reporting) which governs, it is too
broad and at best is open to various interpretations. For
examps, are payments received pursuant to an installment
sale made before July 31, 1969, taxable at 258 even though
the payments are received after July 31, 1969.

The Bill should be amended to make it clear whether
July 31, 1969 is supposed to be a cut-off date only as to
an actual "sale" or "other disposition" made after that date,
or is intended to apply to any gain recognized after that
date, even if attributable to a sale or other disposition
prior to August 1, 1969.

Moreover, we think the effective date language
should be amended to clarify the fact that the date is a
cut-off date as to all transactions which are not, strictly
speaking, a sale or exchange but which necessitate the
recognition of capital gain - e.g., liquidation distributions.

HJ"
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COMMENTS RELATING TO
SECTIONS 511 AND 515 OF H.R. 13270

(a) Section 1201 - Need for Standards Regarding 1969
Allocation.

Bill Section S1l{e) grovideu that for taxable
years beginning before and ending after July 25, 1969,
the alternative tax shall be computed in a manner pre-
goribed by the Secretary of the Treasury or his delegate.
In the absence of gome congressional standards to be
applied to the transitional year, we believe that this
delegation to the Secretary of the Treasury to prescribe
rules is an improper delegation of authority. 1In acting
pursuant to the aforesaid delegation, the Secretary or
his delegate may be promuliatinq substantive rules rather
than interpreting congressional language.

We recommend that the Bill be amended to provide
substantive language to deal with the computation of the
capital gains tax in the transitional year.

(b) Section 402(a) and 403(a)(2) - Use of the Term "Benefits
Accrued”.

Both proposed Section 402(a) (8) pertaining to
distributions from qualified trusts and proposed Section
403(a) (2) (C) pertaining to qualified annuity plans use the
phrase "benefits accrued” as of a cut-off date in connec-
tion with the determination of that portion of a distri-
butee's account which will retain capital gain status on
distribution.

We submit that the phrase "benefits accrued" is
ambiguous when used for plans other than a profit-sharing
plan or a money purchase pension plan. In an ordinary
pension plan, a layman might think the term referred to
the cash sum then held under the method of funding utilized
by the particular plan, but to benefit planners and actuaries,
the term normally refers to a hypothetical amount which
ought to have been funded by the date in question, depending
upon the method of funding, varying from a complete deposit
of the total amount necessary to provide the pension in

"xll
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advance, to no deposit at all, but rathexr a mere current
pay-out of pension benefits. For this reason, it is
suggested that the term "benefits accrued" be clarified.

One suggested gsolution is to define "benefits
accrued” in terms of one or more of the funding methods
which contemplate level costs or payments for the entire
working career of the employee, whether or not the monies
have actually been deposited. The alternative solution
of according the relief simply to assets on hand at the
cut-off date, appears to us unfair since the result to
the emplogee would largely depend upon the funding method
gselected by his employer.
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COMMENTS RELATING TO
SECTION 521 OF H.R. 13270

(a) Section 167(k) - Definition of "low-cost rental housing".

The proposed new subsection (k) to be added to
section 167 (relating to depreciation) provides for accel-
erated depreciation of rehabilitation expenditures in
connection with "low-cost rental housing”. The definition
of "low-cost rental housing" contained in Section 167(k)

(3) (B) refers to dwelling uints held for occupancy on a
rental basis by families of "low or moderate income, as
determined by the Secretary or his delegate in a manner
consistent with the policies of the Housing and Urban
pevelopment Act of 1968". The Housing and Urban Devel-
opment Act of 1968 and predecessor acts have used the

terms "low income", "lower income" and "low or moderate
income" for various special programs. The term "low or
moderate income" does not appear in earlier Housing and
Urban Development legislation. For these reasons, it is
submitted that the definition of "low=-cost rental housing"
proposed for purposes of the special depreciation deductions
to be allowed in the case of rehabilitation expenditures is

inadequate.

The term should not be 8o vaguely defined in the
statute as to leave the Secretary of the Treasury with the
responsibility of determining the policies of the Depart-
ment of Housing and Urban Development. This definition
should be made more precise after consuting with the staff
of the Subcommittee on Housing and Urban Affairs and rep-
resentatives of the Department of Housing and Urban Devel-
opment.

(b) Section 167 - Need for Redesignations of Subsections.

Bill Section 521(a) amends Section 167 of ‘he
Code by redesignating subsection (j) as subsection (n) and
by inserting after subsection (i) new subsections (j) and
(k). This would leave the lettering of subsections to run
from (a) through (n) without any subsections (1) or (m).

nLn
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Neither the Committee Report nor the Bill make reference
to the fact that new subsections (1) and (m) are pro-
posed to be added to Section 167 by Sections 451 and 705
of H.R., 13270 respectively. This may cause technical
difficulties if Section 521 is retained in tact and
Sections 451 and 705 (or either of them) are rejected
before final passage.

This should be corrected by addiﬁg at the end
of line 7, page 300 of H.R. 13270 the following: "to
follow subsection (m) (added by Section 708)".

(c) Section 167(j) (3) - Reference to Present Section 48(h).

Proposed Section 167(3) (3) contains a provision
for the adoption of regulations "similar to the rules
provided in paragraphs (5), (9), (10) and (13) of Section
48(h)",to be applied for purposes of that paragraph which
excludes property from the new depreciation rules where
construction was begun or a binding contract for construc-
tion was entered into before July 25, 1969. Paragraphs (5),
(9), (10) and (13) of Section 48(h) contain transition
rules for plant facilities, certain disregarded transfers
(principally transfers where the basis of the property
carries over to the transferee), property acquired from
affiliated corporations and certain replacement property,
all of which applied in the case of the suspension of
the investment credit.

Although the refexence to rules provided in
paragraphs (5), (9), (10) and (13) of Section 48(h) may
be effective to accomplish the purpose intended, we think
it would be clearer if the reference to Section 48(h) in-
cluded paragraph (4) which relates to an equipped building
rule, in addition to paragraph (5) relating to the plant
facility rule.

(d) Section 38l1(c) (6) - Failure to Carry Over Transferor's
150 Percent Declining Balance Depreciation Method on Used
Property.

The proposed amendments to Sections 167 and 381
result in the clearly unintended result of prohibiting

Le2
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the carryover of depreciation methods in the case of used
property, (a) acquired by a taxpayer prior to July 25, 1969;
and (b) transferred after July 24, 1969 in a transaction
falling within Section 381(a) of the Code.

Thie result occurs because proposed Section 381
{c) (6), which allows the carryover of depreciation methods
in transactions falling within Section 38l(a), permits the
carryover of only those depreciation methods specified in
paragraphs (2}, (3) and (4) of Section 167(b) and in pro-
posed subsections (j) (1), (k) and (m) of Section 167,

1, 8ections 167(b) (2), (3) and (4), whicn permit
the use of the double declining balance method, the sum of
the years' digits method and any other no more rapid method,
are restricted by Section 167(c) to new property acquired
after December 31, 1953; it does not apply to property
purchased used and, therefore, is inapplicable to the
situation to which we are referring.

2. Proposed Section 167(j) (1), read in conjunction
with Section 167(j) (3), is only applicable to property acquired
under specified circumstances after July 24, 1969,

3. Proposed Sections 167(k) and 167{m) have no
relevance at all to the problem we are discussing.

Therefore, unless there is a specific provision
in section 381 (o) (6) providing for the carryover of the 150
percent declining balance method on usad property
acquired prior to Ju1¥ 25, 1969, the transferee corporation,
in a tax-free reorganization or liquidation, will be restricted
to the straight line method of depreciation, as specifically
required in proposed Section 167(j) (4). We believe that the
clear intention of proposed Section 381(c) (6) was to permit
the carryover of all depreciation methods in a transaction
covered by Section 381(a). The Section as presently written
fails to accomplish this result because it fails to take into
account the fact that up to the present time, the ability of
a taxpayer to use the 150 percent declining balance method
on ugsed property was based solely on provisions in the
Treasury Regulations and not on anything specifically in the
Code.
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8ince taxpayers have consistently been allowed,
prior to the proposal in Section 167(j) (4), to depreciate
used property by the 150 declining balance method, hereto-
fore there has been no need to provide for the carryover
of this method in tax-free transactions; with tne passage
of proposed Section 167(j) (4), there will be such a need.
We suggesc that proposed S8ection 381(c) (6) be revised to
specifically provide for the carryover of the 150 percent
declining balance method of depreciation in the case of
used property acquired before July 25, 1969 and transferred
in a tax-free transaction to which Section 381(a) applies
after July 24, 1969.

L-4
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COMMENTS RELATING TO
SECTIONS 601 and 602 OF H.R. 13270

(a) Section 103(b) (1) - Subsidies for Industrial Development
Bonds.

The election given to States and their political
subdivisions to.elect to issue taxable bonds can made
with respect to certain industrial development bonds which
remain tax exempt under Section 103(c), such as certain
small issues. It is unclear why the United States should
pay any subsidy to a lending institution for such loans.
Furthermore, the ultimate user of the funds would pay less
interest because of the incentive factor g:oscribed by
gection 103(b) if, in fact, the election is made.

We recommend that 8ection 103(b) (1) be revised
to insure that no election may be made with respect to
industrial development bonds which remain tax exempt.

(b) Section 103(b) (2) - Irrevocability of an Election,

This provision does not make it clear whether
an election with respect to an issue which is withdrawn
would be irrevocable if the issue is placed on the market
at a later date.

We recommend that Section 103(b) (2) be revised
to spacify that an election with respect to any iasue
once made is irrevocable except with respect to any lasue
not actually issued.

(¢) Section 103(b) (2) - Failure of Secretary to Recognize
a Purported Election.

It is unclear what consequences would follow
from a failure of the Secretary to recognize a purported
elaction under this section.

We suggest that Section 103(b) (2) be revised to
provide that an election is effective only upon cextification
by the Secretary or his delegate.

llNll
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(d) Section 103(d) - Definition of Arbitrage Operation.

The term "arbitrage operation” is not defined
in the Bill, notwithstanding the fact that interest on
such obligations issued after July 11, 1969 is taxable.
Thus, taxpayers bear the risk of paying taxes on obli-
gations they presently consider tax exempt but are sub-
sequently found to be taxable. Furthermore, taxpayers
run the risk of relying on the stated intention of a
state with respect to newly issued obligations.

To avoid unfair consequences to a taxpayer,
Section 103(d) should be revised to provide that an
obligation will be considered an "arbitrage obligation®
only from the date it is so designated by the Secretary
or his delegate, and only interest either paid or accruing
after that date will be considered taxable.

(e) Section 602(b) (1) - Determination of Fixed Percentage.

Under this Section, the Secretary or his

delegate must determine and pay a fixed percentaye of

the interest yield on each issue of obligations to which
an election under Section 103(b) applies. If the Secre-
tary or his delegate does not determine the percentage

for calendar quarters substantially before the first day
of the quarter, an issuer would be uncertain as to the
:gplicable percentage and would have insufficient planning

We recommend that Section 602(b) (1) be revised
to provide that the Secretary or his delegate shall de-
termine the applicable fixed percentage before the first

day of the month preceding each calendar quarter,

(£) Section 602(b) (1) - Issues Sold in Subsequent Quarters.

The Bill provides that the fixed percentage
determined by the Secretary or his delegate shall apply
with respect to all issues of obligation made during the
calendar quarter to which elections under Section 103(b)
apply. What is the applicable percentage with respect
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to obligations actually issued or sold in a quarter
subsequent to the quarter in which the initial obli-
gation in an igsue are issued or sold? How will an
issuer be able to plan an issue if it cannot be
completed in one gquarter?

We recommend that these questions be anawered
by revising the last sentence of Section 602(b) (1) to
read as follows:

"The fixed percentage so determined and
published shall apply with respect to

any obligation issued as part of an issue,
the initial obligations of which are issued
during such calendar quarter and to which
elections under such Section 103(b) apply."

(g) Section 602(c) ~ Administrative Burden of United States.

Although the General Explanation of the House
Committee on Ways and Means specifies on page 174 that,
"in no casse will the United States be required to assume
the administrative burden of making payment directly to
the holders of the obligations", proposed Section 602(c)
does not specifically so provide.

A subsection should be added to Section 602 to
specifically provide that payment by the United States
shall be made directly to the state or the paying agent
designated by the state.
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COMMENTS RELATING TO
SECTION 703 OF H.R. 13270

(a) Section 49(b) (5) - Sale and lease~back transactions,

It seems clear under the Bill that the invest-
ment credit can be passed through to a lessee if the
lessor purchased the "asset" from the lessee after
April 18, 1969, provided the leesee in the sale and
lease-back transaction had a binding contract preceding
that date. Considering the literal reading of the lan-
guago contained in Section 48(d) of the existing law,

t is not clear that a pass-through of the credit is per-
mitted where the lessor purchases from the lessee the
binding contract, and the lessor thereafter acquires the
asset from the supplier. To eliminate the possible ambi-
guity, language should be inserted at the conclusion of
Section 49(b) (5) to the effect that "in any case in which
a lessor described in this paragraph makes an election
undexr Section 48(b), the lessee described in this para-
graph shall be treated as having acquired pre-termination
property.”

The Bill is also not consistent in permitting
taxpayers similarly situated to enter into sale and lease-
back transactions following Agril 18, 1969 where the
seller in the sale and lease-back transaction has the
right to claim the investment credit. If the seller in
a sale and lease-back transaction were the purchaser of
the asset pursuant to a binding contract predating
April 18, 1969, the purchaser in a sale and lease-back
transaction would be entitled to claim the investment
credit., If the seller, on the other hand, was entitled
to the investment credit because it or its subsidiary
was the manufacturer of the asset and was entitled to the
investment credit because it met the machinery and equip-
ment rule (Section 49(b) (4) of the Bill), the purchaser
in a sale and lease-back transaction would not be entitled
to claim the investment credit. That inconsistency in
treatment has no justification and to correct it Section
49(b) (5) should be revised to read as follows (including
the language required to eliminate the ambiguity referred
to above)=-~-the proposed changes in language being desig-
nated by the underlining of the appropriate words in the
following quotation:

"(5) Certain Lease-Back Transaction, Etc.~--
where a person who is--

Mo'l
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"(i) a party to a binding contract
described in paragraph (1) trans-
fers rights in such contract (or
in the property to which such con-
tract relats), or

"(11) a taxpayer referred to in
aragraph ll; %rans!era a pilece of
macﬁgnev or equipment referred to
In paragrap! gi’

to another person but a party to such contract
or a taxpayer referred to in paragraph (4)
retains a rig o use the property under a
lease with such other person, then to the extent
of the transferred rights such other person
shall, for purposes of paragraphs 1 or (4)
succeed to the position of the transferor with
respect to such binding contract and such pro-
perty. 1In any case in which the lessor does
not make an election under Section 48(b)--

"(A) the preceding sentence shall apply
only if a party to the contract or a
taxpayer referred to in paragraph (4)
etains the rig o use the property
under a lease for a term of at least
one year; and

"(B) if such use is retained, the lessor
ghall be deemed for the purpose of Sec-

tion 47 as having made a disposition of

the property at such time as the lessee

loses the right to use the property.

"For purposes of subgnragraph (B), if the lessee
transfers the lease in a transfer described in
paragraph (7), the lessee shall be considered as
having the right to use the property so long as
the transferee has such use. -In an* case in which
a lessor described in this paragraph makes an
election under Section 4 "'hge Eesaee described

In this paragraph sha e_treated as having
acquired pre-termination property.
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Statement By Edwin M. Hood, President
Shipbuilders Council of America
Washington, D.C,

In Connection With HR-13270
The Tax Reform Act of 1969

September 24, 1969

I, PROPOSED AMENDMENTS TO THE TAX REFORM BILL OF 1969

The Shipbuilders Council of America, composed of major ship-
building companies and allied suppliers in all sections of the United
States, proposes amendments to HR-13270 (the Tax Reform Act of 1969)
to accomplish the following:

(1) A 15 percent write-off between contuct' and delivery dates
of new vessels.

(2) A ten-year ship life for tax purposes.

(3) A special additional depreciation allowance of 30 percent
for the first five years after delivery of a new ship.

(4) Tax exemption of the proceeds of ship sales reinvested
in new ships. .

(5) A tax deduction for lenders of a percentage of interest,
leasing and charter income from new ships.

For an evaluation of the merit of these techniques, there is
attached as Appendix A a paper entitled 'Investment Incentives for
the Maritime Industry" prepared by Dr, Jacob J. Kaplan of Wash-
ington, D.C., an independent consultant on international finance and

economics,

1I. WHY THE PROPOSED AMENDMENTS ARE NECESSARY

All of the reasons compelling adoption of the above proposed

amendments to HR-13270 are variations of one central theme - the
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present United States Merchant Marine desperately needs incentives

for investment in new United Statcs flag vessels. Because of inadequate
financing, levels of ship construction in the past decade have failed to
offset the impediments of age and inefficiency which have plagued the
nation's shipping fleet.

The United States Merchart Marine is largely comprised of ves-
sels that are obsolete - 85 percent of the combined government-owned
and privately-owned fleet today registered under the American-flag is
20 years of age and older. What newer investment there has been, over
the past decade, relates primarily to vessels built through governmental
subsidies, representing aubstantial cost to the government but applying
to less than one-third the present fleet,

Theee statistics simply confirm that if maintenance of the United
States Merchant Marine is of national importance - and there is virtually
no debate on this point - private investment has not been sufficiently at-
tracted. Some alternative approach - to stimulate private investment -
is obviously in order, and the proposed amendments are designed to
provide that stimulus.

The obsolescence and decline of the American Merchant Marine
is further illustrated by the fact that only 6.5 pc}’cent of United States
oceanborne foreign trade was carried on U.S. flag vessels in 1967.
When this figure is compared with the goal of The Merchant Marine
Act of 1936 that the United States fleet carry 30% of the nation's foreign

trade and with the 1950 performance in which 39 percent of the nation's
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foreign trade tonnage was transported on United States bottoms, the need
for providing incentives for private investment in domestic built vessels
becomes dramatically apparent.

From its position as the world's greatest shipbuilding nation at
the end of World War 1I, the United States has slipped to 12th place in
terms of annual commercial tonnage constructed. The American-flag
merchant fleet, which at the end of World War 11 was the largest in the
world, now ranks fifth and will plummet further in global standing in
the years ahcad unless corrective incentives are instituted promptly.

Since 1946, American owners or their affiliated corporations
have purchased approximately 1,650 new foreign built merchant ves-
sels of nearly 35,700,000 dwt. to be sailed under "'flags of conven.
ience' or other foreign registry. During the same period, only 484
commercial vessels of approximately 7,800,000 dwt. have been built
in United States shipyards to be sailed under the United States flag.

In these times of sharply increasing international trade and
tensions, the United States has become dangerously dependent upon
foreign.flag vessels built in foreign yards and manned with foreign
crews for import and export, as well as for defense purposes, An
additional consequence of this situation is the adverse effect upon the
nation's balance of payments deficit. The combination of United
States companies' purchases of foreign built vessels (estimated to have
totalled between $5 billion and $8 billion since 1946), wage payments

to foreign crews plus United Statcs manufacturers' and retailers'
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shipping payments to foreign shippers add up to a very heavy drain on
the United States balance of payments.

The decrease in the United States Merchant Marine is of extreme
national importance. President Nixon has stated the need for !'the res-
toration of the United States as a first-rate maritime power." In view
of the essentiality of a sound U.8. shipping fleet, and in view of the
drastic need for its improvement, the construction of ships in U.8.
shipyards for commercial operation under the United States-flag must
be stimulated. This is not the time to remove incentives for private
investment in new U.S. vessels, yet HR-13270 in its present for n
would eliminate the investment tax credit with respect to oceangoing

vessels.

111. GENERAL EXPLANATION OF PROPOSALS

The Shipbuilders Council of America submits that, given ade.
quate economic incentives, United States private enterprise can sig-
nificantly contribute to an improvement in the Merchant Marine situa-
tion 8o as to enable decreasing direct outlays on the part of the Federal
Government. The Council believes that tax incentives can help provide
a favorable shipbuilding climate at less cost than direct subsidies with
their dependence on annual appropriations and limitations to only a part
of the American fleet. g

Although the investment tax credit has not been sufficient alone

to solve the maritime problem, some enterprising United States ship-



5
builders and operators have used the investment tax credit for construc-
tion of vessels that might otherwise have been built overseas. Its loss
would further hinder a nation seeking to re-establish itself as a first.
rate maritime power within the framework of the free enterprise system,

The Shipbuilders Council of America submits that national interest
and national security are vitally affected by the status of the United States
Merchant Marine, and hence requires urgent attention, sufficient stimulii

and adequate incentives.

1Vv. TECHNICAL EXPLANATION OF PROPOSALS

As demonstrated in Dr. Kaplan's report, the Shipbuilders Council
of America recommends incorporation into HR-13270 of the following
alternative tax incentives for investment in a sound United States Mer.
chant Marine:

1. The purchaser of an oceangoing vessel constructed or recon-
structed in a United States shipyard shall be entitled to commence depre.-
ciating the vessel upon entering a binding shipbuilding contract. The
depreciation allowable during the construction period (commencing with
execution of the shipbuilding contract and ending with delivery of the
vessel) shall be limited to 15 percent of the vessel's contract price.

The completed vessel's cost basis for regular depreciation purposes
shall be reduced by the amount of such depreciation. This special de-
preciation deduction should be available only with respect to vessels

which are not the subject of a construction differential subsidy, thus
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providing an economic incentive for a ship operator to forego obtaining
direct governmental subsidy.

2. The owner of an oceangoing vessel which is constructed or
reconstructed in a United States shipyard and which is not the subject
of & construction differential subsidy shall be permitted to amortize
the cost of the vessel over a ten-year period. This provision would
be compatible with Section 708 of HR-13270, permitting accelerated
amortization of railroad cars, on the basis that the national interest
will be served by similar treatment for oceangoing vessels. The ex-
clusion of vessels subject to a construction differential subsidy is, of
course, for the purpose of encouraging operators to forego direct gov-
ernmental subsidy,

3. 'The owner of an oceangoing vessel constructed or recon-
structed in a United States shipyard shall be entitled to an additional
depreciation allowance of up to 30 percent of the vessel's cost during
the first five years of its operation. Such depreciation shall be in
addition to the depreciation otherwise allowable, in the same manner
as additional first year depreciation is presently allowed for small
business under Section 179 of the Internal Revenue Code. The tax-
payer-owner shall be entitled to elect in each of the first five years
to take any amount of such additional depreciation, but the amount
claimed in any one year shall not exceed 10 percent of the vessel's
cost, The additional first year depreciation shall be limited to ves-

sels which are not the subject of a construction differential subsidy,
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as previously described.

4. Any gain on the sale of an oceangoing vessel shall not be
recognized for tax purposes if, within a period beginning one year
before the sale and ending one year after the sale, the taxpayer en-
ters a contract to acquire a newly constructed or reconstructed
oceangoing vessel. The nonrecognition of gain shall apply much in
the manner that Section 1034 of the Internal Revenue Code presently
provides for nonrecognition of gain on the sale or exchange of a res-
idence, thus requiring the new vessel's purchase price exceed the
old vessel's sales price for complete nonrecognition. The nonrec-
ognition shall, of course, apply to defer recognition of depreciation
recapture (under Section 1245 of the Internal Revenue Code) as well
as capital gain. As with respect to sale or exchange of a residence
under Section 1034, the cost basis of the newly acquired vessel shall
be reduced by the amount of gain deferred. Similarly, the amount of
depreciation recapture deferred upon sale of the old vessel shall be
carried over until sale of the new vessel (or a succeeding vessel)
results in a recognized gain. As in the previously suggested provi-
sions, this nonrecognition of gain shall apply only if the newly con-
structed vessel is not the subject of a construction differential
subsidy.

5. Financial institutions shall be entitled to except from their
interest income an amount equal to 10 percent of the interest received

under construction and mortgage loans with respect to oceangoing
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vessels constructed or reconstructed in a United States shipyard, Sim-
ilarly, recognizing that financing institutions and others will in some
cases actually take oim}er-hip of vessels and charter them to operators
in order to finance the operators' use of the vessels, such institutions
and others shall be entm;d to exempt from gross income an equivalent
portion of the charter hire as it is received. 'I'I:e exemption of both
interest and charter income shall, as previously described, apply only
with respect to vessels which are not the subject of a construction dif.
ferential subsidy. This provision would conform to the deduction for
interest upon residential real property loans, student loans and other
loans in the n‘atioml interest, as recommended by Assistant Secretary

of the Treasury Cohen before the Senate Finance Committee on Sep-

tember 4, 1969.
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SUMMARY

The obsolescence of the U; S; merchant marine has proceeded
to the point where major decisions can no longer be deferred by the
U. 8. government, For at least a decade, other pressing concerns
have been given priority while policy makers took some comfort from
the continued existence of a large fleet of ships built during World
War II. With the passage of a quarter of a century since they were
built, such vessels cannot be counted upon any longer for reliable car-
riage of goods in international trade. They have, of course, long
passed the point of competitiveness, Other countries have taken ad-
vantage of advances in marine tuchnology and ship “ize to increase and
modernize their fleets with newer and much more efficient vessels.

U, S. flag ships carried 6.5 percent of U, S, oceanborne foreign
trade in 1967, a steady and persistent decline from the 39 percent
level of 1950, The number of new merchant vessels completed in U, S.
yards averaged 15 per year over the last five calendar years. Even
these low levels of U, S, shipbuilding and U. S. participation in the
carriage of its overseas trade required substantial U, S, government

* budgetary expenditures, Such charges on the federal budget stem from

higher wages and other costs prevailing in the United States. However,
they also result from the operation of economically obsolete vessels
and the low volume of merchant ship construction in U, S, yards.

The present inadequacy of the U, S, merchant marine - and the
prospect of continued deterioration - involves increased national
security risks and reduced options for the U, S. government in dea'ing
with emergency situations that may arise. In recent years, the Soviet
Union has placed a very high priority on the expansion and moderniza-
tion of its merchant fleet,

A significant contribution to correction of the U, S. balance of
payments problem would be made if the U, S. merchant marine was
expanded and if owners turned to U, S, shipyards rather than buying
vessels abroad for operation under U, S. and foreign flags, The pur-
chase of ships by U. S, nationals from foreign yards involves large
and increasing sums of foreign exchange. Without appropriate incen-
tives for investment in U, S. built ships, the U, S. balance of payments
will suffer significant further damage, '

Investment incentive techniques have been very effective in other
industrialized countries that boast of much younger and more com-~

petitive merchant marines. The following techniques should be con~
sidered for application in the U, S.:

433

33-788 O - 89 == No, 17 -- 20



(1) A 15 percent write-off between the contract and
delivery dates of new vessels,

(2) A ten-year ship life for tax purposes.

(3) A special additional depreciation allowance of
30 percent for the first five years after delivery
of a new ship.

(4) Tax exemption of the proceeds of ship sales
reinvested in new ships.

(8) A tax deduction for lenders of a percentage of
interest, leasing and charter income from new
ships.
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BLOCK OBSOLESCENCE OF THE U, S. MERCHANT MARINE
CAN NO LONGER BE IGNORED

The Merchant Marine Act of 19368 confirmed the statutory life of
vessels at 20 years, a reasonable estimate of the economic life of ocean-
going ships under then prevailing conditions. Amendments to the Act in
1960 extended that life to 26 years for vessels other than tankers and
other liquid bulk carriers. The amendments reflected physical longevity
rather than the rate of economic obsolescence. Internal Revenue Service
guidelines on depreciation for tax purposes suggest 18 years for ships.

Actually, the rate of technological advance in shipping has been
much accelerated during the 1960's, Larger and faster ships with more
sophisticated equipment offer important economies so that the more
competitive fleets have been rapidly replacing older tonnage, With wage
rates rising rapidly in all industrialized countries, the incentive to take
kdvanhge of further advances in ship technology remains high, For such
countries, the economic life of vessels that must operate under inter-
national competitive conditions is unlikely to exceed ten years and may
well be much less,

The U, S. Fleet is Strikingly Overage

On September 30, 1946, the U, S, merchant marine consisted of
4,852 vessels, l/ most of them built during World War II for government
account, Only 2, 332 of these ships were then active in foreign and domes-
tic trade. The very size of the inactive fleet minimized the national
security requirement for building additional ships in the post-war years,
whatever the economies offered by newer vessels.

By the end of 1066, however, the U. S, merchant marine had fall-
en to 2,278 vessels, Of this total, 1,313 were government-owned, with
an average age of 23 years. 2/ ’

1/ Maritime Administration, Employment Report, June 1968,

3/ Maritime Administration, A Statistical Analysis of the World's Mer-
chant Fleets, December 1966,

.3-
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By mid-1969, the last of the inactive ships that were desirable
for reconversion had been sold to private operators. On July 1, 1969,
only 1,050 ships y remained under government ownership, a third of
them classified by the Maritime Administration as "scrap." Only 72
out of 172 ships activated to meet Vietham requirements remained in
full operating status. Inanother five years, the reserve fleet will have
few, if any, World War I vintage vessels that can be depended upon,

Ag for the privately-owned U, S, flag fleet, it numbered 965
ships at the end of 1966, with an average age of 19 years. Despite sales
from the government-owned fleet and some new construction, the privately-
owned fleet numbered 963 ships on July 1, 1869.

The dry bulk carrier segment of the fleet is in particularly bad
shape. Not only had the number of such ships declined to 53 by mid-
1868, 2/ but their average age at that time was 24 years, Time has run
out, even on the statutory life decreed for-subsidized ships by the 1960
amendments,

The privately-owned freighter and tanker fleets are not much young-
er, Two-and-a-half years ago, their average age was 19 years and 17
years respectively,

The Older Ships are Inefficient and Cannot Compete with Newer Vessels

They are generally smaller and slower than ships built in recent
years. They suffer more breakdowns and need more repairs. Insurers
are seeking higher premiums for aged vessels, Rising living

1/ Maritime Administration, Merchant Marine Data Sheet, July 1, 1969.

2/ Fernley and Eggers Chartering Co., Ltd., quoted by Booz Allen
Applied Research, Inc., The National Need for a Dry Bulk Fleet,
February 1969,
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standards and wages put a premium on the efficient use of labor. Ships
now being ordered on the world market carry several times the cargo
of vessels built in the 1940's, frequently at manning levels below that
of older ships. Four tankers are now being built for the U, S, flag
fleet with a deadweight tonnage of 35,000 and a manning level of 23 that
seems to be acceptable to the unions. The much smaller tankers built
ten or 20 years ago have crews twice as large. Orders for 120, 000-
ton tankers have recently been placed in U, S, yards, While no man-
ning level has been announced for these ships, it could well approx}-

mate that for the 35,000-ton vessels.

U. 8. wage levels present a formidable obstacle to the opera-
tion of ships with U, S. crews in competition with those manned by
nationals of lower wage countries, Nevertheless, the container ship

. experience demonstrates that U, S. operators who are able to move

to the forefront in applying modern ship technology may be able to
face such competition successfully and profitably, at least for part
of the traffic,

The situation of the dry bulk‘cargo operators demonstrates the
results of trying to operate highly obsolete vessels under the U, S,
flag, Their ships are able to compete only for U, S, government
sponsored cargoes that must be carried on U, S, flag ships. Last
year charter rates for such vessels to carry grain from the U, S,
Gulf to India ran as much as $29 per ton, For the same cargo and
voyage, rates of $12 a ton were fixed for internationally competitive
cargoes. A recent study estimated that a new 40, 000 ton vessel
built in U, 8. yards without subsidy and using U. S. crews could
carry such cargo profitably at $16 per ton. Y

_l_l Booz Allen and Hamilton, Inc., Alternative Financing Methods
for a Dry Bulk Ship Program, May 1969, p, 20,
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* Competitor Fleets are Much Younger on the Average

The U, S. merchant fleet is about twice as old, on the average,
as the fleets of other industrialized countries. The data in Table
No. I reflect the situation as of the end of 1966, the latest date for
which complete data are readily available. In the interim, the other
countries listed have received delivery on a large number of new
vessels, 80 that the disparity between the average age of their fleets
and ours has increased, The order books suggest that the disparity
will continue to increase over the next few years, no matter how
promptly the U, S, begins the renovation of its merchant marine,

TABLE NO, 1

MERCHANT FLEETS OF INDUSTRIALIZED COUNTRIES
Number and Age, end of 1966

Total

Ave. Age Freighters Bulk Carriers Tankers
Country No.  (years) No, - Age _No. - Age No. - Age
Uo S. - .
privately owned 966 19 606 19 67 22 275 17
Denmark 342 10 2468 10 19 8 57 &6
Germany, -
Fed. Rep, 860 11 725 11 69 9 81 10
Japan 1408 9 881 10 234 &6 266 1
Netherlands 469 11 311 11 4 1 88 10
Norway 13686 10 616 12 256 6 455 8
Sweden . 433 11 2656 13 86 9 74
United Kingdom 1985 12 1154 12 297 10 423 10

Source: Maritime Administration, A Statistical Analysis of the World's
Merchant Fleets, December 1966, p. 1.
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The differences in average age reflect disparities in average
size, speed and other efficiency factors. The United States fleet will
not begin to move toward greater competitiveneas with the merchant
marine of these countries until it too initiates a substantial program
for the replacement of overage tonnage.

The Youthfulness of Foreign Fleets Reflects the Effectiveness of
Regulations that Encourage Fast Depreciation and Reinvestment of
the Proceeds of Ship Sales

The countries with much more you.thful merchant marines than
the U, 8, all encourage much faster depreciation of new ships, u
ings before depreciation on a new ship tend to be high because its new
features attract cargoes, Moreover, maintenance and repair costs are

_ata minimum, as is time 108t for repair and maintenance, Higher de-
preciation allowances in these early years permit a higher cash flow to
the operators at the expense of taxable eémlngs. If the operator can sell

his ship after accelerated depreciation allowances have been used up, and

Earn-

either defer tax payments on his net profit over book value or pay such
taxes at reduced rates, he has a sfxbstanual incentive to buy a new ship.
These incentives exist in every country listed in Table No, I, excepi the
United States.

Thus since April 1865, the owner of a U. K. ship may claim
depreciation at any rate he chooses for each year, In ‘ettect. he can
take the entire depreciation for one ship in one year if feasible and
his profits permit, The U. K. does not tax capital gains.

Y See Maritime Administration, Maritime Subsidies, 1969.
Details on depreciation allowances and tax treatment of ship
operators are provided for most maritime countries.




Sweden permits depreciation of 30 percent of book value per
year or a complete write-off in five years. Thirty percent of the con-
tracted price may be depreciated prior to delivery of the vessel.
Taxable earnings from the sale of vessels may be transferred to a
special fund which, if used to acquire new vessels, is not taxable,

Germany permits depreciation of a dry cargo ship over 14 years
and a tanker over 12 years,using either a straight line or a declining
percentage that may not exceed twice the applicable straight line per-
centage. However, between 1965 and 1970, a special depreciation of
up to 30 percent may be taken during the first five consecutive years,
Book profits from the sale of a ship may be transferred without tax
to a replacement ship.

Norway permits accelerated depreciation up to 25 percent of cost,
beginning as soon as the first installment has been paid under a new
building contract, If used on a ship for which ordinary depreciation
is seven percent, the vessel will be written-off within 11 years,

Capital gains may be put in a special fund and used to finance new
investments,

By contrast to such treatment, U, S, operators are expected to
depreciate an unsubsidized vessel over an 18 year perfod. Subsidized
vessels are depreciated over 20 or 25 years, The declining balance
and sum-of-the-years digits methods of accelerated depreciation may
be adopted. Income tax at regular rates, rather than at capital gain
rates, must be paid on the proceeds of the sale of a ship. The subsi-
dized operator only gains tax advantages from the possibility of deposit-
ing earnings in a capital reserve fund for the purchase of new ships,

On the other hand, such a fund establishes no special incentive for early

fnvestment in new ships. Unlike the operators of foreign flag ships,

the U, S, operator has substantial undepreciated value for tax purposes

on his ten-year old ship and less incentive to contemplate replacement.
'8'
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U. S. Flag Ships Now Carry Only a Token Percentage of U, S, Foreign
Trade

In 1967, U, S, flag ships carried fewer than 29 million tons of
U, S. imports and exports, less than half as much as in 1950, This
absolute decline reflects a much more dramatic drop in the percentage
of total U. S, waterborne trade carried in U, S, bottoms. Though
U, S, waterborne imports and exports tripled in tonnage over this period,
the decline in the share of the U, S, flag fleet has been continuous and
persistent since 1950, That share equalléd 39 percent in 1850, 23.5 per-
cent in 1955, 12,3 in 1960, 8.1 in 1965, and only 6.5 in 1967,

TABLE NO. 11
U. S. WATERBORNE IMPORTS AND EXPORTS, 1950 TO 1967

Tonnage " U, S. Flag Ships
(millions of short tons) —WE%WL
Dry  Tanker Dry Tanker
Yer Total Cargo Cargo - Totsl Cargo Cargo
1950 159 100 60 39.3 31.2 53.0
1955 264 169 85 23.5 23.2 23.5
1960 323 202 120 12,3 162 1.5
1965 427 274 163 8.1 9.3 5.9
1967 444 294 150 8.5 8.1 3.4

Source: Bureau of Census, Statistical Abstract of the United States
1969
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The Level of f Output of the U, S. Merchant Shipbuilding Industry Has
Been Much Too Low to Permit Production at Minimum Cost

Over the past five years, 1963-1968, an average of only 15
merchant ships a year were completed in all U, S, shipyards, The
level of output has been dependent primarily on the availability of
government construction subsidies,

A varfety of expert opinion has emphasized the economies
inherent in producing a standardized ship in series. For example,
the Booz Allen study previously mentioned estimated the cost of its
40, 000 ton dry bulk ship at $16 million for the first ship, but $12.1
per ship if an order of 15 ships were placed with a single U, S, yard.
Because U, S, labor skills and wage rates are both high, the economies
of serial production are undoubtedly much greater than in foreign yards,
. Given a substantially highex.‘ volume of orders and some reasonable
assurance that the higher level would be maintained for a period of
years, the U, S, shipbuilding industry i:; likely to become more
specialized and adapted to serial production,

The industry has no significant recent experience with the econo-
mies of serial production, so that estimates of possible cost reduction
per ship may weli be congervative. The full economies can only be
known after several U, S, yards experience orders for a standardized
vessel in series of fifteen each, repeated for the same or another
standardized ship well before production of the first series is completed.
With such a pattern of orders on their books, U, S. yards would be able
to equip themselves appropriately, order more efficiently from sup-
pliers and organize their production so as to take full advantage of mod-
ern shipbuilding technology and the skills of U, S, labor and management,

Since the investment tax credit was enacted in 1962, U, S, ship-
yards have engaged in a substantial investment program designed to

«10-
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expand and modernize their capacity. According to the Census
Bureau, y new capital expenditures by the industry have risen
steadily -~ from $23 million in 1962 to $24,5 million in 1963, $32.8
million in 1964, $44.2 million in 1965, $52.8 million in 1966 and $66
million in 1967, Reports to the Shipbuilders Council indicate that the
figure for 1868 approximated $100 million, 1If substantial replace-
ment of obsolete ships in the U, S, fleet is to be achieved, this in-
vestment program in U, S, shipyards must be continued,

This amb{tious and costly program was stimulated by the
availability of investment tax credits to ship operators and by an
expectation that the government of the United States would soon take
substantial measures to overcome the block obsolescence of the U, S,

merchant fleet.

In the last two years, orders for new U, S, built ships have
increased, primarily for new tanker tonnage. Without tax incentives
or other government support, even this modest step toward renovation
of the U, S, merchant marine may be set back.

The Maintenance of Inefficient Ships in the U, S, Fleet Involves
Substantial Costa to the Federal Budget

Ship operating subsidies for liners engaged in serving Essential
Trade Routes at international cargo rates have been running at about
$200 million per year. Otherwise, overage vessels have been able to
continue in service only in protected markets -- domestic shipping and
government-sponsored cargoes in foreign trade. Rates have been sub-
stantially higher than would be required on efficient new ships. The use
of such ships increase& the costs and expenditures of the Departments
of Defense and Agriculture as well as the Agency for International De-
velopment, A modern dry bulk cargo fleet might save 75 percent of the

1/ Published in reports of the Annual Survey of Manufacturers,
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transportation costs now borne by the Depan;tment of Agriculture's
Food for Peace program, These costs have amounted to as much as
$80 million a year.
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THE NATIONAL INTEREST IN THE MERCHANT MARINE

It is unprecedented for a major power to become as dependent
on foreign flag fleets for the transport of its international commerce
as has the United States. It is possible to take comfort from the fact
that adequate shipping has been available even during periods of inter-
national crisis. However, with the prospective disappearance of the
reserve fleet, U, S. flexibility and credibility during future crisis

situations may be seriously restricted.

The Soviet Union has come to place a much higher priority on
the development of its own merchant marine, It has grown from 1.8
million deadweight tons in 1950 to 3,6 million in 1958 and about 12 mil-
lion tons at present. In November of 1968, it was reported to have 458
. ships on order, aggregating more than four million deadweight tons.
At the same time, only 62 ships were on order for the U,S, fleet,
totalling 1,8 million deadweight tons.

However one views the security implications of U, S. depen-
dence on foreign flag shipping, the foreign exchange costs are high.
The U. S. balance of payments deficit has averaged about $2 billion
per year throughout the 1960's and gives little evidence of improve-
ment. The .U. S. surplus on merchandise trade virtually disappeared
in 1968, The Department of Commerce y is pessimistic about the
prospect for reestablishing the large trade surpluses which existed
even in the mid-1960's,

In suéh circumstances a significant national interest must pre-
vail in saving foreign exchange or finding new avenues for earning
foreign exchange without causing serious disruption in the free flow of
international commerce. A recent study concluded that the U. S.

1/ U. S. Department of Commerce, U. S. Foreign Trade: A Five
Year Outlook, 1969
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balance of payments "would have suffered a loss of approximately

$2. 2 billion for the threo year period 1964-1906 if the shipping ser-
vices performed by the U, S. flag fleet..... had been performedin-
stead by foreign owned and operated vessels. " y Since the U, 8.

fleet carried less than ten percent of U, S, foreign trade in that period,
a modest improvement in its share of U, S. foreign commerce would
have made a significant contribution toward ameliorating the U, S,
balance of payments deficit,

Perhaps even more serious is the.coat of ships purchased
from foreign yards by U. S. nationals, Since 1948, 1650 new ships
were purchased'for registry under foreign flags, The U, S. balance
of payments accounts keep no separate record of expenditures for
such purchases, but they must have totalled $5 billion and may well
" have reached $8 billion. There is no sign of any diminution in these
purchases. '

Recently a single U, S. operator ordered eight ships from
European yards at a reported cost in excess of $250 million, These
vessels are to be financed abroad, so that purchase and interest costs
together are likely to aggregate at least $350 million, a foreign exchange
cost to the U, S. which could have been avoided if the ships were ob-
tainable from U, S, yards at comparable cost to the operator,

. The President has reasserted a goal of carrying 30 percent of
U, S. foreign trade on U, S, flag ships. Though the past year has been
one of substantial debate and dissent about a wide variety of national
goals and priorities, this one has been remarkably free of criticism,
In any reasonable assessment of national needs, the maintenance of a

1/ Harbridge House, The Balance of Payments and the U, S.
= Merchant Marine, 1008, p. 7
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substantial merchant marine must claim serious attention. The mer-
chant marine today requires prompt and effective measures to cope
with its advanced obsolescence. '

«15-
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USING INVESTMENT INCENTIVES TO MODERNIZE
THE U, S. MERCHANT MARINE

In a free enterprise system, investment incentives through
the tax system can be a potent force for achieving national purposes.
If the objective be to expand and modernize the privately operated
U, S. fleet with ships built in private U, S. shipyariis. it is likely to
be realized sooner and more efficiently through such incentives,

The investment tax credit was a most potent instrument for
raising business investment and accelerating plant expansion and
modernization in the U, S. economy as a whole. Indeed the proposal
to eliminate it stems from the belief that such investment proceeded
so rapidly that its pace can now be moderated. Resources need to be
. directed more toward other national priorities such as urban problems
and poverty. If the maritime industry al_so deserves priority
attention, it should seek investment incentives through the tax system
to encourage rapid modernization of the merchant marine,

Investment Incentives are an Ffficient Way to Promote Expansion and
Modernization of the Merchant Marine

The problems of the U. S. merchant marine are attributable,
in some degree, to the direct subsidy techniques through which it has
received government support. The administrators of public funds are
accountable for their expenditure. They must therefore supervise
the use of public funds in great detail and review decisions with great
caution, A éompetitive private enterprise, however, requires flexi-
bility and decisiveness, Success usually comes to those who are pre-
pared to innovate and take risks on the basis of experienced judgment,
The administration of maritime subsidies brings these legitimate con-
cerns of officials and business men into constant conflict, The efficiency
of the U, S, maritime industry has undoubtedly been victimized by

-16-
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such conflicts, Moreover, the system depends on annual decisions

by the Executive Branch and the Congress concerning how much money
is to be available. Uncertainty, instability, indecisiveness and over-
cautious supervision are thus loaded on the industry by the subsidy

system,

Investment incentives through tax legislation have important
advantages over the present methods used by the government to sup-
port the merchant marine. Shipbuilders and operators can count o;\
their availability, unless another legislative process modifies them.
The incentives for shipbuilders to reduce construction costs and for
operators to maximize revenues and to minimize operating costs will
be greater. The benefits of efficiency will accrue to the builders

_and operators and will show up in their earnings reports. The govern-

ment will share in these benefits through income tax collections,

A Variety of Techniques Should be Employed to Provide Effective
Investment Incentives to the Maritime Industry

Permitting operators to dcp.reciate new ships rapidly for tax
purposcs i8 probably the most efficient technique, particularly if the
proceeds from the sale of a heavily depreciated vessel can be fully
reinvested in new ships free of tax payments.

A two year period normally elapses between the signing of a
contract for a new ship and the delivery of the completed vessel,
Down payments must be made and a construction loan obtained and
serviced long before the operator realizes income from operating the
vessel, At current interest levels, such costs are a significant burden,
particularly for small operators. If the operator were permitted to
charge depreciation on the vessel under construction against the earn-
ings of ships already in operation, he can realize part of the down
payment he must make on the new ship,

17~
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While U, S, tax law permits the use of any' Treasonable depre-
ciation method consistently applied, Internal Revenue Service guide-
lines certainly inhibit departures from the 18 years suggested therein,
Even if the accelerated depreciation techniques generally available to
U, S, taxpayers are adopted by the ship operators, the result is an
unrealistically low rate of write-off of ship costs. Relatively high earn-
ings during the first years after a new ship is delivered produce large
tax liabilities and a modest cash flow to the operator. In later years,
the relatively large undepreciated balance encourages continued opera-
tion of older vessels, despite lower earning power and higher operating
costs’,

A p'owertul incentive for modernization would be established --
and the financing problems of small operators would be eased consider-
ably -- if owners were permitted to write-off the full cost of a new ship
within ten years, using accelerated depreciation methods as earnings
permit, To facilitate financing downpayments, they should be permitted
to write-off at least 15 percent of the cost of a new ship.between the con-
tract and delivery dates.

To initiate rapidly a substantial modernization program for the
U, 8. merchant marine, a special depreciation allowance might be
offered on new ships for which contracts are placed before 1975, Own-
ers would be permitted to depreciate 30 percent of the contractual cost
within the first five years after delivery of the vessel, in addition to
regular depreciation charges for those years., Such an allowance
would offer owners a significant inducement to contract for replace-
ment tonnage within the next five years, Owners taking advantage of
such a provision would be able to increase their depreciation charges
in any of the first five operating years of a new vessel in which earn-
ings prove to be high, thus augmenting their cash flow at the expense
of their tax liability,
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While U, S. flag ships should not be expected to have an economic
life in excess of tcn years, the ships would continue to be attractive to the
flects of lower wage countries, A substantial international market should
continue to exist for such vesgels and U, S, owners should expect to
sell new ships within a ten-year period for sums considerably in excess
of scrap value, If the proceeds of such sales were exempt from taxation
provided that they are reinvested in new ships within a few years, opera-
tors would be encouraged both to take advantage of the new depreciation
allowances and to replace ships as annual _depreciatlon charges diminish,

Such incentives should attract specialized financial institutions
to invest in new ships under leasing or long-term charter arrangements,
as well as ship operators, New sources of private capital for the mari-
time industries might then be developed,

Lenders would also be attracted by a special tax deductfon on
gross interest income from construction and mortgage loans on new ships,
as wcll as on lease or charter income from new ships. Such a deduction
should reduce the high interest rates currently required on ship mort-
gages, as well as draw private capital to financing the fleet moderni-
zation program. A similar reduction has becn recommended by the
Treasury as an incentive for investment in residential real property loans,
student loans and "certain other loans which are made pursuant to national

policy objectives." y

Investment incentives such as the foregoing have played a major
role in the modernization of foreign flag fleets. They should also be
effective undér U, S, conditions. If the incentives are restricted to new
ships ordered from U, S, yards, the annual cost to the Treasury in the
form of taxes foregone would be nominal for the next few years. As the

1/ Statement by the Assistant Secretary of the Treasury for Tax Policy
before the Senate Finance Committee, September 4, 1969,

10
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numbers of ships involved increase, losses of tax recefpts would be
offset in substantial measure by reductions in budget expenditures

for government sponsored cargoes., Moreover, despite such depreci-
ation allowances, a profitable merchant marine and shipbuilding
industry will be a better source of tax revenues than the present obso-
lete flect and shipyards building a few ships a year., As for the balance
of payments of the United States, it would benefit by a multiple of any
reduction in tax collections,
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October 1, 1963

STATEYENT FOR THE RECORD
ON BEHALP OF
GEOTHERMAL RESOURCES INTERNATIONAL, INC,

COMMITTEE Ol FINANCE
UNITED STATES SENATE

INTRODUCTION:
This statement is submitted on behalf of Geothermal

Resources International, Inc. (hereinafter "GRI") to request
the Senate Finance Committee to clarify existing law with
respect to the definition of "gas" as that term is used in
the Internal Revenue Code of 1354, The Tax Court of the
United States has recently held in Arthur E, Reich, et al,,

v. Commissioner (5% TC No. 74, July 31, 1969) that geothermal
steam is a gas. Accordingly, the Court held that participants
in successful steam drilling ventures are entitled to deduct
percentage depletion., Moreover, that the petitioners were
entitled to elect to expense the intangible costs of

drilling and developing geothermal steam wells, It is our
understanding that the Internal Revenue Service, undaunted

by this setbaclk, intends to continue to disallow both
depletion and intangibles for all taxpayers engaged in this
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ln&ustry and to force such taxpayers to litigate these
issues, To obviate this wasteful expenditure of both

time and money, we respectfully request your Committee

to direct in the legislative history of H.R, 13270 that

the term ''gas" as used in the Internal Revenue Code includes
geothermal steam, A summary of the reasons for this action

is set out below,

BRIEF HISTORY OF GRI:

A brief discussion of GRI's activities is included
in this statement since we believe GRI i3 typical of the
small young company which is pioneering the use of geothermal
steam as a source of electrical energy in the United States,
GRI is the survivor of a 1968 merger involving four small
corporations, each of which had prior to the merger either
been engaged in the drilling for geothermal steam or owned
interests in land believed potentially capable of producing
geothermal steam, GRI is presently engaged primarily in the
business of drilling for and producing geothermal steam
for sale as a source of energy for generating electric
power to be used by industry as well as other consumers of
electric power,

Since 1963, GRI has restricted its drilling efforts
to areas in Sonoma and Hodoc Counties, California, but,

with advances in technolosy and the availability of land
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for additional drilling, GRI hopes to expand these
operations, In the summer of 1267, GRI drilled the
GRI-Rorabaugh #1 steam well as a discovery well in an

area now designated by the company as the Rowan Steam I'ield
in the Geysers area of Sonoma County, California, The

well was completed at a depth of 3,67G feet after
encountering the tope of the productive interval at a

depth of 3,400 feet., The company subsequently drilled

six additional wells, designated GRI-Rorabaugh #2 « 7 (all
located in close proximity to the well #1), two of which
are presently capable of producing koothernal steam, and
four of which may well produce steam upon the completion of
renodial drilling, GRI has financed the drilling of these
wells in part through private equity offerings under
permits issued by the California Commissioner of
Corporations, Uithout the availability of the right to
expense intangible costs of drilling and developing
geothermal steam wells and the right to deduct percentage
depletion on income received from successful wells, GRI
will be unable to secure the additional capital needed

for further exploration,



DISCOVERY OF GEOTHERMAL STEAM:

Actually, in a few foreign lands, reothermal
steaw is old hat, For example, Icelanders use natural steam
to heat their homes, and Italians built the first power
station using natural steam at Larderello in 1904, The
Italian field now boasts a 400,000 lilowatt rating which
is nearly matched by similar fields in New Zealand, Most
of this activity occurred many years ago but recently in
other foreign countries, there has bteen a surge of interest
in the geothermal process. Countries now exploring and
developing geothermal steam include Hexico, Japan, Russia,
Nicaragua, %1 Salvador and Guatemala, Research on the
subject is being sponsored in some less developed countries
by the United Nations.

In the United States geothermal steam has, until
recently, been considored uneconomic, However, with
technological improvement and more complete geological
surveys, the use of geothermal steam to generate electric power
holds great potentinl, Recently, Union 0il Company of
California, Magma Power Company and Thermal Power Company
formed a joint venture to drill for and sell geothermal
steam from Nothern California wells to Pacific Gas & Electric

Company, Although no one lnows the ultimate potential of
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geothermal steam, some forocasters give it only a small
percentage of the market - perhaps ? or 3 per cent, but

in such a huge market even 2 or 3 per cent is a tremendous
amount of electric energy., It is estimated by Dr, James
McNitt, formerly a geologist for the California Division
of Mines and Geology and now a gcologist for the United
Nations, that there are more than 1,000 known geothermal
regions in Western United States, Of these, he says, only
11 have been drilled extensively enough to assess their
potential,

Drilling and geological evaluation indicates that
the techniques used to locate oil and natural gas are
applicable in the search for natural steam, The entry of
prominent oil companies into the natural steam industry has
resulted in an accelerated application of petroleum explo-
ration methods., 1In addition to field mapping, such
procedures as sub-surface studies through electric log
correlation, gravity surveys, magnetometer surveys and heat
sensing surveys are now commonly employed in the quest for
steam accumulations, Steam wells, like oil wells, may be
drilled with rotary or cable tool drilling equipment, and
although the drilling technique is quite similar to that
used in oil, the blow-out preventive equipment on steam
wells must handle much higher temperatures than comparable

equipment on oil wells,
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The first step in drilling a steam well is to
select the well site and stake the point where a drill
will pierce the surface. The site is graded and leveled
to accommodate the drilling rig as well as the other
equipment necessary for operation. The well site includes
mud sump or pit varying in size in relation to the depth
the well will be drilled and a well cellar to accommodate
the blow-out prevention equipment. The equipment used
in the actual drilling of the well includes the mast or
derricl’, pipe racl and 40-foot lengths of pipe, drill
collars and bits, mud tank for drilling fluid, diesel
engines to power the mudpump, portable generators and
floodlight equipment, christmas tree or well head equipment
to contain high pressures and the various hand tools and
rig safety devices used in any drilling operation,

The derrick is rigged up over the drillpoint and
drilling commences to a shallow depth, whereupon surface
or suide casing is cemented into place. Drilling is then
continued through water-bearing horizons, perhaps, to a
depth of 2,000 feet, whereupon a second string of casings,
Inown as the water string, is run to depth and cemented into

place to prevent contamination by surface waters, Drilling
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continues to the projected depth usually between six and
nine thousand feet, GRI's wellshave deptha ranging from
6,500 feet to 7,280 feet with the total footage drilled to
date approximately 50,920 feet, including five redrills, A
reservoir of steam was encountered in the GRI-Rorabaugh #1
well at about 3,400 feet below the surface of the ground,
and the cost of this discovery well was approximately
250,000, The cost of the second well was nearly $750,000
while the remaining wells have been drilled at an average
cost of approximately $475,000, The high cost to drill the
second well was due to mechanical and other difficulties
encountered during drilling and should not be considered as
truly representative of the cost to drill an ordinary

steam well, Although a supply of steam has been discovered
at relatively shallow depths at a cost of $50,000 to $7£,000,
in GRI's experience such finds represent rare exceptions
rather than the rule,

Once a vell is determined to be capable of
producing steam, both in quantity and pressure sufficient
to warrant the expense of completion, a pipeline gathering
system, consisting of large diameter fully insulated pipe
is attached to the wellhead. This system runs to a point

where pressure regulating equipment necessary to control the



steam pressure and/or volume is located. The pressure
regulating equipment is connected to a steam turbine by
expansion joints and pipelines. The cﬁntrolled steam
pressures and/or volume is used to turn the turbine
which, when directly connected to a generator, produces
electricity. At the point vhere the steam has spun the
turbine, its energy is, for all practical purposes,
dissipated., It is uneconomic to transmit steam for long
distances, and accordingly, electric power plants which use
geothermal steam as a power source, must be located at, or
very near, the steam wells, Transmission lines from these
power plants are then connected to the grid system,
Necently, GRI retained International Engineering
Company, Inc. to prepare an analysis of the cost to construct
a 300 megawatt plant, exclusive of transmission, inter-
connections and switching costs. This analysis presupposed
the construction of two 50 megawatt and two 100 megawatt
plants, and the total estimated cost was $32,000,000.
Although the tremendous costs connected with the development
of geothermal steam as a power source for the production of
electric energy exceed similar costs fer oil and natural
gas, the benefits to be derived from the use of geothermal

steam are well worth the expense,
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FENEPITS O GEOTHERNAL CTEAM:

The use of geothermal steam as a power source
for electric energy has several significant advantages,
pot only to the consumer, but to the general public,
Based on our experience (and the experience of the Union
0il - Hagma - Thermal group), we project that geothermal
steam, when produced in adequate volume, will compete very
favorably with other sources of electric power, Indeed, once
the generating plants are constructed, we project that
electric energy produced from geothermal steam can be sold
at from 25 to 40 per cent less than the current cost of
producing such energy under conventional methods per
I'ilowatt hour, These figures are real -~ not mere projections,
For example, the Union Oil - Magma - Thermal joint venture
is selling steam to Facific Gas 0. Eleciric Company at a
profit and Pacific Gas & Electric, through its well-site
turbinesc, generates electric power‘at a cost 20 per cent

.below that for conventional fuels,” Presently, Pacific Gas &

*/ This cost figure was contained in a Vall Street Journal
article dated June 10, 19:C,
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Electric has a total rated capacity in its geothermal
pover system at the Union 0i1 - Nagma -~ Thermal wells of
{2,000 ilowatts, and P~cific Gas & Electric has recently
announced two additional units to be completed in 1971
and 172, raising its capacity to 122,000 "ilovatts,

In addition to lower prices, geothermnl steam
has two other significant benefits - the complete lack of
air and water (thermal) nollution, Huclear power, viewed
by many as the key to generating electricity in the future,
has one gerious drawbac!. - it contributes subsiantially to
thermal pollution, As this Coumittee is well aware, air
and water pollution are high on the list of the serious
problems facing this nation, The production of electric
energy from geothermal steam not only is free from nir
pollution but nlso creates no water pollution which would
endanger fish or other aquatic life, Iloreover, no demand is
made on existing water supplies,

The availability of a low cost power source of
eleétrtc energy vhich is completely free from air and
water pollution can not be overlooled, Initially, the
beneficiary of such power will be California, the state
with perhaps the best inown smcg problem, Various sources

estimate that the povwer demands in California will double in
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the next seven years and will continue to double every

ten years therezafter, It would, however, be clear error

to suggest that only California will benefit from geotheramal
stesm ag 2 power gource, Coume estimate that geothermal
steam could be used on a nationvide basis. Ve are unable

to confirn or deny such estimates, but we are convinced

that it can be of significant benefit to all Western and
Couthwestern states within a relatively short period of time.

CONGRESIIONAL ACTION IS NECESSARY:
As noted above, the Tax Court of the United
States held in Arthur E, Reich et al., v, Commissioner

(52 TC No. 74) that geothermal gteam was 2 gas as that

term 18 used in the Internal Revenue Code of 1954, Never-
theless, the Internal Revenue Service intends to continue

to 1litigate this issue forcing taxpayers to expend both

time anc¢ uoney in defense of court-approved deductions,
Further, and perhaps of even greater significance, taxpayers
in the geothermal steam industry will be unable to raise
additional canital to finance new exploration and development
of steam wells co long as IR3 continues its present policy.
In an effort to change that policy, we request this Committee
to clarify the legislative history of the term "gas" by
stating in its Commitiee report on H,R. 13270 that the term
gas includes geothermal steam for all relevant provisions of

the Code,
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There should be 1little doubt that geothermal steam
is a natural resource which should be developed as 2
pollutant-free source of electric energy. The discovery.
of, and drilling for, geothermal steam utilizes the techniques
of the petroleum and natural gas industries. The entry of
prominent oil companies into the natural steam industry
has resulted in an acceserated application of these
exploration methods. The expert testimony presented in the
Reich cese supra establishes that geothermal steam is contained
in a closed reservoir, in a finite amount, with no signi-
ficant liquid influx, The only recourse we have to stop
further IRS zttacl: is for this Committee to direct in a
legislative history of H.R, 13270 that geothermal steam is
a gas for all relevant provicions of the Internal Revenue
Code,

Geothernal Resources International, Inc, stands
ready and willing to supply any additional information which
the Committee might desire and to assist the Committee or
its staff in any way. -

Than!. you for the opportunity of presenting

our views,

Respectfully submitted,

Noeth B, Gillette
President, Geothermal Resources
International, Inc,



