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TAX
TESTIMONY
Henry Bellmen
Thursday

October 2, 1969

L]

Mr. Chairman, Members of the Finance Committes, [ appreciate
the opportunity to appear to testify regarding HR 13270 and wish to thank
you for the courtesy which you have extended to me,

In the short time available, 1 have attempted to review HR 13270,
particularly as to four aspects of the legislation, These are the provieions
of the bill that affect the agricultural and petroleum industries, those pro-
visions that relate to munigipal bonds, the personal exemption allowed
individual taxpayers, and certain administrative procedures of the Internal
Revenue Service, [ have prepared a statement which I will not read. Iask
unanimous consent that it be included in the Record, and I will limit my
oral testimony to a brief summary of this statement,

I believe that the main purpose of our tax system should be to
rajse revenue, During the period since the 1930's, the idea of using our
revenue-raising laws to accomplish certain sogial aims has complicated
and caused great confusion in the administration of these laws,

With the passage of a vast quantity of social legislation in other
fields, with the increased socially oriented activities of the United States
Supreme Court, and with the creation of many additional federal programs
to deal with social probléms, it occurs to me that any tax reform legislation
passed by the present Congress might well take note of the fact that the need
for using our tax system for social purposes may no longer require the same
high priority.

If this concept can be adopted, the law can be vastly simplified, It
can be much more easily uiderstood and followed by individual taxpayers,
and it can be much more effactively enforced by those who are charged with
its administration,

In A recent conversation with an official at the Internal Revenue
Service, 1 was amazed when he told me that, "if the taxpayers of this
country ever discover that the Internal Revenue Servige operates on 90%
bluff, the entire system will collapse, ' He further went on to tell me that
when he first joined the Service in the 1940's, his reference manuals oc-
cupied thirteen inches of shelf space, At the present time, he must rely
upon books of instructions and interpretations that make up s total of
thirty-three feet of shelf space in his office, Plainly, simplifying of our
tax laws should have a high priority, Much of the statement I have prepared
for the Record is aimed in this direction,

There seems to be danger, that in ite efforts to administer the
present complex and confusing law, the Internal Revenue Service is resorting
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to tactics which frequently seem to border on coercion, Many innocent
taxpayers, who are accused by the Internal Revenue Service of irregulari-
ties, find it less costly to pay the additional taxes and penalty than to go
to court and prove their innocence, Therefore, ! would recommend that

a tax reform law include a provision which would allow a taxpayer who
goes to court and successfully proves hie innocence to recover the costs
of such litigation from the Federal Government,

When the present Internal Revenue Code was first put into effect
and the $600 personal exemption was established, the purchasing powsr
of our currency was far in excess of what it is today. The present $600
exemption {s totally inadequate to meet the living costs of even the most
modest American citizen, It is well below the ''povarty level'' set forth
in many federal programs,

Therefore, out of & sense of oquity, I believe Congress should
immediately adjust tite peraonal income tax exemption upward, If the
total adjustment cannot be made in one year, it sliould bs made in stages
that will not unduly upset the Nation's sconomy, but that will assure the
Amer'ican taxpayer that the equity will be established within a reasonable
time,

€ I

H, R, 13270 containe provisions which strike heavily at the two
industries which have done far more than their share in keeping this
Nation strong, in holding the line against inflation, and in making us the
best-fed people on the face of the earth, I refer to the agricultural,
mineral and energy industries which are of such vital importancs to the
strength, security, and prosperity of this Nation and which are of psrtl-
cular importance to my own State of Oklahoma,

The fact is that agriculture, since World War Il and even beforo,
has been in serious financial trouble, As one who has spent most of his
adult life in agriculture, I can assure you that except in unusual circum=
stances, most food and fiber producers have been selling their products
at or near the costs of production,

As & result, agricultural operations have not produced the financial
resources farmers and ranchers need to improve and conserve our soil,
drain or clear new land for production, or develop improved livestock, or
new plant varieties, These developments are needed to keep our agri-
cultural production ahead of the demands of our growing domaestic popu-
lation and the food requirements of our customers and friends in other
nations, Therefore, agriculture raust attract outside capital if it is to
continue meeting the needs of cur Nation,

Many provisions of HR 13270 will have the effect of driving out-
side capital away from ugriculturo and thereby freezing our agricultural
production capacity into its present pattern,

It is ironic that such changes would be proposed at this time when
there is growing concern for world hunger and a greater than ever need for
maximizing the sgricultural productive capability of this country for the
future, Unless these agricultural development efforts continue year after ‘i-
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year, the improvements will not be available as they are needed, As a
result, our abundance may disappear and our food prices may be forced
upward, sharply, as our population grows, In the Nation's interests, the
Congress cannot afford to adopt changes in our tax laws which will drive
outside capital away from sgriculinre,

Much of the same arguments can be made for the mineral and
energy industries. 1have before.me a statement made by Mr. Andrew
Fletcher, Honorary Chairman of the 8t, Joseph Lesd Company, when he
appeared before the Subcommittee on Minerals, Materials, and Fuels of
the Senate Interior Committee, 1 would like to quote briefly from his
remarks,

"The United States is a prodigious consumer of minerals and

fuels, The startling truth is that we have consumed more of

these resources in the last 30 years than the entire peoples

of the world in all previous history, In the single decade from

1965 to 1975, it is estimated that our mineral consumption will

have climbed 40 percent, Today, the worldwide per capita

consumption of iron and copper is about one sixth that of the

U.8., and for lead it's about one eighth, Looking further into

the future, we can see that not only will our own growing

appetite continue, but other nations and particularly under-
developed nations will increase their demand at an even more

rapid rate than ours, : .

"It is becoming somewhat trite, I know, to cite expectations
about the year 2000, But it is also sobering to realize that
the millenium is about as far shoad of us as the beginning
of World War Il is behind us, With this in mind, let's look
at the statistics, Comparing the figures for 1965 and
estimates for the year 2000, baud on Bureau of Mines
projections, we find:

+ U, S, zinc consumption will increase by almost

375 percent; the worldwide total by about the same, .

+ U.S, lead consumption will increase by over 200 per-
cent; the worldwide total by more than 250 percent,

«U.8. iron consumption will increase by nearly 175 por-
cent; the worldwide total by more than twice that much,

+ U.8, coal consumption will increase by over 250 percent;
the worldwide total by uver 575 percent, .

+ U.8, copper consumption will increase by over 200 per-
cent; the worldwide total by nurly 375 percent,-

"It will be no easy task to meet these suaring domlndn. and
it is noturiously difficult to estimate the resources wo wi'l
have at our command, This is not only hecause we cannut
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foresee what geological discoveries may lie ahead. It is also
because the exploitation of orebodies depends on so many
factors: looation, quality, technology, marketability, etc,
Nevertheless, a study by Resources for the Future, Inc, has
concluded that over the next three decades, the U.S, will be
largely dependent on imports fcr such vital metals as
manganese, chromium, nickel, and tungsten. More ominously,
it believes that total world demand will begin to outstrip the
known mining potential of copper, lead and zinc in all parts

of the globe,

“Given this situation, there are those who argue that the U, 8,

should sharply curtail ite domestic mining production, relying

on imports for as long as possible and husbanding its own V
resources. In our judgment, this would be extraordinadly

shortsighted,

"First, it is fatuous to believe that good foreign relations
could survive this sort of behavior, with us carting home
foreign treasure while carefully hoarding our own. This
would become increasingly impossible as the rest of the
world experienced a constant narrowing between supply
and its own growing demand,

“"Second, it would make us dangerously relisnt on our
present stockpiles or would call for a vast increase in
those stockpiles. Moreover, once we allow mines and
machinery and men to fall into disuse, it can take a long
time --« in the case of a national security emergency,

a perflously long time ==« to restore them to productivity,

"Third, this is simply not a' sound way to increase our
command of mineral resources, Essentially there are
only two ways to do that: either by exploration that leads
to the discovery of new resources, or by developing the
technologien that will permit more effective and economic
exploitation of the ones we already know about,

"Exploration is no longer a matter of a lonely prospector

with & pick and & mule, Today it is ofien a search for

deeply buried deposits, requiring aerial photography; ,
geochemical, asromagnetic, eloctromagnetic, and ground j
magnetometer survevs; induced polarization; gravity -
surveys; and sventually diamond drilling or trenching. It

is an expensive, arduous and frightfully risky enterprise. .
Even when an economically viable discovery is made, ' i
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there can ensue a long perfod of huge capital expenditures
before the minerals can begin to flow to the marketplace,
For example, it will be in the mid-1970s, after a decade

of development and costs of about $200 million, before
American Metal Climax, Inc, will bring its new molybdenum
mine in Colorado into produttion,

"Besides new discovery, we can expect to increase our avail-
able resources through improved exploitation, For example,
at the turn of the century the grade of copper mined in the U. 8.
wasaround five percent, The profitable mining of lower-grade
ore has become possible only because of immense investments
of capital and ingenuity, Theres may be unbounded riches in
what we now consider dross, if we can but find & way to win
its value, "

As {ar as future needs of petroleum are concerned, Secretary of
Interior Udall probably summed up the situation best in an address before
the National Petroleum Council in March of 1966 when he said:

"In the case of oil, if domestic sources continue to supply
approximately the same relative proportion of our total
demand for liquid hydrocarbons as they now do and if we
elect to hold to the historic reserve-to-production ratio at
12:1, we will have to add 83 billion barrels to our proved
reserves between now and 1980, This begins with a require~
ment of 4.7 billion barrels for the year 1966, and ends with
& need for 6,9 billion barrels for the year 1980, witha
yearly average for the period of 5 1/2 billion barrels, This
will not be easy, In only one year - 1951 - has the industry
been able to record a gross addition of as much as 4 1/2
billion barrels of liquid hydrocarbons to its proved reserves,
Of more significance, the average of the yearly additions
since 1955 has been 3, 3 billion barrels,

"For gas, under the same basic assumptions and choosing to
maintain a reserve-to-production ratio of 18:1, we shall
need to add 450 trillion cublc feet tc our proved reserves,
This is an average of 30 trillion cubic feet a year, At no
time in its history has the pstroleum industry ever added

as much as 25 trillion cubic feet to its reserves of gas in
any one year, The average since 1955 has been 20 trillion,
The meaning of these figures becomes even more clear if
wo compare our recent past experience with a comparable
period of time in the immediate future,
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", .+ My point is simply that there is enough evidence at hand
now to suggest strongly the need for us to consider mote
carefully than we have so far done, the question of how these
enormous future demands fcr petroleum energy will be
supplied, " .

Secretary Ud;ll further itmd to tho National Petroleum Council
inJuly 1968: ; - | o

"The implications of this imbalance are for a gradual deterioration
in the nation's capabilities to supply iteelf with crude ofl, No
precipitate, near~term crisis is in prospect, and the deficits

could go on accumulating for several years. But it is clear

that sooner or later the account must be balanced; no

industry can go on i{ndefinitely shortening its stocks in the

face of a steadily rising demand for its products, "

As is well known, my own State of Oklahoma has made s generous
contribution to the energy needr of this nation over the yesrs and our
economy has coma to depend henvily upon the ofl and gas industries. The
distinguished Chief Exocutive of the State of Oklahoma, Governor Dewey
F. Bartlett, has appeared beforo the Committes and introduced compelling
testimony relating to the critical nceds of the oil and gas industry, and 1
do not propose to take the Committes's time to reiterate his position, I
would like to emphasise and associate myself with his remarks,

These proposed changes in the tax provisions applicable to the
oil industry wil), without doubt, reduce the industry's incentive and ability
to explore and drill, A recent study made by the Bureau for Bueiness and
Economic Research at the University of Oklahoma indicates that during a
recent two-year period, independent oil producere drilled 86, 5% of the
exploratory wells and 20% of the development wells completed in the State
of Oklahoma, In terms of the risk capital employed, the survey showed
that 70% of the capital employed by independent operators is obtained -
from outside investors who are not connected in any other way with the
independents' ol operations, Thus, it is clear that the independent oil
producer in the State of Oklahoma relies heavily on outside investment
funds as a eource of capital to supplement his own funds obtained through
capital recovery, Anything that will adversely affeqt the value of the
ventures considered by the oil operator will also adversely affect the
ability of the operator to attract the capital needed to continue drilling
for new ofl, If this results in a reduction in the activities of the indepen-
dent oil operators as a group, it will have an adverse impact on tho
sconomy within which he operates,

a4 )~



? b

v

A

L J

e

The degree to which changes in tax legislation will affect the
economy of the State depends upon the changes themeselves, If the current
Write~off of intangible drilling gosts-is restricted and the proposed re-
duction in the depletion sllowance to 20% is carried out, the survey to
which [ referred indicates that the drilling operations of mdopondcnt oil
producers in Oklahoma might be reduced by as much as 45%,

1 have concentrated on the provieidsis in the House Bill and the
Tressury proposals which affect domestic oil operations, particularly
those of the indopendents, With respect to the foreign area [ certainly
support the Treasury in urging that Section 501, which would eliminate
depletion on foreign oil and gas production, be deleted,

In considering the Tax Reform Bill of 1969, I fesl that the key
point, as it relates to the mineral,: fuel, and agricultural induetries is
whether or not this Nation wishes to maintain a strong position of self-
sufficiency in these vital areas, If it is the determination of the Congress

- that we want our Nation to become depandent upon imported minerals, fuel,

and food then there could be justification for some changes proposed by

HR 13270, I, on the other hand, we desire our Nation to be well fed with
& reserve to be shared with other nations, if we desire a dependable low-
cost source of energy from domestic sources for the citisens of our urban
centers, and if we desire to have available on this continent the sources of
the minerals which are vital to our industrial socisty, then there is need

to r tiract capital into the development and operation of these economically
hazardous occupations, Present tax laws provido such lnconttvu. They
must be retained and strongthoned,

1 do not wish to offer myself as an expert on tax matters, |
recognize that many of the distinguished members of this committee have
devoted much of their careers in government to study our tax matters,
and that in addition, they have the counsel.of highly qualified members of
congressional staffs and governmental departments, However, I would
like to suggest one possibility, so (ar as helping this Nation reétain a
strong supply position in minerals and fuels. ' As many of you know, Iam

8 land owner, and if [ sell a portion of my land, our present law allows me
to treat the income as the sale of & capitsl anot and to pay taxes \mdcr the
torms of our capital gains law, ‘

On tha other hand, if the owner of an ore body sells & quantity of
the ore, ha must show the income from this source as current income and
pay tax after deducting & certain amuunt for "depletion allowance, "

. Over the years the depletion allowance, particularly as related to
the pstroleum industry, has come under sharp and in many cases totally
unjustified attacks, As has been stated here, these depletion allowances
have nut been excessive, since reserves of both minerals and energy
sources have not kept up with our growing needs, Additional incentives
are needed, I believe one way they could be provided would be for the
Congress to pass legislation providing that the sale of mineral, or
petroleum production be treated ae the sale of & capital asset and
taxed under the terms of our present capital gaine laws, I would suggest
that the depletion allowance be left at the present level and that the above
approach be allowed as an option,



As'a former Governor of tha State of Oklahoma, I am fully aware
of the growing needs of state and local goveraments, and 1 know from first-
hand experience how many of these needs for additional services and facilities
are met with funds made available by the sale of tax-exempt municipal bonds.
Our own State of Oklshoma and its many sub-divieions could not come close
to meeting our needs for hospitals, sewars, water systems, highways, air-
ports, educational facilities, and many other necessary governmental
services without the frequent sale of municipal bonds, Such sales would
become virtually impossible under the provisions of HR 13270, and f would
like to add my voice to the others you have heard opposing these changes.

As 1 s8id in the beginning cf my statement, I strongly favor the
passage of ''tax reform legislation, " There is great need for such legis-
lation and & great impatience among the citizens of this country for more
equitable and less complex tox law,

3 p
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SUMMARY OF TESTIMONY BY
SENATOR CHARLES McC. MATHIAS, JR.

SUBMITTED TO THE
SENATE COMMITTEE ON FINANCE
OCTOBER 2, 1969

I. PHILANTHROPY: H.R., 13270 is a severe challenge to spirit of
philanthropy. Reported abuses of tax exemptions justify better
oversight and auditing but not a wholesale assault on the volun-
tary sector.

A,

B.

Limit on charitable deductions should be raised to 50
percent of adjusted gross income as in H.,R., 13270, Ad~-
ministration's recommendations on charitable trusts and
gifts of apgreciatod property are substantial improve-
ments over House bill but more modifications shoul/l he
considered. Gifts of appreciated groporty to foundations
should not be in separate, prejudicial category.

In regard to foundations:

1. Proposed tax on investment income should be reduced
to 2 percent, a3 recommended by the Administration,
and explicitly imposed as a user charge or fee to
defray auditing programs.

2. Provisions requiring 5 percent yield are unrealistic
and could be mischievous. More flexibility should be
permitted.

3. Stock ownership limitations of H.R., 13270 would im~
pose real hardships on private foundations whose
assets consist of stock in closely-held family cor-
poration and whose major contributors are family
members, If attribution rules remain so broad, such
foundationd would have to dispose of all such stock
even 1f non-voting stock. Legislative mechanisms are
needed to permit redemption by the issuing corpora-
tion in such cases without adverse tax effects to the
foundation, the corporation, its stockholders or the
original donor of the stock.

4. Rules restricting foundations' activities in public
policy fields should be clarified and rationalized.

II. STATE AND MUNICIPAL BONDS8: H.R. 13270's proposals have al-
ready caused chaos in the bond.marketa. Congress shoqld not make
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any changes which would increase difficulties for state and
local governments in financing needed capital improvements.

I1II. PENSION PLANS AND DEFERRED COHPRNBNTION'

A. Present tax troatmont ot lump- sum diatributions
from qualified pension plans should not be changed.

B. As recommended by Secretary Kennedy, changes in tax
treatment of deferred compensation plans, proposed in
sections 331 and 541 of H,R. 13270, should be dropped
pending further atudy of ovorall economic impact.

IV. LIVESTOCK: Proposed changes in capital gains treatment of

income from sales of livestock ' would create havoc in an industry

already beleaguered with economic problems.

8h
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STATEMENT OF
SENATOR CHARLES McC. MATHIAS, JR.

SUBMITTED TO THE
COMMITTEE ON FINANCE
UNITED STATRS SENATR

OCTOPER 2, 1969

Mr. Chairman, it has been said that,a real opportunity for
tax reform comes only once to each generation. If this is true,
this is our opportunity and we must use 1t well.

H.R, 13270 is undoubtedly the most far-ranging bill we shall
consider this year. As the mall pouring into our offices testifies,
there is great public concern over the growing weight of taxation
-- Pederal, state and lccal -- on the nation's wage-earnera, As the
mail also indicates, each section of this bill will have a lasting
impact on some segment of our economy and society. Thus our task
is the difficult one of halancing general concegta and specific
complaints, and producing an equitable and durable bill.

I olaim no special expertise across the whole spectrum
of taxation, and I would therefore like to confine my remarks today
to four areas which are of deep concern to me and to many
Marylanders: philanthropy, state and local bonds, pension plans,
and livestock. I choose these subjects not out of any limitation
of interest and concern, but out of a limitation of your time,

I. CHARITABLE CONTRIBUTIONS AND FOUNDATIONS

The House-passed bill constitutes a severe challenge to the-
philanthropic activities which have been a uniquely American
asset throughout our history. As far back as the 1830's, Alexis
de Tocqueville noted the tendency of Americans to form voluntary
associations to meet public needs. This week the launching of
annual United Givers Fund campaigns across the nation reminds us
again of the tremendous contributions which the voluntary sector
has made to our social health and national welfare,

The spirit of philanthropy has built and sustained many of
our greatest educational and medical inatitutions., It has founded
and supported many of our finest libraries, museums and orchestras.
It has enriched our cultural life and underwritten many valuable
community services, such as scouting and the Red Cross, which
otherwise would have to be provided by government or not at all.

Private foundations have been a vital expression of this
philanthropic spirit. As HEW Secretary Robert Finch wrote

4



recently:

In every area of thought and action -- in all

the arts and sciences, in basic research, in
public health, in scholarship and creativity,

in the building and preserving of independent
soclal institutions -- the catalogue of
foundation-supported efforts provides many
benchmarks in the progress of recent civilization.

It is true that a few individuals have used charitable
contributions or created foundations to reduce their tax
burdens excessively. Also, a few foundations have abused their
tax-exempt status. Such excesses do justify improvements in
the laws and far more extensive oversight and auditing of tax-
exempt activities. Put they do not justify, in my Judgment, a
wholesale assault on the voluntary sector -- especially at a
time when government's social burdens are already vast, or when
diversity and innovation should be promoted rather than squelched,

A. In regard to charitable contributions, therefore, I
support the House provision which would increase the limit on
charitable deductions from 30 percent to 50 percent of adjusted
gross income. I am concerned, however, about othepr provisions
of the House bill which could discourage very large contributions,
the creation of charitable trusts, and gifts of appreciated
property, including works of art and literature. The Administra-
tion's recommendations to. this Committee represent a substantial
improvement over the Houss bill, but further modifications should
be considered.

In particular, I cannot understand any Jjustification for
placing in a separate and prejudicial category gifts of
appreciated property to private foundations as opposed to similar
gifts to other types of tax-exempt entities.

B. In regard to foundations, I am especially troubled by
four aspects of H.R, 13270: ,

1. The proposed tax of 7% percent on the investment
income of foundations is to me excessive and unwarranted. I
therefore support, as a compromise, the Administration's
recommendation to reduce this to 2 percent. To maintain the
traditional tax-exempt status of foundations and other philan-
thropic- institutions, moreover, I believe that such a levy should
be clearly and explicitly imposed as a user charge or fee,
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earmarked to defray the administrative expenses of auditing and
examining exempt institutions. Such an approach would support

a fully adequate IRS auditing program. It would also avoid
encouraging states and localities to follow the Federal lead by
attempting to tax this one portion of the universe.of tax-exempt
institutions. ' :

2. The "income equivalent" provisions requiring a
minimum 5 percent yield for foundations is unrealistic and could
be mischievous, FPoundation managers are obliged to maintain a
prudent investment portfolio which would, presumably, include a
mixture of growth and income-producing investments. The House
bi11 would upset this management concept and could lead foundation
managers to chase the vagaries of the stock market in pursuit of a
5-percent return, rather than concentrating on their philanthropic
responsibilities. Far more flexibility should be permitted.

3. The stock ownership limitations of section 101 of
H.R. 13270 would impose special hardships on private foundations
whose assets consist wholly or primarily of stock in closely-held
family corporations, and whose major contributors are members of
that family. Even where these holdings are of non-voting stock,
the extremely broad attribution rules of the House bill would require
such a foundation to dispose of all its securities in the family
corporation, because of the stock held by family members. Pre-
sumably the funds received in return would then be reinvested by
gge foundation in other securities not subject to the 20-percent

mitation,

I am not convinced of the necessity for such complete
divestiture where the stock involved 18 non-voting stock.
However, I am more concerned by the fact that in such cases,
compliance with these provisions would be extremely difficult
since no ready market would exist for the non-voting stock other
than the family or the issuing corporation. Realistically,only
redemption hy the issuing company would provide the foundation with
a reasonable value for the securities held.

While the House bill does not forbid such redemption by the
issuing company, the Internal Revenue Service has sometimes taken
the position that where a corporation redeems shares which have
been received by a foundation as a gift, the redemption amounts to
a dividend taxable to the persons who made the gift. As far as
the redeeming corporation 1s concerned, there is a possibility that
the IRS would assert the penalty tax for unreasonable accumulations
of income. The uncertainty of this situation is extremely dan-
geggus and could effectively prohibit redemption as a practical
matter, -

33-758 O - 69 -= No, 16 - 2
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At the very least, therefore, an explicit legislative
mech=n!A&m should be provided to allow. redemption by the 1ssuing
company in such cases over the 10~year period with no adverse tax
effects to the foundation, the redeeming corporation, its stock- -
holders or the original donor of -the stock involved. 1In related
areas, tco, I would encourage this Committeé to provide the required
assurances to permit such foundations to comply in good faith with
the ggncept of divestiture uithout 1ncurr1n¢ pcnaltias for their
compliance. -

4, Finally, I urge this Committee to clarify the
highly confusing and ambiguous language of the House bill
restricting the permissible activities of foundations in public
policy fields. The line between lobbying and educational
activities is a delicate and elusive one, but -- as Secretary
Finch has stated -- a rational definition must be found. It would
be a real mistake, I feel, to discourage foundations from
sponsoring innovative efforts in education or medical research,
or to deny legislators and public administrators the benefits of
the experience and knowledge of many eminent Americans simply
because those individuals are connected with foundations. Por
example, under some interpretations of the House bill, public
officials could discuss the Heller-Pechman revenue-sharing
proposals with Dr. Heller, who 18 at a university, but not with -~
Mr. Pechman, who is associated with a foundation. Such inane
situations should be precluded by clarification of these provisions.

II. STATE AND MUNICIPAL BONDS

A second area of special concern to me is the proposed
change in the treatment of interest on pnevioully tax-exempt
"state and- local bonda.

In 1968,-316 billion in such bonds was issued to finance a
portion of the vast capital needs of our nation. The tax bases
on which state and local governments depend are already over-
burdened. In this context, I believe we should be extremely
cautious 1in considering measures which could make it even more
difficult for states and localities to finance much-needed
improvements such as achools, hoapitals, streets, libraries, and

“water systems. .

The mere discussion in Congress of removing the traditional
exemption from these bonds and of. including such income in the
LTP and allocation of deductions provisions has engendered chaos
in the market. In the period from February to August 1969, the
Bond Buyers' Index of 20 representative municipals rose from..
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5.04 percent to 6.02 percent,a considerably larger jump than -
occurred in federal and corporate debt Tinancing. As our
colleague from New York pointed out before this Committee, the
market rate of return on state and local honds has been steadily
rising. It would appear that the revenue effect of the proposed
changes may not be great, but; that. tho urkeb eff'ect could be
catastrophic.

If we are to denign a true tax-mform ueaauro, ve must not -
force local governments to abandon bonds and turn to increases in
regresaive sales, property and utility taxes.

Protracted litigation to beot the umits of the doctrine of
"intergovernmental immunity," regardless of the eventual outcome,
promises to keep the municipal market in confusion for ysars if
changes similar to thon in H R. 13270 are ultimately enacted.

Pederal gmnbo-in-aia ror capital purposes in ?.Y. 1970
will total some $6.5 billion. The bulk of the required matching
funds will be raised through bond issues. As the Federal govern-
ment holds out promises of revenue sharing, a mass transit fund,
and welfare reform onh the one hand, it must not seriously erode a
s%gniticanc source of state and local -government financing on the
other, .

III. PENSION PLANS

Since 1942 lump-sum distributions from qualified pension
plans and similar sources have been accorded capital gains treat-
ment., The House bill would prospectively limit such tmatmnt
to the amount in excess of employer contributions.

The fact that these distributions involve receipt in one
year of funds accrued over a number of years suggests that the
entire amount should continue to be:taxed at special rates. I
am confident that this Committee will carefully examine the .
relevant portions of H.R. 13270 to insure that the reasonable
expectations of the numerous employees participating in such plans
are not thwarted.

I am concerned that other changea in pension tmatmnt caned
for in H,R, 13270 may have broader ramifications than initially
appear. Future growth in the private sector of our economy is
dependent upon the availability of a large pool of capital which
will enable older businesses to expand and new ventures to be .- .
created. Any narrowing of this pool of capital should be regarded -
with concern if we are to keep what will soon be a trillion-dollar
economy growing in a healthy manner. Profit-sharing and pension:
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funds have increasingly become important sources of capital for
investment in the private sector.

Before any further limitations are placed on deferred

compensation plans, consjderable stiidy should be given to the
effect of such limitations upon this pool of investment capital.
I therefore endorse the request of Secretary Kennedy that changes
in deferred compensation plans proposed in Section 331 as well as
in Section 541 {referring to subchapter S corporations) be dropped
from the bill for further study.

IV, LIVESTOCK

Finally, I am concerned about proposed changes in present
capital gains treatment of income from the sale of livestock.
Lengthening the required holding period and including livestock
in the depreciation recapture rule could create considerable
havoec in an industry already beleaguered with economic problems,
Here, as in the case of foundations, we must avoid penalizing
the vast number of legitimate operationa to reach alleged abuses
by a small number of taxpayers.

Mr. Chairman, in conclusion, I wish to congratulate you
and this Committee and its staff for the intensive scrutiny you
are giving to this massive bill and the hospitality you have
shown to all witnesses, I look forward to working with you
toward the enactment of tax reform legislation which will promote
the interests of tax equity and our national economic health.

# # #
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" seem unduly complicated and questionable from the standpoint of economic or

For Release on Delivery
October 2, 1969 a.m.

Statement on H. R. 13270
Senate Committee on Finance
October 2, 1969
Dan Throop Slnit‘l_\ )

Mr. Chairsan and Members of the Senate Committee on Finance:

It is & pléuuu md“ hont;r to have thia. opportunity to appear before
you with reference to H.R. 13270 which would make the most extensive revisions
in the tax laws since the adoption of the Internal Revenue Code of 1954. Many
of the substantive revisions are long overdu~. They will prevent abuses which
have developed under the letter of the existing law but seem rather clearly to
flout its gpirit m«i the intent of the Congress. In that category, one may
readily 1nc1ud§ the Clay-Brosm provisions and the extension of the unrelated
business income tax to the cxeq;t: organizations to which it does not yet epply;
the tighter rules on farm and hobby losses; the 'prevention of tax benéfits
through & proliferation of multiple corporations; the tighter rules for taxation
of cooperatives; the recapture of depreciation on real estate; the rules for
peculiar forms of at_ocl& dividends and separate classes of co@n stock and the
proposed limitations on certain ;spcctc of mergers, which are discussed subse-
quently. The reasons for the foregoing changes are all well stated in the Report
of the House Committee on Ways aand Means.

Other substantive provisions represent new departures, some of which
social policy.

State and Municipal Bond Interest
The proposal for an option to states and localities to issue taxable

bonds, with a Pederal interest subsidy which would more than offset the higher



interest costs, is the best apptoach thus' far  devised to dul vith a problw vhich
each yut becomes more perverae 1n 1ts‘effects. -The issues ot atate end local
bonds have becole 80 largc that they can be- absorbed only by offering yielda
which do not reflect their tax cdvantasé to wost holdon. The interest savings

" to borrovers are far less than the revénue.losses to the Faderal government;
under the proposed new procedure both lévels of government would be better off, '
a distorting element in the flow of invéstment funds vould be removed and the
highest~bracket taxpayers would no longexr -have an opportunity for » large intra-
marginal tax benefit. ‘ ]

. But any change in the treatment of municipal taxes should be -;dc only
vith respect to future issues. The inclusion of municipal bond interest in the
1imit on tax preferences would be a form of uﬁr«ctive le'g:!olauon. And 1t
has '.ltudy’ disturbed the bond market, The Treasury recommendation to remove this
iten from the limitation on tax preferences should ba accepted - and ‘the sooner
the better for our hard—pu;ud state and local governmints.

Private Foundations ’ ’

As regards pﬂvnte foundations, the prohibitions on self-dealing seem -
thoroughly reasonable and desirable.  There have been significant sbuses and the
proposed constraints would n&t sppear to hamper any reasonable objectivas of '
foundations. The sane statement seems valid with respect to the limitstfon'on
stock ownership and the: use of, ssséts, though a long period should ‘be allowed for ’
divestwent. It should also bg recognized that in a good many cases companies in
which foundations hoid a large interest will becoms vulnerable to ratds by other
corporations seeking wergets, - ‘ ‘

~ ” The imposition of a tax on investment income, by contrast, seeus to
be an undesirable and uncalled for penalty. Tax-exempt charitable and sducational
4orun1:'atiom have been a source of real sqrensth in our soclety and their

continued activity will help to saintain diversity in areas where there is danger
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of excessive uniformity through expanded government programs. Once m_ioptcd. the

A applicable tax rate is i!.kol.y to be increased as a response to unpopular prbsrm

financed by one or a few foundations, therqby depleting the strength of all foun~

dations. It would be much mora desirable to impose i,ucuury vestrictions directly

" as 4s done in other parts of the applicable sections and to confine any tex to a

fee sufficient to cover the costs of administering returns of tax-exempt founda-

tions as has been proposed by the Treasury. - : A
Furthersore the 1line of demarcation between permitted and forbidden -

activities concerning legislation is too vague and would almost certainly.prevent

outlays on such important subjects as the population explosion and the prevention

- of further pollution of the environment. Some constraints are necessary, especially

those related to expenditures for a particular candidate or selective voter
registration, but revision in the statutory language or some very strong and

clear exazples of exemptions in the Committee Reports seen necessary ﬂ; the
country is not to lose the benefit of leadership of foundations in .du_ung vith
social problems which almost inevitably involve legislation of one sort or another.
Sp;ciftcilly. the prohi_bi_t;ion of expenditures "to carry out propagands, or other-
vise attempt to influence legislation" in section 4945 (b) (1), described further
as "any attempt to {nfluence legislation through an attempt to affect the bp;niqn
of the general public or any segment thereof” in section 4945 (c) 1s much too ..

.eo-ptehcnun. 1 repeat for emphasis that programs to alert the general public to

the problems of the population explosion and the pollution of our environment
would ‘appear to be ruled out. Goveroments have been very slow to develop their
own programs in these two most vital nui; society needs all the leadersbip. and

education 1t can get on subjects such as these, and tax legislation which prevents

. bold action would be little short of tragic.
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Restricted Property .
Options in restricted stock will probably not be used to any appreciable
extent in the future if the proposed changes in their tax treatment are adopted.

Options in this type of stock have developed in recent years to circumvent some

- of the l'uiuttonq imposed on qualified stock options which are glvbn lpcciul

favorable treatment in the tax law. Since optio,iw in reotricfed Btock may be.
used to secure more favorable tax trestment, it is not unreasonable that their
value should be taxed fully as oxdinary income.

Though the subject of options is controversial, there is a good deal
to be said for long-term stock ownership by management in the coﬁmleo for which
they are responsible. Unfortunately, stock options have too frequently been
abused, with quick sales as soon as stock qualifies for capital gains treatment.

The present law on qualified otock'options might well require a longer holding

‘ptriod and permit a longer period for options to run before exercise.

But the maximum marginal tax rate of 50 percent on earned income will
oigniﬁcmtly change the relative attraction ot.optiono and cash comp;nsation for
both executives and corporations in favor of cash ‘compenuttonv. The use of options
of all sorts \dll.probably decrease 1.u any case, and the new provisions on options
in ruirtcted stock ‘will turn out to be relatively unimportant. l
Deferred Cogg. ensation ' ‘

The 30 percent uxinu marginal rate on earned income will slso very
substantially reduce the at‘lvantqco of deferred conmpensation ‘cq.ntracu. The
difference in the tax rate applicable to pre-retirement snd post-retirement income
wiil be much less for executives with lirgc salaries, and they will tend to find .
that the advantage of immediate receipt of income, with opportunities for immediate

fnvestment, vill outweigh the advantages of postponad receipt for relatively

"minor tax differentials. Thus the use of deferred compensation contracts may be

expected to diminish considerably.

]
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One of the reasons for the existing revenue ruling in 1960 was to
temove an annoying area of uncertainty .in the tex law. There are uny ways to
vrite compensation contracts to make income payments after normal ratirement
appear to be related to continuing advisory services. Extcnsive 1itigation
occurred and 'ktued tax puctitioners vere usually able to construct a contract
vhich oatmibly related hter payments to loter years. 'rhe proposed legielation
would throw into _the courts agavin.thu vhple subject with an advantage given to
those who sought the advice of opeciali_oto.‘ In viev of the probably lubot.nntiai
reduction in thg use of deferred cowpensation contracts, it seens doubtfnl (nat
1t would be worihwhih to tocrem this aru of uncertainty,

When the revenue ruling vas adoptcd in 1960. it was feared that large
established companies whose credit vas \mquutioned uigbt havs an unfair tax
advantage over small or new companies with which a defined compensation contrnct
would be of questionable value, There is no ‘evidence :hat the ruling hu hnd
this effect and the only issue t.hus has bcc&no‘om of equlty vh:l;ch. as noted
above, will be minimal in the future. cgtninty would seem to be more mportnnt
than a minor nfinmnl;. of equity. 'rho 'l'reuury tecowundauon to postpone action
in this area is reasonable.

If legislation is udopfed n'og. it vould appear to boj ununonut;le to

exclude deferred co-peuaéion from earned income to which the 50 per cent ﬁxlnim

‘marginal rate applies, Though compensation is deferred it :!.l still compensation

and should be treated like all other forms of earned income. . )
Poreentagc Doglctgon on Foreipn Production o

As the llouu Committee Report 1nd1cutu. uny revenue gain from the
vepesl of foreign perceatage depletion unl be eliminated in the long run by

increased foreign taxes., This change in the lav is thus not only pointless but

" actually perverse in its effects. The protin of U. s. co-paniu viu be nduccd

by higher foreign taxes. Our balance of payments will be hurt bccmue there will

13



be smaller foreign profits to be repatriated.’ And to “the extent that toruan
countrtu iapose higher tu« selectively on U.8. oonpnniu. American o1l com-
panies will be at & competitive disadvantage’ 1n compardson vi;h corporations of
other countries. In viev of thi‘t-ﬁortqﬁé'o 6!' incows from foreign oil operations
for our balance of payments, it léénf cbntnry to our ;uclonal interest to
fnvite other countries to put U.S, companies st a tax disadvantage. The Treasury
bas visely recomsended that this provision be dropped. '
Capital Gains and losses o

o Tbough the tightor'dc./‘.inittym of capital gains uu' generally reasonable,
the removal of the 25 per cent maxisum rate under the alternative tax is unde~
sirable nnd. in the minds of many pcopl.c. unfnit. The U.S. tax lav has recognized
the opcchl status of cap:lul niu fot al.uou 50 years. Though thc; net accretion
concept of income is popuhr in much ot the thoorcticnl writing in public umncc.
the distinction betwnn clpitd and incm is basic 1n corporate accounting and
lav, 1n trust lav and indeed 1n fanily ‘financial’ mansgement. A fnﬂy, 8 corpo-
utiou. or s tmtu uhich is s0 hpmdcnt as to hll to recognize this d!.cclncuon
is budod for ttoubh. A gmrnunt vhich fails to rccogniu the d!.ninction. /
ard by its tax laws encourages its ci_tum ‘to duuurd ‘the distinction, mu ‘
isprudent to a high degras. - oo ) o

The economic and equity an(amitl regarding the taxation of ccpital

.gdm: are all fantliar and need not be repeatéd hece, The 25 git centuxim
has been in the lav for many yc'u:l"and'lt seems quite tupﬁrépriatd to single out
this one rate for such substantial fncreass to 35 percent for those in the tep
bracket (and higher if ocue ‘tam’;'acéoun‘t of ths surcharge). .Ih‘la.c't. to put this
rate up by 10 percentage points while reducing tbo mhu nto by only s por-— a
ecnugo poinu seens extremely unfair in a bill which purpotn to givc gmnl

"reldef to all fncome levels.
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1t should be noted tq:mar_ that the realiration of a capital gain
1s an indefinitely postponable act'.,’ ‘l‘hogxgh there is no magic in the 25 per cent
waximun, & laxge increase in the rate .y g0 rqluce transactions that it will
sctually reduce both revenue and nobility ol upiul funds,

© The extension of the holding petiod from six months to a year.to

qualify for lougftut- upttnl‘ gains treatment is appropriate; gains on short-term
holdings u;r be expacted to represent trading profits regarded as available for
consumption raqher than true capital apptocinltion embodied 1n.ln individual's
capital fund. The lonsir holding period will probably reduce total transactions
io the ugurity markets, but it is questionable whether rapid turnover does not .
represent mere churning in the markess with utgle benefit with regard to mobili-
sation of nv:lngo or corporate ﬂnancin;. ‘

Iovwat. the extension of the holding period suggests the tciuttoduction
of a serics of steps lor percentage of }nglmifm of cgp;tal gains.  This seems

reasonable both from the standpoint of equity and economic poiicy,. As a matter

o equity, the longer-term gains are wore iizluly to be regarded as a part of

one's capital, and a tax on a shift in the particular investments held thus
bég«mm a capital levy rather than a tax on income. From the standpoint of . .
oqoﬁodc effects, a noted above, short-term gains Tepresent tuqt‘na‘ activity '
rather than investment, and though a certain amount of trading is necessary to
assure liquidity in the patket. gxcqu!,vq t:gzd;pg‘ may involve mere churning and '
wgu' lu}l to greater fluctuations in security prices vhich on balance will vepel
utbor than tnducc 1nvntnnt. ’ , ‘ . . o
) , s.mcitluny. I utge thu comidouuon be given to a onding scale .

with 8 unge ot percentage 1ne1uuons such as:
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Up to one year - full inclusion

1 ~ 2 years * 75 per cent
2-5 years = 50 per cent '
5 - 10 years .- 30 per cent

over 10 years - 20 per cent

With a sliding scale such as this, there would of course be no need

_ for an alternative tax to keep 8 reuopable maximun rate on those capital gains
vhich are most likely to be the capital gaino"in which the proceeds, net of tax,
are kept ¢mbodied 1; capital investments.

Charitable Contribu'tions

Some aspects of the proposed change in the treatment of charitable
con‘tributions' of appreciated property seem reasonable to prevent artificially
 high deducticns, Apparently there has been a good deal of abuse in clains of
high values for art objects, with recipient museums and galleries having no
adverse interest against écnsive valuations. In spite of the Treasury's statement
that the abuse has been brought under control b;v new ndnlnic.tntivc procedures, &
linitetion of the charitable contribution lfor art objects to cost would not be
utreasonable nor should. it, in the long run, prevent ultimate gifts to nuuuu..
Ounership by successive generations would be likely to be preveuted by ;otato
taxes, - |

1
i

However, thin should be the only exception to the genersl rule of
charitable deductions measured b} value, without any general sttempt to tax
sppreciation directly or indirectly. The Treasury's recosmmendation to remove the
sppreciation on contributed property from the limit on tax preferences and the
allocation of dc&uctlon's vas most welcome, If thiu‘ is not done, many educational

institutions and hospitals will be badly hurt 1‘n their drive for funds. There ;l
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1ittle if any room for abuse through artificially high valuations in gifts of
cecuritieg. The pattern of Qtivate gifts for education and charities is éo
important to maintain our pluralistic society that the tax laws should not be
changed to curtail them.

Aécumulation Trusts

The pr;posed new'rgles on accumulation trusts are exceedingly compli-
cated, Secretary Cohen's merciful and wise recommendation that they be made to
apply prospectively should be adopted to néoid the imposition of a really impos-
sible task of reconstructing for past years the income of young peopie for whom
no income records were kept because it was known that they would have no tax to‘
pay. Even when applied prospectively, the task is a formidable one. To assure
an accurate tax on termination of & trust, records will have to be kept for even
a few dollars of income for every infant who may turn out to be the beneficiary
of a trust which has Accumulated income.

On varfous occasions, 1 have proposed a change in the law to deal with
abuses under accumulation trusts which I believe uould be both tighter and
simpler than the present proposal. The alternative approach would tax income of
an inter vivos trust to the grantor unlgae it vas diatributed and taxed to a
Jiving beneficiary and require the consolidation of income from all testamentary
trusts and inter vivos trusts after the death of the grantor. If the proposed
change in H.R. 13270 is adopted, it would seem reasonable to make it apply only
to accumulations after the beneficiary has come qf age By which time a young
person may be expected to keep ndéquate income records anyway. There are many
trusts established by 3;andparente for grandchildren with no thought 6: tax
avoidance. '

- In 1954, when this Committee approved new rules permitting double
personal exemptions for dependent children and their parents, one of the reasons

was to prevent young people from discovering that the income tax law was irrational
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and perverse in its effects at the time of their first personal contact with it.
The new rule on accumulation trusts, unless modified to apply oniy to"accu'nulatiom
after a be.ncficlaty comes of age, ‘is likely to become a horrilfying example of
complexity and destroy respect for the tax law, which is the mainstey of our
revenue system, on the part of another s.oneution of young people.

Investment Credit and Amovtieation

. The investment credit should nuver have been adopted and its repeal
1s no loss. But at the same time the reserve ratio test in the use of the
depreciation guidelines should be removed by administrative action or, if that
is not deemed possible, by statutory authoriration. This test will place severe
limitations on the use of the 361delineo in ‘the future. No other major industrial
country has any similar constraints. If it is continued, the United States tax
law will put U.8. business at a significant disadvantage compared to foreign
competition in maintaining modern plant and equipment which is essential to-
increase productivity and thereby justify noninflationary wage raises, increase
the real natfonal income and strengthen our bul‘uncc of payments. -

. The special amortixzation of pollution control facilities may be
justified because of the overvhelming importance of -the subject. But this is
both an fnadequate and incorrect solution to the problem. Severe fines and other .
penalties are necessary and appropriate. When costs are imposed on society by :-
industrial procegses which pollute the environment, those costs should be thrown .
back on the producers, and in the last. analysis borne by the consumers of those -
products (or products  produced by those processes), rather than absorbed by -

- society generally, Speclal tax treatment in a sense shifts to other taxpayers. .
part of the costs vhich. should be borne by the industry and its consumers.
) e e, I TR N N I
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Corporate Mergers
A balanced judgment on the sconomic significance of mergers, especially

the recent' rapid increase of conglomerate. mergers, cannot now be nade. A greaf
deal more study is necessary, and only H:lth.the passage of time can ve accumulate
evidence on the effects of the naw hrae and virtuully randots typu of ucqnhium.
In many 1nnaneu mergers may otrongthen individusl tim and incresse
their competitive cﬂectlnnuu. - New management may be provided to a small or
fanily~douinated company and additional financing made avallable to a company
vhich is too weak or too small to tap capital markets ecoaomically. Centralized
staff services may permit an innovative manager to pursve ideas without being
bogged down in administrative work for which he has 1istle taste or talent, . Well
matched companies and individuals may develop new strengths from their complementary
attributes, And the threat of a merger through a take-over may scare a lethargic
management into activity. .
But mergers may also reduce competition. They may lead to a dominance
by finencial manipulators instead of txuly cous'r,mcuve nanagers.. The threat
of raids may divert attention from long~run growth to defensive actions., New
ownership under a holding company may repel innovators and lead to a substitution
of unimaginative organization men. And the capital structures of some of the
new conglomerates iro uncomfortably reminiscent of some of the holding company .
inverted pyramids of the late 1920's. - When the fixed charges on new securities : -
ﬁnued in nequhitioﬁi exceed the pn-tcﬁ: inoome of the companies acquired it ...
seens likely that leversge fs being pushed too far, and that a'tex lav which ...
discrininates against equity financing is leading to unstable financial structures.

Pexhaps the n-oot serious rusult of the conglomerate merger movement .

is the prominence it gives to the vheeler-dealer type of entrepreneur whose

vell-publicized manipulations confirm the worst suspicions of thc‘ many young

people who are disposed to regard the business establishment as predatory. Though
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there are numerous thoroughly constructive individuals in merger actiyity,

there are a considerable r.um;:er who would in fact be regarded as at best neutral,
and at the worst, truly predatory under most}people.'s standards, including the
majority of business executives. The digenchantnent of young people viti! our
present economic structure is so widespread that society can 111 afford to permit
continuation of 'an aspect of business which, even though it may be minor and
unreptu.entative, is ;o prominent and distasteful to many people that it strengthens
their dispoaitfon to reject the entire system.

In the absence of detailed studies on mergers, it.{is difficult to be
sure of the soundness of the specific changes in the tax law contained in the
bill. They seem reasonable, however, and {f anything perhaps too lenient rather
than too stringent. Certainly the denial of the installment sale provision to
sales of companies in return for securities is necessary to protect the legitimacy
of the concept. Th§ very idea that such transactions could qualify as installment
sales vas a travesty of the pﬂnciyle.

Ceneral Comments on Balance of Provisions in H.R. 13270

-

Though many, probably most, of the substantive changes are desirable
on their werits, any major tax legislation must be appraised on its over-all
balance. On this biafs. H.R. 13270 seems seriously deficient, as dramatically
shown in Tables 3 and 6 in Secretary Kennedy's presentation to your Committee on
September 4. A reduction in individual tox burdens of $7.3 billions and en
increase in the corporate tax burden of $4.9 billfon does not seem wise in a
country vhich needs continuing new investmsnt in order to increase labor produc-
tivity (and thereby make wage increases somevhat less inflationary tl\ai\ they have
been), to strengthen our poqttion in international competition, and help to
provide funds to finance the 1nnwations yhtcb are essential to maintain the

vitality of our economy.
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The distribution of tax burdens between individuals and business
unfortunately may come to have poiitiegl overtones., It should always be remembered
that the Kennedy Administration in its first set of tax recommendations in 1961
proposed relief solely - and I emphasize solely =~ to encourage investment through
the investment credit. Though many of us regretted that particular form of tax
relief, preferring, as we did, more liberal depredation. the wisdom of rcclzognidng
that investment is important slong with consumption was notable especially when
it vas shown 113 an Adnministration which might have been presumed on political
grounds to favor consumption. The present lack of balance, involving as it does
an actual increase in taxes on the principal sources of funds for investment and
on the returns from investment,is a sorry contrast indeed. It will be unfortunate
if circumstances puven? téhe adoption of a better balance in this first tax
legislation oé the nev Administration and the present Congress.

The adoption of a maximum marginal rate of 50X on eerned income is
probably the most important single 'change which could be made to t‘educe the
continued search for mew tax loopholes and~restt;re an atmosphere conducive to
truly productive work. The 50 per cent figure is particularly important; it has
a symbolic significance in terms of an "even-break" or "S50-50 partnership” in the
taxpayer's rclutionghip to his government., It is unfortunate‘that a similar
maximum has not been set up for all income. In view of the probable redirection
of efforts and removal of constraints, any revenue estimate of( these changes is '
conj.ectunl. The 50 per cent maximum rate may, in fact, increuev revenue. Without
the 50 per cent ceiling 6n the marginal rate of tax on earned income, H.R. 13270
would be even more seriously unbalanced.

The reasons for the 50 per cent ceiling are -plcnaidly stated in the
Report of the House Committes on Ways and Heans.. The cnm§ srguments appl:i to
hwestmex.lt income as well, A general top marginal rate of 50 per cent would

cleanse the tax atmosphere more thoroughly than any other feature of tax reform

legislation,
o
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The net effect of the l_:ul will be .to make the tax system much more
progressive than it is now, even with the S0 per cent ceiling. This result is
shown conspicucusly in Table 3 of Secu;ury Kennedy's statement of September 4.
The percentage of tax relief descends steadily from the smaller to the larger
incomes thereby shifting the burden to the larger incomes. And in the top
bracket shown in the Table, incomes over $100,000 thexe is an actual increase
of 4,7 per cent in tot‘:al taxes! Though lfnt of us have a quasi-intuitive acceptance
of progtcnlve' taxation as fair, prorssion can be puihed too far and un absolute
increase in tax.ea at the top when individuals 3050111131 are being given over
$7 billions of relief seems unfair. Only the 50 per cent ceiling on earned
income' makes it acceptable wlﬁhout deep resentment. -

One final point cannot be ignored in gonnection vith any legislation *
making extensive changes in the individual income tax. I have saved it for the
Jast for emphasis, The tax law has thus far included no provision relevent to the
world's greatest social and economic problem ~ the overvhelming expansion of the
popuhtiou. ‘ Uncontrolled population growth has, finally been ncéanlzed as leading
‘to the doom of civilization as we know it ~ even to the doom 'of mankind, Though
the tax law may now be one of the least effective ways to attempt to deal with this
problem, one change could be made to dramatize its importance and in a small way
veinforce other mr; significant approaches. Deductions for dependent ci\udren
should be limited to two at a high enough income level to'prev§nt hardship for
larger families novw in existence, The choice of the income level is not important.
It might be $15,000 or $50,000. The important thing is to set a standard and
synbolfically help to :otute‘tlm strange claims by some opponents of population con-
trol that it represents. selective genocide or counter-insurgency. This is probably
the first tiie teotimnj on tax legislation by a tax specialist has 1n¢ludod

re!cun;:é to the population problem. I am sure it will not be the last. I would

welcome an opportuiity tquwelop the subject at length.

¢ .
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SUMMARY
Statement of George 8. Xoch .

Council of State Chambers of Commerce
October 2, 1969

1. If the Congress should repeal the investment credit, compensatory
adjustment should be made in the tax Men on corporations through
adequate rate reduction or by liberalized deprectation allowances. Such
action is necessary to maintain capital ihvownont levels needed for eco-
nomjc growth, .

2. All reasonable and legitimate costs incurred by employees in moving
to a new job assignment should be recognized in the tax provisions relating

to moving expenses.

3. Present rules relating to restrioted stock plans should be continued
but with a provision that would prohibit issuance to employees of stock
other than stock of the employer corporation or of its subsidiaries.

4. The complex provisions in the bill relating to other deferred compensa-~
tion shouldbq deleted pending completion of a current Treasury study of
all deferred compensation arrangements.

§. Revisions in existing provisions relating to the foreign tax credit
should be deleted and the subject should be considéred in relation to the
overall subject of foreign souros income taxation on which the Treasury .
plans to submit recommendations to Congress at a later date,

6. Percentage depletion ailowances have served tie natiqn well, both as
to defense and consumer costs, and have not 'rgaulted in unwarranted after-
tax profits to extractive industries. Pressnt allowances qhould be retained.
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7. The objective of reform provisions in the bill relating to depreciation
of buildings can be accomplished through the recapture provisions which
would eliminate capital gain treatment with respect to all depreciation
claimed in excess of straight line depreciation. Accelerated depreciation
should not be Jdenied to any facilities which are used in the trade or
business.

8. Certification of pollution control facilities for rapid amortization
should be limited to appropriate State authorities rather than both State
and Pederal. Election by the taxpayer to write off the cost in any period
ghorter than five years would be desirable.

9. Elimination of the 25% alternative capital gains tax and extension of
the holding period to 12 months would inhibit transfers of capitsl and new
investments and should not be enacted. The 25% capital gains rate for
corporations should not be increased. .

10. Both the limit on tax preferences and the allocation of deductions
are moves toward taxation of individual gross income and should not be
enacted. The allocation is especially onerous because it discriminates
between taxpayers with the same amount of income.

11. Steep progression and existing high rates for taxation of individual
incomes are the real cause of many of the problems this bill seoks to meet
through a maze of complicated provisions. - The new individual rate
schedules and the maximum rate of 50% on eamed income are commendable,
but this maximum should apply to all income without distinction.
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12. The taxation of interest on state and local bonds through the tax

' preference and allocation of‘deductions provisions in the bill should be

eliminated. 8uch taxation can only add to bond interest rates and
tnct'eased state and local taxes.

13. Retroactive applicstion of several provisions in the bill is inequitable
and should be modified.
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STATEMENT OF GEORGE 8. KOCH
On Behalf Of
MEMBER STATE CHAMBERS OF THE
COUNCIL OP STATE CHAMBERR OF COMMERCE

Before The .
SENATE FINANCE COMMITIEE
October 2, 1969

My name 1s George 8, Koch. 1Iam an attorney-at-law in New York
and am Chairman of the Pederal Pinance Committee of the Council of State
Chambers of Commerce. Mr, Eugene P, Rinta, the Executive Director of the
Council, is with me today.

We are subinitting a statement of our views on H,R. 13270 and ask
that it become a part of the record of these hearings. Our specific views on
particuler provisions of the House Bill are expressed in the statement and,
because of the number of subjects on which we submit our views, I shall limit
my oral presentation to a general summarization.

The Council of State Chambers of Commerce 1s an organization
which studies and f.rmulates views on national issues for the use of its 31
member State chambers of commerce throughout the natfon. As you will note
at the end of the statement, 24 of such chambers have endorsed the statement

‘which represents a virtually unanimous consensus of our Committee. The

fact that some of the member State Chambers have not endorsed the statement
is ptimarlly due to lack of time for its consideration by their policy making
bodles, not disagreement with the views it expresses.

The Faderal Finance Committee of the Counoil is composed of
financial and tax oriented people from numerous business enterprises and the
chambers of commerce. These men are all capable of understanding the
problems of Pederal finance as well as the tax law uln& much of their time 1s
devoted to these subjects. From these men come expressions of deep concern
regarding H.R. 13270, ‘

27



-2

Never has the membership of our Committee seen in a single tax bill
8o much that is in their judgment wrong for our natfon,

The bili would enact the *Tax Reform Act of 1969." The key to each
provision, therefore, is presumably reform, When one thinks of reform the
usual impression s of improvement. The basic definition of the term in
Webster's Dictionary is "the amendment of what 18 defective.” Conceding
that our income tax law contains defects, changes are not justified unless they
are improvements. Our position is simply that too many of the proposals in
H.R. 13270 are not improvements in the true sense and should be rejected.

In our time a new principle has emerged. 1t is that high income
taxation is so vital a consideration of business and individual decisions that
its application must be understood and be predictable. Look at the market for
State and Munlofpal bonds, Look at the confusion surrounding the 7% invest-
ment credit. While Congress can, of course, change the tax law, such
changes must be tempered by what 18 best for the nation as well as by an aware-
ness of and adherence to the rules of the game. This requires a thorough
understanding of how the changes will work. H.R. 13270 certainly fails to
meet these principles.

One needs to reflect on the fact that the objects of the so-called
reforms proposed in H,R. 13270 were passed by Congress over a long period
of time. May I say that they have, by and large, been put' into the law ovér
the years because they were needed. The inordinately high graduated tax rates
applicable as a taxpayer's income increasss have required safety valves in
order to work. Capital formation and investment are imperative in order to
provide jobs so people can work and be productive. But the bill attacks the
very people who provide the capital, If thay. are eliminated, who provides it?
We can guess that only the Federal Government could do it, This is, we hope,
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not what is wanted or expected, not to mention its inadequacy.

Generally speaking, we think that the tax proposals in the House
bill for state and local bond interest, the oil industry, the capital formation
markets, contributions to schools and other institutions, the obvious trend
toward a gross income tax, the attacks on the foreign tax credit, and so on,
all are wrong for the nation and ow economy. Because of a few isolated and
frequently misrepresented cases, the whole nation should not be penalized,

For example, the Supreme Court has vuled that the Pederal government
cannot constitutionally tax interest on state and municipal bonds, No doubt,
this accounts for the indirect ways in which this bill attacks exempt interest.

It 18 worth repeating that recipients of such interest do in effect pay something

to the local governments involved by taking less return on their investment,

Thus the local taxes on others are less, Take capital gains. Some tax

systems do not treat such gains as income at all, for which a good case can

be made. Then there is percentage depletion which repeatedly has been shown
to be in the best interests of our nation quite aside from the fact that depletion

at the ex1sting rates {s thoroughly integrated into the economios of the nation

and industry so that no windfall from it can be identified except for the corisumer.
In the case of the recipients of donated property, great advantage to the nation
and its people has resulted from the donor’s giving up his properiy.

A curfous factor pervades numerous provisions of the House bill,

This 18 the frequant absence of any meaningful revenue effect or gain. With
small, relatively insignificant revenue effect, how can these changes be justi-
fied as against the predictable serious and adverse effects on our economy
that many foresee. ,

The bill passed by the House has a number of retroactive features
which in fairness should be eliminated in any event from the final bill.
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Here are some examples. The increased capital gains tax on individuals
and corporations applying to incremonts in property acoruing before the chahge.
Such increment often is in fact nothing but inflation and does not represent
real growth in value. Inclusion of state and municipal bond interest in the
tax preference provisions is retroactive as to existing bonds. This is also
true of the application of the limit on tax preferences and allocation of deduc-
m&iﬁ%ﬁé&ﬁﬁ'«:ﬁ in donated property, to excess depreciation on real estate,
and so on. Any reduction in depletion rates would inequitably apply to exist-
ing reserves and properties and thus be retroactive. Such new rates, if
enacted, should apply only to reserves or properties discovered hereafter.

Wae urge this Committee to delay its decisions on this bill so as to
provide the time needed for everyone, including Congress, the Administration,
taxpayers and tax specialists, to study the bill and be more nearly certain of
its effects on the economy and the nation's institutions. We would suggest
that at least the balance of this year {s not too much time for this purpose.
Given such added time, much better legislation could be developed. What is
right in fact for the nation should be right as well for political reasons.

Before concluding my oral presentation, on behalf of our Committee
I wish to commend aevgral provisions of the bill which are constructive. They
include a start toward rate reduction for individuals, more realistic rules
regarding moving expenses, a more equitable approach to taxing co-operatives,
accelerated depreciation for pollution control items and improved income aver-
aging.

We appreciats this opportunity to present our views to you. Our
more detailed comments on specific provisions of the bill follow.
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Blas Against Business in H.R, 13270

The estimated impact of H.R. 13270, when fully effective, would
be a net reduction of $7,3 billion on an annual basis for individuals and a
$4.9 billion increase for corporations, This shift in favor of consumption
and against investment could produce serious economic consequences in the
years ahead,

We submitted a statement to the House Ways and Means Committee
in opposition to repeal of the investment credit, and we continue to believe
that the credit should be retained, It helps to offset in part the adverse effect
of inflation on capital recovery and, because of high lut;or costs, it or equiva-
lent relief to corporate tax burdens is needed by American businesses to permit
their competing in foreign markets. If the Congress should decide that repeal
of the credit is desirable, compensatory adjustment should be made in the tax
burden on corporations through adequate reduction in the tax rate or by liberal-~
ized depreciation allowance.

The Treasury has recognized the imbalance between corporate and
individual tax burdens resulting from the House bill. The Secretary recommends
a partial correction of this imbalance by lowering the corporate tax rate one
percentage point in 1971 and an additional point in 1972 while at the same time
reducing the net tax reduction for individuals. We commend the Administration
for this action. But even with these adjustments the relative tax burdén for
corporations would be substantially greater than before the tax reductions of
1964 were enacted, |

Individual income taxes were reduced 20% by the 1964 Revenue Act
while corporation tax liabilities were cut 8%. This smaller reduction in corpor-
ation taxes was justified on the ground that corporations had the additional
benefits of the investment credit and the new depreciation guidelines., Now it

N
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is proposed in H.R. 13270 that the investment credit be repealed at an annual
cost of $2 billion to corporations and that individual income tax rates be
reduced an average of 5% in addition to other significant reductions in individ-
ual tax burdens,

We urge the Finance Committee to weigh with care the economic
consequences of the shift in relative tax burdens between corporations and
individuals that would be effected by enactment of the House bill in its present
form,

Moving Expenses

Liberalization of existing provisions relating to employee moving
expenses as provided in the bill is a step in the right direction. But the
$2,500 overall limit on deduction of {ndirect moving expenses 1s not realistic
when the sale and acquisition of homes are tnvolved and on foreign moves.

In our view the reimbursed costs of employee transfers are in no
sense economic income to the employee and, consequently, should not be sub-
ject to income tax. In recognition of this fact, and because all but the "bare
bones” expense reimbursements are now taxed to the employee, some employers
provide an additional reimbursement to cover the employee's income tax on the
basic reimbursement. Many employers, however, do not and may not be able
to absorb this extra cost of employgo relocations.

We believe it is only fair and proper that all legitimate costs incurred
by new or existing employees in moving to a new job assignment be recognized
in the tax provisions relating to moving expenses. Where the employer reim-~
burses the relocated employee for loss in connection with sale of his home by
reason of the job transfer, the reimbursement should properly be considered as
a capital transaction rather than ordinary income.

We fail to see why a dollar limit should be included in any improvement
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in this area. Limiting the recognition to legitimate or normal ftems should
suffice,
Stock Plans

Existing provisions rela}lnq to these plans provide for taxation of
the stock only when the restrictions upon ttﬁ sale, or other restrictions, expire,
The value of the stock when received by the employae is treated as ordlnary
income and appreciation in value to the time the stock 1s sold is treated as
capital gain, Under the bill a tax is imposed when the employee receives the
stock unless it is subject to substantial risk of forfeiture. In the latter case
a tax at ordinary rates is imposed when the stock becomes nonforfeitable.
Present rules should be continued, but with a requirement that would prohibit
issuance to employees of stock other than stock of the employer corporation
itself or of its subsidiaries, This will ensure an ownership as well as employ-
ment interest of the employee in the employer company and so meet the basic
purpose of the plan,

The Treasury has recommended that the highly complex provisions
in the bill relating to other deferred compensation be deleted pending compl_e-
tion of a current Treasury study of all deferred compensation an'angements'.,
We support this recommendation,

Foreign Tax Credit

Inasmuch as the Treasury plans to submit comprehensive proposals

-~ to Congress relating to the U. 8. taxation of foreign source income, revisions

in existing provisions relating to the foreign tax credit should be deleted from
the bill, The foreign tax credit should be considered in relation to the other
proposals; on taxing foreign source income which wm be submitted by the
Treasury. Any urgency for action on the credit at this time is not apparent. In
any event the provisions of the House bill do not conform to the basic reason
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for the foreign tax credit, which is to avoid double taxation,
Natural Resources

ﬁepleuon allowances have served the nation well as an incentive
for exploration and development of oil, gas, and mineral resources. Because
of depletion, the availability of these resources has been far greater than
would have been tho case without depletion. The greater availability and sup-
ply has been an important defense asset and has held down costs to the con-
sumer. There {s no evidence that the petroloum or other extractive industries
hav}e been earning unreasonable after-tax profits. Instead, their net eamings
on investments are in the same range as that of manufacturing companies
generally. FPor these reasons the reductions in depletion allowances provided
in H.R. 13270 should be deleted. Moreover, the present oil development
incentives of depletion and {ntangible drilling expenses should not be penalized
by the LTP and allocation of deductions provisions. '

Real Estate Deprecigtion

The provisions in the bill revising depreciation of bulldings is an
example of a broad sweep approach in attacking a special problem related to
investments in rental properties. In response to persistent complaints from
the business community about the inadequacy of depreciation allowances,
Congress in the 1954 Revenue Act ubo;auzed depreciation for buildings as well
as for machinery and equipment. Now in order to close the door to use of
these provisions by high income investors in real estate ventures, the House
bill would eliminate the accelerated depreciation provisions of 1954 with
respect to all buildings except new residential housing. If we can accept the
reduction of construction activity that would result, it would seem that the |
objective of the reform in this area could be fully accomplished through the
recapture provisions in the bill which would eliminate capital gain treatment on
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the sale of real estate to the extent of all depreciation claimed in excess of
straight line. In no event should present accelerated depreclauo;\ be denied
to any facilities, owned or leaged, which are used in the trade or business,
Cooperatives

The provisions tightening up on the taxation of cooperatives are an
improvement over present law. However, the pay-out provision requiring
payment in cash on patronage allocations over a 15~year period i3 unduly liberal.

JPollution Control Pacilities

Accelerated e.nortization of pollution control facilities, as provided
in the bill, 1s highly desirable because such facilities do not ordinarily con-
tribute to efficiency of production, The House provision allowing five year
amartization could be improved by permitting election by the taxpayer to write
off the cost in any shorter period. The certification that would be required to
permit rapid amortization should be lim'ted to appropriate State authorities,
rather than both State and Federal, so that certification would be more expeditious
and less cumbersome.

Income Averaging

Changes in present income averaging provisions in the bill are a
significant improvement and simplification. While these new provisions should
be adopted, with possible additional improvement in the Senate, the Treasury
should continue to study the matter with the objective of still further improve-
ment and simplification.

Capital Gains

In our testimony before the House Ways and Means Committee on
April 2, 1969, we urged that no action be taken with respect to capital dalns
taxation that would tend tv impair the savings and capital formation that will be
needed in increasing amounts for job creation and more efficient production in
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the years ahead. We pointed out that special treatment of capital transfers,
as distinct from income, serves several important purposes.

First, the present special treatment of capital gains recognizes the
distinction between capital and income, and it helps to preserve and expand
the former so that the latter can continue to grow. It provides incentives for
savings and investment which are basic to economic growth, and it helps to
channel investment to the best uses of resources by encouraging mobility of
capital. Finally, it is partial recognition that the appreciation in many assets
sold is largely, if not wholly, the result of inflation rather than true increase
in value,

The House bill, however, adversely attacks present treatment of
capital gains {n several provisions. These include ¢limination of the 25%
alternative tax for individuals, extension of the holding period to 12 months
from the present 6 months, inclusion of one-half of net long-term capital gains
as a tax preference item, and increasing the capital gains rate on corporations
from 25% to 30%. The Treasury has recommended that the provisions elimin-
ating the 25% alternative tax and extending the holding period be deleted from
the bill. We certainly concur with this recommendation, But we further
recommend that the corporation capital gains rate be retajned at 25% and that
one-half of capital gains not be included as a tax preference item if Congress
should enact provisions for allocation of deductions.,

The bill would also eliminate capital gains treatment for the employer-
contributed portions of lump-sum distributions from approved pension, profit
sharing, and savings programs. It appears from the Ways and Means Com-
mittee report on H.R. 13270 that an important consideration in the Committee's
action was its understanding that the present provision is of primary benefit to
taxpayers with incomes in excess of $50,000, While we do not agree that this
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is a valid reason for the change, we point out that this i3 a gross misunder~
standing. The fact is that the provisions can and do benefit very large
numbers of employees at modest as well as higher income levels, as testimony
submitted to your Committee by employers clearly indicates.

The House provision would adversely affect all employees who ook
forward to a lump-sum payment upon retlrément. Even though the spacial
S-year averaging provision might provide for an eventual refund, the amount
would be unknown and, in the meantime, the taxpayer would be deprived of the
use of his money, The present capital gains treatment was adopted originally
to provide a fair averaging method which has the advantage of being positive
and lmmdlt;taly known, as well as being fair. The House bill would create
impossible problems for most retirees. For these reasons and because of the
relatively insignificant revenue effect, we urge that the present treatment of
lump-sum distributions be continued.

a L) of on

Two related provisions in the bill--limit on tax preferences and
allocation of deductions--are designed to reduce the tax benefits which are
now available from certain so-called tax preferences, These preferences
include tax-exempt State and local bond interest, one-half of net long-term
capital gains, appreciation in property donated to charity, depreciation claimed
in excess of straight-line depreciation, and farm losses under certain circum-
stances. Both the i.'l‘P and the allocation of deductions are a move toward
taxation of individual gross income and should not be enacted. The allocation
of deductions provision is especially onerous because it discriminates between
taxpayors with the same amount of income.

33-768 O - 60 -- No, 16 -~ 4



Limiting taxation of earned income to a maximum of 50% and the new
individual rate schedules proposed for all income both are commendable,
They move in the direction of lessening the impact of the steep progression of
the deadening present income tax rate schedule. Existing high rates are the
real cause of many of the problems this bill seeks to meet through a maze of
complicated provisions. We suggest that the maximum rate on all lnodme
without distinction ahopld be 50%.

State and Iocal Bonds . 4

Interest on state and local bonds should nbt be subjected to Federal
income tax. The House hill does not provide speoifically for taxing such
interest but it does indirectly by including this interest as a tax preference
item in both the 50% limit on tax preferences and the allocation of deductions
provisions. Thus interest on presently outstanding state and local bonds, as
well as future 1ssues, would be taxed when the taxpayer's tax preference items
including such interest exceed 50% of total income as a result of the LTP.
Purther, when the taxpayer's preference items exceed $10,000, his interest on
state and local bonds will contribute to a loss of deductions under the alloca-
tion of deductions provision,

It 1s obvious that the unprecedented needs of state and local govern~
ments for debt financing will continue to grow ln the years ahead. Even under
the best of circumstances, including the present uqﬁpuqn of bond interest,
ths ﬁnariclnq problems of these governments will be substantial, Clearly, the
provisions of the House bill affecting exempt interest will aggravate their
problems. In addition to the direct adverse impact that these provisions will
have on interest rates of state and local bonds, the fear on the part of investors
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that the éxempuon may be further eroded by future Congressional action
will add to interest costs. The end result can only be maeued taxes at
the state and local levels to cover the higher financing costs.
The Treasury has recommended deletion of state and local bond
interest as a preference item in the LTP provision but supports its inclusion
in the computation for allocation of deductions. We urge its deletion from both.
JRetroactivity
The bill in several instances in effect calls for retroactive application .
of mﬁosed changes. Such retroactivity is objectionable and inequitable,

~ and should be eliminated. Among the major provisions in which retroactive

application is involved are the following: application of increased capital gains
tax on individuals and corporations to appreciation in property accruing before
thie change in tax rate; inclusion of exempt intereat on presently outstanding
bonds in the limit on tax preferences; application of the LTP and allocation of
deductions to prior appreciation in property sold or donated; and application

of reduced depletion rates to existing reserves and properties. No doubt thore
are other significant instances of retroactivity in the bill,

 EEERERE]

(See following page for list of State Chambers of Commerce
which have endorsed this statement.)
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The following State Chamber organizations have expressed basic
agreement wltin Mr, Koch's statement:

Alabama State Chamber of Commerce
Arkansas State Chamber of Commerce
Colorado Association of Commerce & Industry
Connecticut State Chamber of Commercs, Inc.
Delaware State Chamber of Commerce, Inc.
Florida State Chamber of Commerce

Georgla State Chamber of Commerce

Idaho State Chamber of Commerce

Indiana State Chamber of Commerce

Kansas State Chamber of Commerce

Kentucky Chamber of Commerce

Maine State Chamber of Commerce

Montana Chamber of Commerce

New Jersey State Chamber of Commerce
Empire State Chamber of Commerce (New York)
Ohio Chamber of Commerce

Pennsylvania State Chamber of Commerce
East Texas Chamber of Commerce

South Texas Chamber of Commerce .
West Texas Chamber of Commerce '
Virginia State Chamber of Commerce

Waest Virginia Chamber of Cofhmerce
Wisconsin State Chamber of Commerce
Mtchigan State Chamber of Commerce

In endorsing Council statements, such as this one, dealing with
many issues and considerable technical detail, the member State Chambers
reserve the right to take exception in one or more particulars, ’

The Connecticut State Chamber wishes to be recorded on the percentage
depletion question as supporting adequate depletion allowances to assure
essentfal supplies of oil and gas for energy purposes, but without specifying
the appropriate percentage allowances. '

The Delaware State Chamber had not resolved a position on the natural

resources issues discussed in this statement.

AR EE RN
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STATEMENT OF

COMMERCE AND INDUSTRY ASSOCIATION OF NEW YORK, INC.

Concerning H, R, 13270
The Tax Reform Act of 1969

Prepared for Presentation at a Hearing of the
Committee on Finaace
United States Senate
Washington, D.C,

By

Stanley Nitzburg
Tax Counsel

October 2, 1969
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1.

2.

3.

7.
8.
9.
10,
11.
12,

13,

1s.

~ SUMMARY OF PRINCIPAL POINTS

Tax incentives are not "loopholea™ but a proper part of the socially and
economically Justifisble dynamics of a free enterprise system,

Raising corporate taxes and reducing incentives for techuological advance-
nent and new plant construction adds to the competitive burden of United
States business with foreign trade and will eggravate our trade and pay-
ments problem,

Tax relief will be atteined through tax reform. Tax reduction at this
time is an inappropriate response to continued inflation.

Our inequitsble and complex system of taxation requires both refom and
simplicity.

APPROVE §121 restricting business activities of tax-exempt organizations
by subjecting their unrelated business income to tax at ordinary corporate
tax rates.

APPROVE §231 which would liberalize deduction of moving expenses, dbut
DISAPPROVE unreasonable dollar limitation imposed.

DISAPPROVE §301 which would restrict the smount of tax preference income
which an individual could eugp without being subject to tax.

DISAPPROVE §302 whioh requires the allocation of expenses between taxable
income.

APPROVE §311 which would liberalize income lveraging by reducing the qual-
1fying percentage to 120% and by including cepital gains in the computations.

DISAPPROVE §331 which would impose an additional "minimum tax" on deferred
compensation payments.

DISAPFROVE §L01 which would penalize d'mnll business by changing the tax
treatment of multiple corporations. -

APPROVE §412 which limits the application of the election to have an in-
stallment sale.

DISAPFROVE §413 which requires a pro-rata portion of original issue dis-
count to be included in & bondholder's annual income and requires a
corporation to file an information retwrn recording the amount of discount
rearned by each bondholder.

DISAPPROVE §41L which 1imits the deduction paid by a corporation on re~
purchase of its convertible securities.

APPROVE §421 which restates the existing law making stock distributions

taxable where the stockholders not accepting cash or other property receive
@ proportionate corporate iaterest.
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16.

17.

18,

19,

DISAPFROVE §461 which would increase the alternative capital gains rate
for corporations from 25% to 30%,

DISAPFROVE §615 which would eliminate capital gain treatment on total dis-
tributions from qualified plans mede to an employee in one year.

DISAPPROVE §521 which eliminates the use of the double declining balance
and sum of the years digits methods of accelerated depreciation on new
buildings but APFROVE the provision encouraging rehabilitation of low-
income housing.

APPROVE §§801-80L which would afford tax relief to individual- taxpsyers
with a reservetion as to fiscal soundness of enacting such provisions
at this time.

DISAPPROVE 81l provisions of the bill which would have retroactive
application.



Statement of
COMMERCE AND INDUSTRY ASSOCIATION OF NEW YORK, INC.
CONCERNING H.R. 13270
PREPARED FOR PRESENTATION AT A HEARING OF THE COMMITTEE ON FINANCE
UNITED STATES SENATE
WASHINGTON, D. C.
BY STANLEY NITZBURG, TAX COUNSEL
October 2, 1969

Commerce and Industry Association is the largest service chamber of
cammerce in the United States. Its more than 3,500 members represent a true
cross-gection of American business and industry both as to size and nature of
enterprise.

We commend the effort that produced the Tax Reform Act of 1969
(H. R, 13270). Tax reform has been too often neglected, to difficult to face,
and virtually impossible to effect., It should not, however, be attained by sacri-
ficing other equally commendable objectives of goverument or by disavowing basic
principles inherent in our economy.

The 1968 Republican Party plat.form stated the "imperative need for tax
reform and simplification®. The 1968 platform of the Democratic Party promised
the elimination of corporate and individual preferences "that do not serve the
national interest". H. R. 13270 meets neither objective. The ingeniously complex
formulae and interrelated provisions contained in the bill are virtually in-
comprehensible and can only result in taxpayer confusion and administrative
headaches. The restriction and repeal of so-called '"loopholes™ may satisfy
public clamor, wut such action does not take into account the effect on the

national economy.

Incentives Are Not "Loopholes"

The capitalistic system’ we know, has made this country a world leader in
social and economic achievement. It will sustain our continued effort to eliminate
poverty and raise our tuational standard of living. Such a system must allow and

encourage the accumulation, investment and relnvestment of capital. Such a system
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must encourage individual initiative, creativity and work, providing a higher
revard for the greater accomplishment. Our tex laws often encourage and support
some of these activities.

Enforcement of private investment and priﬁte philanthropy is clearly
preferable to expanded govermment activity. Accelerated depreciation, the invest-
ment credit and other tax relief provisions now under attack, actually provide the
impetus for new plants, technological improvement and expanded productivity at re- '
duced cost. This is essential for real growth and is the cornerstone of our
vitality. Such provisions do not constitute "loopholes". They are the safety
valves on high tax costs and a proper part of the socially and economically
Justifiable dynamics of a free enterprise system.

Aggravating Our Trade and Payments Problem

The pending legislation 1s politically expedient rather than economically

sound. Shifting the individual's tax burden to corporations will have a short-
1ived beneficial effect. The prosperity of this nation cannot be fragmented.
Labor cannot prosper unless business prospers, and the prosperity of business 1s
not determined solely by its ability to sell in domestic markets. International
trade must be in balance for true economic growth to take place, and the balance
has been askew.

The primary reason for United States business having less of a share in
world markets is sim;;].y the higher price of our products. Cost increases in the
form of exorbitant wage rises has been a major contributing factor. Contracts with
wage increments of more than 30% over three years are no longer rare and 60% hikes

have been won by building trade unions.

Higher tax costs and inadequate inducements to export are other factors.
Yet this bill raises corporate taxes, reduces incentives for technological advance-
ment and new plant construction and in other respects adds to the competitive bur-

den of business. In doing so the bill iuntensifies the pressure on rising prices.
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Bigher priced United States goods will be less welcore in foreign mare
kets wvhile the domestic market will be mct.od by imports. The aggravated
indbalence of trade will result in a new spate of demands for remedial legislation.
Correotive legislation cannot be effactive so long as the usource of the problem
is ignored, namely, higher costs dve to higher wages and lost tax incentives.

The existing incentives sre inadequate and should be expanded rather
than restricted, This was the conclusion reached in a study published by the
Depac-tment of Cormerce:

*Increasing the investment tax oredit from 7 to perheps 1l per~
cent either for trade-~sensitive industries cr for all iundustries
would provide a poworful added iunceutive to modernize marufeotur-
ing plants and could significantly increase U, S. competiviveness
in international trade both on the import and export sides.- Such
a step, however, would have to be carefully weighed sgainst the
loss of U, S, tax revenue and other econonic considerations, and
might be put forwsard when tax reductiom tecomes possible, If,
however, the U, S. trade balance continues to worsen, the proposal
should be given urgent counsideration."” (U.S. Depariment of
Commerce, "A Five Year Outlook With Recommendations for Action",
April, 1969, p. 76.)

Tax Relief Through Tax Reform Not Tax Redustion

The need for tax relief at both the individual awi corporai:s level is
insppropriately schieved at this time by tax reduction. Tax relief will be
attained by trus tax reform, Reform, however, does wot call for the. repeal of
incentives, I¢ demands the elimination of asbuses and distortions of the in-
tended purpose of existing provisions. It demands reestablishing the statutory
broad tax brse and the consistent application of effective rates. This will in
turn produse tax relief in that tax revemue will be maintained, if not inoreased,
and the tax burden will be properly distributed.

The cage for tax reduction at this time is based on emotionalism. It
1s unquestioned that net income after taxes buys less todsy than it did five
years ago, but this is the result of inflation and not of higher taxes. The
Revenue Acts of 1962 and 1964 reduced tax rates for individuals. Exoept for
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the surcharge, the rates have remained the same and the amount of tax has been a
steble cost in the taxpayer's btudget.

The fandly budget can only be brought baock into balance by the success-.
ful oontinuation of the fight sgainst inflation. This bill attempts to cheok
inflation by extending the surcharge, repealing the investment credit and impos-
ing restriotions on accelerated depreciation. It inconsistently fuels inflation
by contributing new money to the flow of commerce in excess of tl;e amount gener-
ated by all the restraints and so-called reforms combined. Clearly, curtailment
of capital expenditure by business while stimlating consumer speunding can only
result in continued inflation and orisis.

Although Cougress is appropriately responsive to demands of the electorate
for tax reform, it is inappropriate to accept a demand for tax reduction which
ocannot be enacted if we are to have fiscal integrity. Increased spending and
reduced taxes are incompatible and cannot be achieved. If taxes are reduced,
govei'ment spending at present levels cannot be sustained without oreating
another monetary crisis. The Viet Nam confliot still t;kea its toll in human and
financial resources and, even with the surcharge in effect, a balanced budget is
hard to maintain., Federal programs of proven valus have been curtailed because
of insufficient funds. New and innovative programs to cope with long-standing
domestic problems have been shelved because revenue is lacking. This is reality.

Tax reduction is wishful thinking and not today's reality. The people
of this couutry are mature emough to accept in govermen£ the same responsibilities
they accept in their own households, namely, sound budgeting and fiscal integrity.
Borrowing affords only temporary relief before it adds to the buwrden. At the
national level the annual interest expense to carry debt is in excess of $16
billion. It is time to reassert and follow the principle that only one dellar
is to be spent for each dollar earned, rather than burden future generations
with our fiscal follies.
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Tax ty and S oit;

We should seriously question whether there ever can be a truly equitsble
system of texation. It 4s unlikely that historical resesarch will unoover a
prototype tax system which we can adopt or adapt. We might also question whether
there is any ultimate good to be obtained in working toward a theoretically
equitable system if it will be so unwieldy and complicated that, except for the
creative originators, and a handful of skillful practitioners, it will not
be understood. Moreover, an equitable system might not receive the expected
acclaim if work incentives are stultified, if capital imvestment is discouraged,
if persons on a poverty level are required to bear a minimum burden of taxation
in exchange for the privilege nf voting and enjoying the basic benefits of national
govermment, etc. Such a system may, in fact, cause substantial economic disruption
and political unrest.

A more basic question is whose sense of equity is to provide the guide-
line for taxation, The divergence of opinion amomgst just and equitable men as
to what is equitable may never be resolved. Resolution - further complicated by
dynamic changes in economic conditions;

We acknowledge that our present tax system is not equitable. An extra
exemption is afforded a blind person, but not a deaf person, quadruple amputee
or other equally handicapped person. This 1s an accepted part of our tax code,
but 'lacks reason and equity. No one would suggest removing this additional exemp-
tion, yet the revenue strain and administrative difficulty of extending an addi-
tional exemption to all handicapped persons prevents such "reform",

Stockholders are still subjected to double taxation on their investment
return, once as corporate income and again as dividend income. Hardly equitsable,
but a part of our tax law.

We begin, therefore, with an inequitable system of taxation which is
overly camplex, difficult to follow and difficult to enforze. Clearly, there
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&re many improvements which ocan be made to further the sense of fidrness and

further simplicity in administration.

But fairness and simplicity are equally important objectives that
oomplement eaoh' other, Nothing is to be gained by sacrificing one to the
other. The complexities of our tax system are, in part, the progeuy of in-
equity. Simplification and reform are possible when we deal with the cause
rather than the symptom of inequity. H. R. 13270 fails to do this, Its
complexities challenge the intellect of the expert tax practitioner. There
are too few such experts available to help implement these provisions. Tax
paying and tax practice will become more of a challenge than it is now.
Ignoranee and inadvertence will play an increased part in tax avoidance and
further undermine pulilic confidence.

We believe that every individual who has substantial income also has

a responsibility to pay a fair share of tax. In an attempt to reach this
objective, the present bﬂi wreaks havoc with established tax concepts,
basic individual freedoms, the formation of capital and the future growth
of this nation's economy., If the present bill is enacted, we will face a
situation iu which the proverbial forest will be destroyed in an effort to
out down the unpruned growth of 155 trees.

The positions contained in this paper further the objectives of
simplification and greater equity in our tax law. They affirm the tenets
of capitalism and are directed towsrd the continued orderly development of

our national economy.
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APFROVE ﬂa - Tax on Unrelated Busivess Income

The "Clay-Brown® type of transaction is an abuse of the intent of exist~

* ing oode proviesions. Allowing such deals ocontributes nothing to the national

iuterest while it reduces tax revemus. It is this type of tax avoidance which
undermines taxpayer confidence. We approve of the provision requiring an exespt
organization to treat as unrelated business inoome that portion of income which
the indebtedness on aoquired property bears to the tctal valus of the property.

Many tex exempt organizatious receive income from business activities
unrelated to their exempt purpose. Churches, civic leagues, eto. are now per~
mitted to enjoy such business income without paying normal corporate income tax.
This constitutes a distortion of the exemption concept and results in improper
govermment financing of the activities of the exempt organization.

Permitting unrelated business income of exempt organdzations to escape
tax places comparable private business endeavors at a disadvantage. Moreover,
new private business undertakdings are discouraged since they cannot expect to
compete successfully with an established business that operates free of income
tax. The revenue gain from enactment of this provision may be higher than
estimated, since creating a truly competitive situation will increase business
activity. It is equally appropriate to festrict an exempt organmisation from
engaging in business through a controlled subsidiary ocorporation.

Recreation and family entertaimment is an expanded part of our nationsl
living pattern. Clearly a personal expense, it should be paid for with after-
tax dollars. To the extent that certain social clubs have been able to shelter
passive investment incame, they are able to provide facilities with pre-tax
dollars. This is inequitable and we approve of the corrective provision which
would tax such income.

We approve of the new definition of "trade or busivess" which treats

as unrelated business income advertising reveunue in excess of publication
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coats received by an exempt organization. The dompetition for advertising dollars
is intenss. Recently a number of national magasines have d:ls?’ontinned publication l
as a result of inadequate advertising revenue, Neither the advertiser seeldng
exposure, nor the subsoriber reading an ad, considers the tax status of the
publisher as a faotor in the ad's effectiveness. Hence, there is no basis for
giving favored tax treatment to the exempt publication.

APPROVE §211 - Moving Expense '

A high level of national employment is made possible by a mobile labor
force. Mobility 1s also essential for the internal growth of nationwide business.
Although Congress has recognized this in principle, the existing restriotive mov-
ing expense deduction is unrealistic and must be brought up to date.

Facilitating an employee's effort to advance his famlly's standard of
living is in the national interest. In those cases where the move permits a
dependent family to become a wage earning family, the cost of providing government
agsistance is avoided., A family move motivated by higher income results in an
increased tax contribution.

In business today single site operations are as much a thing of the
past as "mom and pop" grocery stores. Corporate employees must endure a mmber
of moves as part of their development. In these situations, where the move is
required by an employer, the employee does not necessarily receive a salary
increment., Even when his salary is increased his unreimbursed moving costs
often will result iu a net financial loss that cannot be deducted from taxable
income. Full reimbursement results in some taxable income and the after-tax
situation will still be a net loss. .

These problems are recognized and partially treated in 5231.' However,
to the extent that the dollar limitations imposed are not commensurate with
actual costs in today's market, the bill falls short of providing the necessary
relief.
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A fadily of four occupying temporary quarters in a metropolitaun area can
easily expect to spend more than $1,000 in a thirty-day pericd. Searching for a
new home can take a few days. Hotel costs plus air fare can easily add another
$600 disbursemsnt. Thers should be no dollar limitation on this provision,

Although delayed ocoupancy of a new residence is considered, no provi-
sion is made for deducting the temporary storage charges which will have to be
paid during this samme period. Temporary storage charges should be included as
a (b)(1)(A) expense which is not subject to limitation. '

The section provides for inclusion in gross income as "compensation for
services" my'rembureed moving expense. Thus, the employer will have wifhhold
those taxes normally taken on wages paid. This will result in an out-of-pocket
cash loss to the employee that will not be replaced until he receives a refund
on filing his annual return, Another problem is presented in a situation where
the employee does not use itemized deductions. In this casge, the deduction would
actually be lost while the amount of reimbursement would remain in income., We
recommend that reimbursed moving expenses, to the extent that they are deductible,
should not be treated as "compensation for. services" and should be omitted frok
gross income. '

DISAPPROVE 2301 - Limdt on Tax Preferences
DISAPPROVE 3302 - Allocation of Deductions

We disapprove of both of these provisions as arbitrary, extremely complex
aud contrary to estsblished principles of tax law. ‘

The bill classifies certain income as tax preference income, namely, tax-
exempt interest on state and local bonds; the deductioﬁ allowed individuals of
one-half of net long-term cepital gains, charitable contributions of property
which has appreciated in value, the allowance of accelerated depreciation on real
estate and the treatment .of farm loss. Section 301 introduces tﬁo new and on-
tirely novel concept of placing an overall limitation on these so-called tax
preferences for individuals. This ovarall limitation is imposed even thougl the
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propriety and extent of safeguards with respect to each "preference" item l;u been
separately dealt with in other parts of the bill. .

The objective of §§301 and 302 is to impose a higher tax on a comparatively
small group of wealthy taxpayers who make extensive uge of existing tax provisions
and thereby pay a relatively small amount of tax. The "preference" items are
st1ll considered sound and, as safeguarded by present and proposed law, will be
available in full to the average taxpayer. Hence, the socially and economically
desirable effects of these provisions are retained while the politically expedient
step is taken of imposing a greater tax on yaalthy peraons. '

creatfing new taxpayer classifications is contrary to the concept of equal
treatment before the law. If an item is deductible, such deduction is new avail-
able to all taxpayers. Allowing deductions and permitting tax incentives to some
taxpayers and not others, proposes a method of tax discrimination which has no
place in our system. As precedent for future legislation, treating taxpayers
differently although the taxable event is the same, marks the accelerated decline
of taxpayer confidence and promises further complexity in our tax law.

Section 302 has a similar limitation provision applying to deductions
and is equally novel in our federal tax system. This provision segregates non-
business gieductions and requires them to be allocated between taxable and tax
preference income. The amount allocated to preference income is disallowed under
a complicated formula. The theory apparently is that one having both taxable in-
come and tax preference income could have paid these expenses proportionately out
of both sources. Hence, it is arbitrarily presumed that he his done so regardless
of any connection betmg income and expenses. We find such presumption to be
unreasonable. . ' ' ‘ ‘

An example of tax distortion resulting from the spplication of this pro-
’vision would be present in a situation where a taxpayer, having some preference
income, realizes a substantial capital gain, i.e., on the sale of his wholly-owned
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busineas, Here the infusion of a large smount of "preference" income will result
in the disallowance of otherwise deductible expenses even though the proceeds from
such long-term gain were not availsble to pay these expenses. This formula attesmpt '

at "reform" will actually produce new inequities which will certainly require fur-

ther "reform".

The most serious and significant oriticiam of §302 is that it will affect
the treatment of deductions that arise out of transactions completed well in ad-
vance of any proposal now embodied in the current legislation. The orderly
planning and predictability of business and 1nveam'ent, which has always been a
part of our tax laws, is uncermoniouqu discarded.

Both provisions create the problem of unintended tax consequences arising
through the application of the formulae. Neither f;)rmuln serves a sufficiently .
useful purpose to justify such result. The bill deals specifically with each of
the "tax preference" items. We sutmit that the tax treatment of preference items
and deductiona‘should be made head-on. The direct handling of tax efenta permits
taxpayers to evaluate the consequences of their transactions.

There should be no overall limitation on any kind of income nor should
there be an overall arbitrary allocation of deductions. The complexity of the
proposed formulae makes an exhaustive analysis of their et:fect impossible. This
alone should be sufficient reason not to enact them.

APFROVE §311 - Income Averaging

We approve this proposed amendment as a step toward equaiity amongst tax-
payers and as a striking demonstration of how tax simplicity is ‘attainable when
the prinm's" problems are faced.

Eliminating the distortion of tax 1iability resu'l"hing from the timing of
income was the primary objective of the existing section. Excluding capital gains
and certain other income from the average was done in order to avoid mmimintion

and because of certain misconceptions. These exclusions, however, resulted in
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complexity and limited use of the provision by taxpayers.

The House Committee Report stated, after discussing the amendments,
"these changes will parmit the elimination of 21 1lines out of the 43 1lines
presently on the income averaging tax return form". This combination of reform
and simplicity is ‘an example of constructive tax legisiation.

Liberalizing the averaging provision encourages taxpayers to take their
income currently and avoids deferral schemes. It advances equit‘;y and furthers
counfidence in our tax system. .

DISAPPROVE §331 - Deferred Compensation

The proposed change in the taxation of deferred compensation introduces

two new formulae: The gpplication of one formula requires extensive recordkeep-
ing and places a burden on the taxpsyer, matching deferred payments to income
years, that can only encourage litigation. The alternative formula arbitrarily
provides that if you aren't willing or able to comply with the recordkeeping
requirement you must pay a higher tax since the deferred payment is related back
to peak income years.

This involved procedure is intended to equate taxation of funded de-
ferred paymeut arrangements with non-funded arrangements on the erroneous p;'emise
that the two are the same. The premise is iﬁcorrect since it assumes that a cor-
porate promise of payment is equivalent to money set aside. The bankruptcy and
reorganization of publicly-held corporations is not a unique occurrence. More-
over, financial misfortune in closely held companies often results in unfilled
compensation promises.

A significant problem in applying the proposed section is the sbsence
of a definition of "deferred compensation". Compensation agreements with execu-
tive personpel often include legitimate provisions for post-employment consulting.
Many contracts are dependent on a post-employment, nou-competition and non-

disclosure of trade secrets provision. These clauses have real value to the
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company and are usually assigned an equivalent dollar amount. To change the tim-
ing of income by relating these negotiated payments back to the year of active
employment is tax distortion and not tax refomm.

We disapprove of this provision as unnecessarily complex, too vague in
application, and inappropriately based on an Znaccurate premise.

DISAPPROVE §li01 - Multiple Corporations

This subject is almost a perennial in the annals of tax reform. Congress
has repeatedly weighed the pros and cous of allowing multiple exemptions %o a
"oontrolled group® of corporations and the present lew reflects this exhaustive
study. No new development in the past five years warrants any change in the
treatment of multiple corporations. Adequate controls are contained in our law
to prevent abuse of existing provisious.

The proposed amendment will offectively restrict the competitive ability
of small business and discourage new business endeavors. For example, if Mr. A
now successfully runs a single unit, take-out food store and forms a new corpora-
tion to operate at another location, he is placed at a competitive disadvantage
in operating at the new location. His competitors will have less tax to pay on
the same income and can maintain a fair return on investment using a lower
selling price. The same result would obtain if Mr. A sought to enter an entirely
unrelated field. ‘

It is unquestioned that important business reasons exist for the operation
of multiple corporations: limiting new venturelcapital to a set amount and pro-
tecting the capital of the oﬂéinal business from exposure to excess losses;
limiting tort liability in the same way; permitting managgrial incentive through
stock participation in the operating unit; rermitting labor and general business
practice to conform easily to local standards. A corporation pursuing sound
business and management objectives, via the multiple corporate route, would be
paying a tax penalty under the proposed amendment. This is true for the smaller
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‘a8 well a3 the larger coutrolled group.

The independent operation of retail oullets, whether part of a regional

or national chain, have as much need for individual corporate status as business

in a muall controlled group. Btoh’ store requires competent menagasent and sppro-
priate inceatives. The ecouomic success of sach store is determined by its looal
competitive position, Onco agaiu there should be tax equality betwsen two som-
petitors selling the smme product in the same area. Changiig the tax "pout",
because of the legalism ¢  ownership, upsets the free market balance and creates
igequity rather than reform.
AFPPROVE mg- Installment Method

The formula contained in existing law to avoid the arbitrary allocation
of installment payments botween return of principal and profit has proved to be
equitable. We disapprove of the way in which the provision has been literally
read and applied to situations that are not trus installment sales.

We support the proposed amendment which restricts the installment provi-
sion to sales in which payments are actually made periodically. The tre;tnout
of a readily marketable ‘debon'om as a cash equivalent accords with generally

" accepted concepts, and should be approved.

DISAPPROVE §l13 - Original Issus Discount on Bonds ete.’

Objection is raised to this proposed change both on the theory advanced

Es lyeli as the practical nppucntioti of the mmendment. fl'hora is no inherert
virtue ia parallel tax treatmeut between individuals and corporations. Attempting
to assert parﬁlelin as an objective that is preferable to maintaining the in-
tegrity of the cash and accrual accounting methods is to embark on & course of
independent special tax rules that contravens existing accounting principles.

The wisdom of further divergence of tax principles from accounting principles is
questionable but totally unnecessary in the absence of a favorable revenue change.
No revenue change is expected from this amendment. -
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" The Report of the Ways and Msans Comittes observed that there is no basis
for maiutaining the current trestment of original issus discount. Overlooked is
the faot that the earned discount Aon the retained bond 1s similer to the spprecis-

‘tion on & capital asset. Until the time of redemption or sale the taxpayer has

nothin( mnore in haad t;han an evidence of debt (ownership 1f it were stock) and no
taxsble event has ooouired to fix the time or smount of income. What is the
equitable tax treatment when the market value of the bond declines more than the
amount of the "ou‘nod".disgount? It can't be paying tax on the latter and having
0o deduction for the former, but that's what would happen under this ameundwent.
The extremely complex nature of the coeputations which will be required
of bondholders, espécially holders other than the original owner, will cause
hardship and result in an unjustified recordkeeping expense. The burdensome -
administrative expense which enforcement would demand is avoided by shiftiug it
to the issuing corporation. This situation provides no justification for saddling
corporations with tho costs of additional recordkeeping and preparing and mailing
thousands of information returns.
DISAPPROVE §L1k - Limitation on Deduction

of Bond Premium Upon Repurchase

The proposod treatment of the premium paid upon repwrchase of a con-
vertible indebtedness does not sufficiently clarify the current situation. It
1imite deductibility to a "normal call premium" on non-convertible bonds except
vwhen the corporation demonstrates that a larger premium was paid as a cost of
borrowing. This allegedly provides the flexibility necessary to take into accourt
market and credit conditions. In effect it provides that unless the corporation
and the Service agree upon the deduction, they can litigate the issue, and this

hardly qualifies as tax reform.

This provision continues the practice of setting a value on the couver-

slon feature of a couvertible debenture which is issued for a price above par

Y
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while denying any value to such feature on a bond issued at par or at a diqcs;aunt.
Since such treatment is not consistent it should not be extended.
APFROVE &21 ~ Stock Dividends

This proposed smendment to the existing provisionn of law. dealing with
stock dividends i1s necessary to carry out the sectiov's intended purpose. It
frustrates the tendency to resort to complex financing and tax maneuvers in an
effort to avoid the existing statutory provision. We spprove of thie -\c-ndnout
and the prinoiple‘ that receiving a proportionately inoreased stook interest in
1lieu of cash is taxable as equivalent to a cash distribution.

DISAPPROVE §L61 - Increase Alternative
Capital Oaius Rate for Corporations

This provision simply raises corporate inccme taxes and has no relation-
ship to anything akin to "reform". As a higher tax levy it is unwarranted and
constitutes an 1ll-conceived method to assist in balancing the politically ex-

- pedient individual rate reductions. '
' The reasoning advanced for this provision is specious. It 1s said that
having proposed an increase in individual capital gains, corporations should be
taxed similarly. It would be equally valid to suggest that corporations be

allowed to include one-half their capital gain in income subject to tax at a LBE -

rate. There are many places in the Code where individuals and corporations are
treated differently and trying to find parity in rates alone is neither equitsble
nor economically realistic.

It is also suggested that capital gains for a corporation is essentially
the same as ordinary busiuness income. This just is not true. The sale by a
manufacturing company of a minority stock interest in another corporation ia. the
sale of a capital asset and bears no relationship to the ordinary income derived

from manufacturing.
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'DISAFPROVE §515 - Total Distribution

From Qualified Pension etc. Flans
The existing treatment of lump-sum distributions from qualifiecd plans

'oncourlgea an employes to take his cspital on retiremesnt and put it into a buei-

ness or other investment situation. . This stimulates the economy and encourages
continued individual productivity.
The proposed change imposes an unnecessary hardship on retirement if

. an election 1s made to take a lump-sum payaent. A more severe result is obtained

vhen the lwmp-sum payment is made &8 a result of involuntary termination of serv-
ice during normal income years. In the latter situation the extra tax burden is

faced from the unenviable position of unemployment. In a case where the termina-

tion ocours after an employee receives rearly a full year's ordinary income, the
amount of tax dus would be substantisl. |

Purthermore, this section will apply to plans covering more than five
million employees most of whom are not high income individuals. The tax return
preparation tasks of these people will be made horrendously complicated. Moreover,
many of them who have kept their savings and employer contributions in such p}ms
to obtain capital galn treatment may, where possible, with&rn from the plans.
This would be an unfortunate, and cartairily an unintended, consequence of this
section.

We believe the present provisicn work; well and carries out long-range
economic objectives. It should be retained. Amending the existing provision
will result in strained planning techniques which, in turn, will evoke demand
for tax reform.

DISAPPROVE §521 - Depreciation of Real Estate
Any alleged abuse in the use of accelerated depreciation should be cor-

rected, but the proposed amendment does not constitute reasonable remedial legia-

lation. It eviserates the ccnstruction industry and in the process creates
unintended hardship for all business.
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The currently allowsble depreciation rates have besen a strong stimulus
for new construction. To the extent that it remains availatle for reo:lden_tial
housing it will continue to spur new building. The proposed restrictions, in
the 1light of current mortgage conditions, would further curtail modernisation of
manufacturing facilities. The laék of ready mortgage money has already forced
business to either postpone new plant construction or provide a greater portion
of the required capital. This setback in modernisation comes at & time when rie-
ing labor costs are squeezing profit margiuns and pressing price ‘l.cvelu.. Only
through modernization has industry managed to compensate for higher unit coste
and hold down price increases. We see no justification for discouraging modern-
ization, which will ocour if business cannot take accelerated depreciation and
retrieve badly uMM iavestment cepital. '

The proposal will also increase the cost of commercial rental space end,
in turn, add to the cost of doing business. The net short-term result of this
provision is inflationary and codtrary to current objectives. We urge that the
status quo be maintained at this time.

APPROVE §§601-80L - Tax Relief Provisions

These four sections of the bill afford tax relief in a variety of. ways
but the relief proposed is actually a tex reduction. As previously stated, we
support the proposed reductions but do not believe that our present inflationary
economy or our mxdéetary problems permit such reductions at this time. If any
priority is to be given to sume of these proposals our attention would focus on
the low-income allowance formula and the maximum rate on earned income. The
former would bring taxable income sbove the poverty level and set a realistic
minimm level for levyirg an income tax. The latter corrects the con;'iecitory
nature of our present graduated system and thus relieves the constant pressure
for tax gimmickry., Both go a long way toward achieving greater equity in our

tax law.
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We urge the enactment of these provisious as soon as such legislation can
be reconciled with our fiscal policy and a balanced budget.

DISAPPROVE OF ALL FROVISIONS
HAVING RETROACTIVE APPLICATION

A number of proposed provisions will apply to investments made and frans-
actions concluded prior to the time that H. R. 13270 was introduced. The tax
effeots considered at the time these transactions were undertaken were reasonably
based on the then existing law. Taxpayers have a right to enter into long-rangs
business and investment plans that offer a caloulated return. Predictability of
action based on existing law 1s one of the basic principles sustaining the
integrity of our system of laws. It is unfair to change the results of irrevoosble
contracts etc. by changing the treatment of existing income or deductions.
Although this s generally recognized, wot all provisions of the present bill limit
their impact to prospective events.

We urge that equity requires all amendments of existing law to be limited
in their application to taxable events and conditions which occur after the date
of enactment.

CONCLUSION

No inference 18 to be drawn from the fact that certain provisions of
H.R. 13270 have not been discussed in the foregoing remarks. The extensive nature
of the proposed changes exceeded our ability to do & complete analysis of the
entire bill., Our etforés were limited to those provisions having the greatest
effect on the majority of our diversified membership.

We trust that this Committee will report & tax reform bill that will
benefit the uationai economy and neither sttempt to provide short-lived advantages
for individual taxpayers nor penalize the business and investment connunity. The
prosperity of our nation cannot be fragmented. We expect legislation that will
preserve a free egterpriae gystem and foster the economic and social development
of this nation for the good of all our citizens.



SU.IIARY STATGZMENT OF TUE ANERICAN LOTEL & IMOTCL ASSOCIATION

BEFORE Il SENATE PINANCE COM'ITTER, U. S. SENATE
ON H. R, 13270

PROPOSED IRCREASE IMN CORPORATE ALTERMATE CAPITAL
TS RATES PO 10 PAPALNT 75 E—

The Pmerican l'otel & :lotel Association contenis that the pro-
posed change under Section 461 of M,R, 13270 should be deleted be-
cause it is grossly unfair, Cornorations having taxable income are
taxed thereon and the same income is taxed again to its stock-
holders as dividends at normal tax rates, It can therefore be seen
that the beneficial owners of a corporation, i.e,, the stockholders,
are taxed twice on the .same income, tthere a cormoration realizes a
capital gain, and pays tax thereon at cornmorate gains rates, such
gain when distributed to stockholders as an ordinary dividend is

taxed again at normal tax rates,

RUTENTION OF ALTEPNATIV': ‘XTHOCS OF DEPRLCIATION
INSECTION 157 OF T INTEPRT TUL CODE

Section 521 of KH."., 13270 nroposes changes in the use of the
accelerated methods of dGerreciation. These nroposed changes are
ohjectionaile for the reason that they are unrealistic,

vthile Seétion 521 of the proposed bill allows use of the 150
wercent declining balance method on new construction of hotel an?
motel pronerties, older nroperties nurchased do not share such
treatment, yet the depreciable factors remain the same, Thare is a
difference, however, between the depreciation on newly constructed
nroperties as comnared with used nroperties purchased, It is a

fact that more depreciation occurs in the case of newly constructed
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properties than in used properties during the earlv years of their
useful lives. This fact hﬁs heen recugnized by the provisions of
Saction 167 of the Code which vernits the 200 percert declining
balance and the sum-of-the-vear diqita nethnda. in the case of newly
constructed prorerties and a maxinum of 150 nercent declining balance
method for used nrorerties, and these nrovisions should re nmalunlained.
R'f'I‘ENTIONI &EAF%% R':‘GARDI?'GZRECAPTURED

oA 4‘7(

Another nart of Section 521 of li.R. 13279 rrovides for a tax at
orGainary rates on any gain realized on the dismosition of denreciable
real oroverty to the extent of the excems of Genreciation claimed on
any accelerated method over the amount of Jdenreciation which would he
allowed comnuted on a straight-line method with respect to denrecia~
tion aynlicable to taxable vears ending after Julv 24, 1969,

iio matter how long a darreciable asset has heen used in tradg
. or business, no consileration is given to the part which inflation
nlays in fixing thec selling »rice of an asset. As a consequence, in-
come tax is ingosed on the increase in value due to inflation, with
the result that the asset disrosed of cannot be rerlaced with an asset
of equal value without borrowing funds to renlace the income tax
naid,

Yhe current law gives some effect to the inflationary asrect of
the economy, It is resnectfully suhnitted that to convert what would

in vhole or in nart be nresently taxed as ca-ital gains into ordinarv



‘v

—

-3 -
income to individuals and taxed to them at theivr -hiqhest surtax
bracket is drastic anl excessively burdensome. Since the beneficial
ovners of corporations, i.e., the stocholders, in effect nay double
taxes, to convert the corporate gain from carital gain status to

ordinary income tax classification is equan]} oftensive,

EEFCCT Off BARNINGS AND PROFITS OF DEPRECINTION

The Association is opnosed to Section 452 of .M, 13270 dealing
with the effact on earnings and orofits of accelerated depreciation
on the basis that it introduced a double standard (l)b for the deter-
nination of taxable net income, ani. (2) for the cosmutation of earn-
ings anu profits, |

It is sulmitted that when devreciation is comvuted in accord-
ance with the provisions of the law,. such depreciation ecuates that
which is nroper, reasunable an? just; otherwise, such .enreciation
mothod should not be allowed in the first instance. If de~recia-
tion is consirered correcct, an: recognized in the tetermination of
net lnco:hé to be taxel, then such Genreciation should he accepted
in computing earnings an’ nrofits,

SLIMINATION OP\ JULTIPLE SUPTAX CORPORATE
A% EXZ PTIONE ANT OTAER DEWEFL

The Agsociation objects to the rrovisions of Section 411 of
H.R, 13270 which would eliminate the nultirle cor-orate surtax
'dmption and other related benefits and auch pbjection is on the
broac basis of inequality.

Section 401 of the Lill discriminates among taxnavers, This
observation is oredica'ted on the fact that two or nore secarate

business activities owned by different interests will nav lass incone
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tax than if the same business were owned by cormon control, It is
clear, therefore, that a penalty is heing imposed on a multiplicity
of business activities which can only ba labeled as reoressive and
discriminatory. There should he no tax penalty imposed upon the
business comaunity in conducting business activities in a multivlice
ity of corrorate forms that'are found essential an? Aesirable in the
ordinary course of husiness. All members of the community should be
given an equal opportunity to conduct their hsiness activities in a
corporate setup found to be desiralle an? competitive without heing
penalized for doing nn hy our tax laws,
UNRELATEDIBUSIHBBS TAX SLCTIONS

Adoitoe
D e, o e —————

tJe are in general agreement with the provisions contained in
Section 121 of H,R. 13270 vhich wpuld extend ti:e "unrelated husiness
income tax® to virtually all exemnt organizations and wnull also
impose a tax on the investment incone of such oroanizations, %Ye
request, howaver, that the bill be amended so as to exclude from
"unrelated trade-or husincss® the activities of a trade show smon-
sored by a business leaque coming under Section 501 (c) (6).

The final I,R.S. regulations reqarding certain activities
of 501(c) (6) organizations, as issued on Deceiber 12, 1967, and
Section 278 (c) of the bill woull seenitto im»lv that a trade show of
a tyne coumon to the hotel/motel in'ustrv represented an “unrelatel
trade or business,” as defined in Section 513, and thrat the qross
income derived therefrom was taxahle As *unrelated husinese income®
as nrovided for in Section 511.

In Rev. Rul, 67-219 and the regulaticns, the I,P,S, takes the

position that income from trade shovws is not unrelated income where
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the exhibits are f~r products or se;.'vices utilized hy the svonsoring
organization's members. Ve respectfullv wish to noint out that if
the I.R.S. approves of trace shows at which individual mmbers of 1
tax-exempt business league dismlay their nroducts to thair potential
customers, than surely the display at an industry trade show by
sunpliers of products used in the industry is within the activities
and purposes of the industry's business league.

It is, therefore, requested that Section 513(a) of the I.R.C.
be amended to exclude from the category of unrelated trade or busi-
ness" the conduct of a trade show s~onsored by a' business leaque

exenpt from tax under S01(c) (6).

69

33-758 O - 69 == No, 16 -- 6



October 2, 1969
STATEUENT OF THE

A TRICAN HOTREL & MOTFL ASSOCIATION
BEFORC TYL
SEVATE PINANCZ COH 'ITTEE
U, 8, SE.ATE
ON 8, N, 13270

I am Arthur J. Packard, President of the Packard liotel Company
and Chairman of the Governmental Affairs mitteé of the American
Hotel & 'otel Association.

The Assoclation is a federation of hctel and motel associations
located in the fifty states, the District of Columhia, Puerto P.ico.
and the Virgin Islands having a membership in excess of 6,800 hotels
and motels containing in excess of 750,000 rentable rooms, The
american lLotel & lotel Association maintains offices at 221 West 57th
Street, tlew York, Ner' York, and at 777 « 1l4th Street, M, ‘1., "ash~
ington, D, C.

I am accompanied by tir, Paul V, tlolfe of the nmational hotel and
motel accounting firm of Harris, Xerr, Forster & f:ompany,' vho will
testify on behalf of the Associ-tion on tax areas imnortant to the
hotel/motel industry which are a nart of these tax reform hearings.

t’t..ttﬁttltﬁ

liy nane is Paul V, tlolfe, a nartner in the national accounting
fim of Harris, Kerr, Forster & Companv, which 1:~ headquartered at

420 Lexington Avenue in "ew York City.
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I am apnearing today on hehalf of the American Hotel & ‘fotel
Association to testify on portions of H.™, 13270 vhich are of
primary interest to thc Associ:ztion,

GENEPAL CO'"/ENTS '{I‘:GARDI!!G 'IOTELS AMD !MOTELS

In considering the comments I am goinq to make regarding the
taxation of capital gains and accelerated depnreciation, I feel it
is important to have in mind that hotels and motels are required
to invest very substantial sums in land, structures and eauinment
and they actually operate a husiness. They are not passive invest-
ors. In addition, thay emnlov vast nunbers of unskilled and semi~
skilled helvo consisting of maids, bellboys, waiters, maintenance
personnel and gimilar service emnloyees., Hotels and motels, besides
being a very important segment of our social and husiness community,
piey a very important role as host to foreiin travelers in our
country. This role of host to foreign travelers vill he sterped un
very substantially in the near future bv reason of tﬁe fact that
there is on the horizon mass inter-continental transnortation due to
the construction of larger jet planes. In view of this observation
it can be expected that hotels anl motels shoul he encouraged to
fulfiii their destined role as a contributor to the improvement of
our balance of payments program.

PROPOSED INCPYASE ilvl CCRPORATE ALTRRNATE CAPITAL
“VATLS P 0 TSENT 25% TO .

" \s o A Al Al
—

The American l'otel & 'lotel Association contends that the oroe
posed change under Section 461 of H,R, 13270 is grossly unfair to
corporations. It must be borne in mind that cornorations having
taxable income are taxec thereon and that t-e same income is taxted

again to its stocholders as dividends at normal tax rates. It can
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therefore be seen that the beneficial owrers of a corporation, i.e.,
the stockholders, are taxed twice on the sawe income, Wheras a
corporation realizes a capital gatin, and nays tax thereon at corpore
ate gains rates, such gain when distribated to stoc*holders as an
ordinary Jividend is taxed agnin at normal tax rates.

One of the reasons given for thn increase in the alternate cap-
ital gqins rates from 25 percent to 30 nercent is the alternate car~
ital gains tax for individuals is teing eliminated. It is submitted
that tlLe alternate canital gains rate on individuals and cornorations
are not apposite since as nointed out above cornorate canital gains
are taxed twice whereas individual canital gains arz taxed once,

By reason of the foregoing analysis, it is felt that the
changes in the cornorate alternate canital qgains tax nronosed in
Saction 461 should be eliminated, and that the nresent tax orovi-
sions of our Code dealing with alternate cornorate canital gains
rates should he retained,

RETENTION OF ALTERNATIVE “""THONS OF DiPRICIATION
PROVIDZD IR SECTION 187 OF TH: TEPTAL WEVTWE CODE

Section 521 of H.R. 13270 nronoses chanqges in the use of th=

accelerated nethods of deoreciation. These nronored changes are
consilered by the American iotel & ‘otel RAssociation tn be objec-
tionable for the reason th~t they are unrealistic and unfair. With
respect to proposed changes in the use of thco 200 nercent declining
balance and sw:-of-the-vears digits method ontained in Section 167
of the I.R.C., it is desired to highlight the observation that these

methods are economically sound an” factvally realistic.
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The purpose of depreciation is to allow a taxnaysr to recouo
its tax basis over its economic useful life. It is a fact that an
asnet depreciates more in the earlier vears of its useful 1life and
less in later years. Penairs are less in the earlier vears of the
life of an asset and increasc at an accelerated rate as the asset
gets older. Accelerated depreciation, therefore, givaes effect to
physical realities an' results in ecualizing charges aqainst income
over the useful life of a deprreciable asset. This result is accom-
plished by a larger write-off for depreciation with small remair in-
cicdents in earlier years and larger repairs ani smaller depreciation
as useful life orogresses,

While Section 521 of the rroposed bill allows use of the 159
»ercent declining balance method on new construction of hotel and
motel properties, older nroperties nurchased do not share such treat-
nent, yet the denreciahble factors remain the sane, Therc is a dif-
ference, however, hetween the denreciation on newlv constructe?l
ororverties as counared with used pronerties rurchased, It is a
fact that more denreciztion occurr in the case of newlv constructed
properties than in used rroperties during the early vears of their
useful lives. This fact has been recoqrnized hy the nrovisions of
Section 167 of the Cocde vhich nermits the use of the 200 nercent Jde-
clining balance and the sun-of-the-vears ?igits —ethod in the case
of newly constructed pronerties and a maximum of 150 nercent de-
clining balance method for ured properties. :

Factually, it would be unjust and improper to cut down the
present vermissible rates on newly constructed hotel and motel pron-

erties from the 200 percent declining balance method or the sum-of-
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the-years digits method to the 150 nercent Jdeclining balance method
and to also cut down the present rate of denreciation on used nroo=-
erties from the 150 nercent declining halance method to thr straight-
line method, The changes nroposed in the pormissikle use of accel-
erated methods of erreciation would be commletely at variance with
the true loss of economic value in thé‘form of depreciation in con-
puting taxable net income.

The retention of the present allowable 200 nercen: declining
balance and the sum-of-the~years dtqits'm;thod .enablos bhusiness or-
ganizations to renay their loans quicler, therehy reducing interest
expense. In addition, th» presently alloved accelerated methods
help hotel and motel industries to cope to some extent with infla~-
tionary costs. This is accompanied by an earlier largexr cash throw-
off being pavdable through the use of such methods.

In view of the foregoing, it is requested that Section 167 of
the Internal Revenue Code be left unrevised,

RETENTION OF PRESEMT RULES PLAARDING RYCAPTURED

TATION g D 1 SLATION 1250 OF TH.

T T INTERPEL RUTaOE Con -
Another par£ of Section 521 cof R.R, 13270 nrovides for a tax

at ordinary rates on any gain realized on the disrosition of denre-
ciable real nroperty ¢o ths extent of the excess of depreciaﬁion
claimed on any acceleorated method over the amount of lenreciation
vhich would he allowed comnuted on a straight-line methor! with re-
snect to depreciation anplicahle to taxable years after July Zé,
1269, ‘

The American Hotel & ‘lotel Associstion is firm in its opinion,

undger our nresent inflated economy, that any qain realized on the

.
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disposition of hotal and rotel properties should not be taxad at ail,
but feels that if a tax must he imnosed, the tax nrovision of the
present law should be retained and anplied.

On the sale or taxable exchange of deptecirbf;'assets, nain or
loss is computed on the difference between a'ljusted tax cost ancd the
sales price. Adjusted tax cost is original cost less de~reciation
allowed or allowable. Ho matter hov long a depréciable anget has
been used in trade or business, no consi’eration is given to the nart
which inflation plays in fixing the selling nrice of an asset. As
a consequenrce, income tax is imnosed on the increase in value due to
inflation, with the result that the asset <isnosed of cannot he re~
placed with an asset of equal value without borrowing funds to re-
place the income tax paid. | .

The current law gives effect to the inflationarv asnect com-
mented upon by giving some relief at ca-~ital gains rates on the gain
realized on the sale of depreciable real estate held over 20 months
on declining rates with full ca~ital gains tax on nrofits derived
from the sala of such assets hell nore th-n 10 vears.

It is respectfully submitted that to convert what wnuld in whole
or in part be presently taxed at ca~ital gains rates into ordinary
income to indivicuals and taxed'to them at their higqhest surtax
kracket is drastic and excessively hurdensome. fince the bene-
ficial owners of corporations, i.,e., the stockholders, in effect nav
double taxes, to convert the cornorate gain from canital gain status
to ordinary income tax classification is enualiy offansive,

In view of the foregoing, it is recommended that the vresent
provisions of Section 1250 of the I.R.C, be retaine? as nresently

constituted,
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EFPECT OH EARNINGS AND PROFI’S
OF DEPPECIATION

The Association is opposed to Section 452 of NI,R, 13270 dealing
with the effect on earnings and nrofits of accelerated depreciation
on the bhasis that it introduces a double standard (1) for the deter-
mination of taxable net income, an (2) for the computation of carn-
ings and profits,

It is submitted that when depreciation is comnuted in accord-
ance with the nrovisions of the law, such depreciation equates that
which is proper, reasonahle and just; otherwise,, such ‘deoreciation
nmethod should not be allowed in the first instance. If denreciation’
is considered correct, gnd recognized in the determination of net
income to be taxed, then such Cepreciation should be accenters in
computing earnings and nrofits, Por the reasons stated, it ie urged
that Section 452 of the pronosed hill he deleted.

ELINIVATION OF "‘ULTIPLE CORPOPATFR. SURTAX
- BTYONE AND OTHEL s R

At .5 (20 T
—

The Association desires to exrress its obiection to the pro-
visions of Section 401 of H,R. 13270 which would eliminate the mul-
tirle corporate surtax exemntion and othcr related henefits an? such
objection is on the broad basis of inequality,

Presently, in order to ohtain a multinle surtax exemntion, an
election must he made by each member of a controlled grour of corn-
orations, As a consequence of this elaction, each corroration in
the controlled group is required to nay an added 6 percent tax on
the first $25,000 of their taxable nét income nursuant to Section

15€2 of the Internal Revenue Code, This privilege carries with it
other concomitant benefits which are nronosed to be eliminated to=-

gether with the multinle surtax exemption under the nronosed bill,

"
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It is submitted that Section 401 of the bill discriminates
among taxnayers, This observation is predicated on the fact that
two or more senarate business activities owned by different interests
will pay less income tax than if the same business were ownel hv
common control, It is clear, therefore, that a penaltv is heing
imposed on a nultipucitf of business activities which can only be
labeled as renressive and cdiscriminatory.. There should be no tax
nenalty imposed unon the business community in conducting business
activities in a multiplicity of cornorate forns that are found es-
sential and desirable in the ordinarv course of business. All mem=~
bers of tho cormunity should be given an equal orportunity to con-
duct their business activities in a cornorate setun found to be
desirable and competitive without being penalized for doing so by
our tax laws. The rrovisions of Section 401 would have that effect.
All members of thc business cormunity should be given an onnortun.itv
to expand and diversify their business activities without being
" hampered by penalty taxation. .

ULRTLATED DUSINESS TAY S)CTIOMS 511 Ah 513 or T¥® I,R,C,

Ve are in general agreenent with th: nrovisions contained in
Section 121 of li,R. 13270 vhich wouls extend th» “unrelated husiness
income tax" to virtuallv 211 exernt organizations and wnuld also
imose a tax on the investunent incone of suc!: organizations., e
request, however, that the bill be arended so as to exclude from
"uarelated trade or business"™ the activities of a trade shov snon-
sored by a Section 501(c) (6) organizations.

{a) Section 511 of the I.R.C. should be extended to cover

Section 591(c) (4), 501(c)(7), and S01(c)(8) organizations,
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. The Association has been constantly alerted by its members to
the "business" activities of various organizations which have been
granted tax-exempt status. This is esnecially true of organizations
vhich come under Sections 501(a) and 501(c) of the Code, Fvidence
of such activity is most often in the form of either oublic invi-
tations frow the organizations or publishe: inforration of the ac-
tivities after they have occurred.

It has been our regular practice to forwar? evidence of such
*business® activity to the I.R.8, To date we have seen little cur-
tailment of the activities which form the basis of our objections.

If anything, the volume of 'businans"by such organizations arnear
to be on the increcase, ‘

lHoast often this activity-=vhich we nrefer to term "unfair compe-
tition"-=consists of solicitations on heh$1£ of tax;exempt organiza~
tions fcr the business of the geaeral nublic. Organi~ations which
have been granted a tax exemntion unﬂer_sections s0l(c) (4), (7) and
(8) omenly seek an:' obtain business which would otherwise be avail-
able to tax-paying hotels and motels, 'ore snecifically, civic,
organizations, social an: recrgation clukg, an? fraternal %“eneficiary
societies "open their doors to the public® in the solicitations of
lodging and food service husiness,

Unaer the provisions of the Code and t“e regulations thereto,
Section 501(c) (4), civic organizations, must he neither organized nor
onerated for profit; Section 501(c)f7), social and recreation clubc,
must be organized and operated exclusively for nleasure, recreation
and other non-profitable purposes and must not nale their facilities

available to the nutlicsy and Section 501(c) (), fraternal heneficiary

79



- 10 ~
societies, must he oneratad in furtherance of their fraternal nur-
poses and may not engage in business activities of a kind carried on
with nonmembers for a profiit. '

In 1964 the I.R.S8. issued Revenue Procedure 64~-36 regarding cer-
tain activities of Section 501(c) (7), social and recreation clurs,

In thegse so-called "guidelines" the Service stated that advertising
or other solicitations for husiness by such organizations would be
prima facie evidence that such a club is engaging in business and is
not being operated exclusively "for nleasure, recreation an? other
non-profitable puznoses,® This portion of the guidelines merely
reiterated past I.R.8. regulations, _

The guidelines further stated that a 501(c)(7) organiiations
would he allowed annual gross receints from business activities of
$2500 or less without jeopardizing its exemntion. ‘there such re-
ceints exceeded $2500, they must have heen 5 nercent or more of the
organization's total receipts before tax-exe ot status would be
jeopardized, 'rpe guideline further noted that member sponsorshi» ar-
rangements would not circumvent the grosa‘receint limitation. If the
organization's iiembers constituted less than 75 nercent of the total
number of persons utilizing the organization's facilities on a par-
ticular occasion, all of the receints received thorefrom tvrould be
considered nonmember receints unless the organization can nronerly
apnortion such receirts betveen members and nonmembers,

Revenue Procedure 64-36 anpears on the surface to be a recogni-
tion by the 1I.R.S8, that 501(c)(?) organizations do, in fact, often
extend their activities to those who are outside their membershin
and their guests, /e submit that levenue Procedure 64-36 hﬁs not
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deterred such activities which are in addition to a cluh's nurpose
and are, therefore, unrélated and should be taxed as such.

Za view of the similarity in hnth the manner in which tax-exeript
status is gfanted to 501(c) (4) an? soi(c)(a) organizations and the
methods cmployed by such organizations in soliciting business from
the general public, we request that the nrovisionQ of Section 511 of
the Code be likewise oextended to these organizations.

By complying with the request to have 501(c) (4), 501(c)(7) and
501 (c) (8) orcanizations covered bv Saction 511 of the Code, such or-
ganizaticns will he contrihuting a nroner share to the revenue from
the profits realized on activities t@at are foreian to nurposes for
which they were formed.

{b). Section 513(a) of the .R.C, should he ancnfed to exclude
from Unrelated Irade or Business the Activities of 4 Tzade

Show Sponsorad by Section 501(c) (6) Organizationa.
The £inal I.R.8. regulations regarding certain activities of

501(c) (6) oraanizations, as issued on Decemher 12, 1967, imnlied that
a trade show of a type comion to the hotel/motel industry represented
an "unrelated trade or business,” as defined in Sectinn 513, an? that
the gross income derived therefrom was taxable as “unrelated husi=
ness income" as rrovided for in Section 511,

Wumerous regional, state or city “otel an' motel associatione
sponsor a trade show no more than once a year, Snace is assigne? to
vartous exhibitors desirous of participating, for which they nay a ‘
consideration, There are nurerous exhibitors at the show vhose
nroducts are normally used in hotel and motel onerations, = Some ex-

hibitors may sell their nroducts or services at traie shouws whercas
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others merely cisplay or advertige their wares. No hotels or motels
participate in these trade shows ag exhibitors, ‘

tiormally, these trade shows are held at the time of the vear
when there is an annual meeting of the menmbershin, i.e,, when the
members gather to discuss the affairs of the asmociation, lay out
future nrograms of the association, have quest lecturers on subjecté
of hotel/mctel interest and businesﬁ nromotion, an1 elect officers.
In short, at the annual meetings, thrre are many nyngrams nresented‘
revresenting a common interest to the members of the association, fn
viaw of the fact that the members neet annuallv, it is felt a most
aprrorriate time to infuse into such maetings a nroaqram of education
for the nembersnin, as well as to call to their attention the devel-
obments in various fields relating to the nroducts which they use in
the conduct of their hotel or nmotel business; herce, the trade zho'r,

It can, therefore, !'e seen that these trade shows are an es-
sential and integral nart of the nurpose for vhich the state and city
associations have been formed. Tarough the trarie shows the overall
economv of a2 multitude of different tynes of husinesses are ranre-
sented and in this regard there is no isclated interest in one rar-
ticular industry, hut a wicle divergency of industrv activity and
services. Tirough the means of such trade shows the menhershin of
the varinus stat2 or citv hotel and motel associations are *ent
abreast of the imnrovements in various induqtries'yhat are egsential
to their operations and an integral »art of ouvr national economy,

At such trade shows the pu*lic is generallv not adnitted, and
it is only in an exceotional case, where there is scme relationshiv

to a hotel or motel activity, that a memer of the general nublic mav
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be adnitted. The memhershin of the hotel or motel asaqciation that
sponsors the trade show normally pay a reéigt:ation fee to attend the
annual meeting and its auxiliary activities including the trade show.

It is submitted that the téteqoinn descrited activities fall di-
rectly within those nermitted a trade association which is exem%t from
income tax per Section 501(c) (6). Such a trade show is clearly not
the conduct of an "unrelated trade or businessa® within the meaning of
Section 5)3. The receipts from such an activity should be clearly
exemnt from the tax on "unrelated husiness income® imnosed hy Section
511,

In ¥%ev. Rul, 67-2i9 and the requlation:, the I,R,8, takes the
nosition that income from trade shows is not unrclated incone vhere
the exliibits are for »roducts or services utilized hy the snonsoring
orgaunjzation's menhers. Ve resnectfullv wish to noint out that if '
the 1.R.S. annroves of trade sho'rs at wrich individual nembers of a
tax-exenpt business leaque disnlay their rroducts to their notential
customers, then surely the disrlav at an incustrv trade show hy sun-
nliers of nroducts used in the industry is within the activities and
purrroses of the induatrv's business leaque,

Trace shows sronsored by Seciion 50l1(c) (6) organizations for the
surnose of enabling their members to kece.. un with current nroduct and
service developuent all toﬁard making more efficient and orofitabhle
the menher's business activities is one of the universal purposes of
Section 501(c) (6) organizations. In view of this fact, all trad:
shov activities so sponsored and conducted should he clnssified as
related to the purnoses and objectives of such organizationz and any

income reoalized from such tra‘‘e shows.se classified.
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It is, therefore, recuested that Section 513(a) of the I,P,C.
be amended to exclude from the categorv of "unrelafed trade or busi-
ness® the conduct of a trade shor sponsored by a business leaque ex-

empt from tax under 501(c)(6).
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STATEMENT OF CARL A. BECK

for the
NATIONAL SMALL BUSINESS ASSOCIATION
before the
SENATE FINANCE COMMITTEE

on the
TAX REFORM BILL (H.R. 13270)
Octobar 2, 1969

Summary

The concept of a "normal® corporation income tax on profits of $26,000 goes
back to the "Thirties.* Since that time the dollar has lost almost 75% of
its value. Today's technology requires proportionately larger investments
by small business in plant and equipment. We believe tax equity demands
that the “normal” corporate tax be applied to the first $100,000 of corpor-
ate taxable income because of (1) the depreciation of the value of money and
(2) the added capital requirements of small business. The fiscal effect of
increasing the level of surtax exemption from $25,000 to $100,000 is almost
exactly equal to lowering the tax rate 2% on the first $1 million dollars of
corporate profits. .

Sec. 452 of H.R, 13270 restricting the use of accelevated depreciation by all
corporations unduly penalizes the smaller firm. In the case of small busi-
ness, investments are sporadic and any single purchase of equipment 1s a large
percentage of the total capital invested in the business. In the case of large
corporations the effect of Sec. 452 would be relatively minuscule compared with
the smller corporation. Rapid deprectation more nearly reflects the actual --
and true -- rate of depreciation of plant and machinery. Accelerated depreci-
ation is vital to smll business in that it allows the entrepreneur a return
:f ca:::al to be reinvested thus permitting the smaller business to expand and
esp modern. .

Meaningful tax reform with respect to cooperatives is presented in S. 2646
(Ribfcoff) as 1t places the co-ops on the same tax basis as other business en- -
terprizes, making them fully taxable on the profits which they earn. We sup-
port the provisfons of S. 2646 with respect to cooperatives, and urge their
substitution for Sec. 531 of H.R. 13270.

We support, in principle, the provisions of Sec. 121 of H.R. 13270 relating
to the business fncome of now tax-exempt organizations. Income derived by
such organizations from commercial transactions in direct competition with
taxpaying business should not be tax exempt.

Our proposals strengthen fiscal soundness of our natfon -- a basic objective

of National Small Business Association -- by encouraging a sound long-range
build-up of a vital productive sector of our economy.
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STATEMENT OF CARL A. BECK
for the
NATIONAL SMALL BUSINESS ASSOCIATION
before the
SENATE FINANCE COMMITTEE
on the
TAX REFORM BILL (H.R. 13270)
October 2, 1969

W, Chatrman and Members of the Committae:

My name 1s Carl A, Beck, I appear as Chairman of the Board o&' Trustees of

National Smal) Business Association. [ am President of the Charles Beck Machine

Corporation, King of Prussia, Pa,

1. We urge that the corporute surtax exemption be incressed
f 100,000.

2. e recommend that Section 452 be amended to permit the use

1 n_by small and 1zed busin .
3. We endorse the provisions of S. 2646 (Ribicoff) with respect
cooperatives, and urge their substitution for Sec. 531 of

.R. 13270, ‘
4. We support, in principle, the provisions of H.R. 13270 re-

Tating to taxation of the business income of ‘now tax-exempt
organizatiens.



.2.

1. SMALL BUSINESS COMMUNITY
IS BEING OVERLY PENALIZED
IN PROPOSED TAX REVISICN

Orpore reax EXOME N TIN ‘d :

increased Trom 35,000 to 3100,U
Secretary of the Treasury Kennedy in his statement of September 4, 1969

to the Committee pointed out that H 2, 12270 1s “weighted in favor of consumption

to the potential detriment of the nation's productive investment.” To h!s state-

ment we would add that the detriment to the nation's productive investment would

be concentrated to a large degree in the small business sector. The cumlative

A'

effect of monetary and fiscal controls with assocfated high interest rates, loss
of the 7% investment credit, the proposed 2% increase in corporate tax rates,
and the current 10X surcharge on tax rates, will be to restrict substantially in-
vestments by small business in new plant and equipment.

The competitive position of small manufacturing, wholesale and retail es-
tablishments yis-a-vis their big business counterparts will be adversely affected.
In order to remain competitive with big business 1n this period of rapidly ad-
vancing technology, small business needs to modernize plant and equipment to keep
pace with the giants. Incentives to investment are there - but small business
"um find the capital for investment efther through moneys withheld in the form
of profits or by borrowing. I do not think 1t is necessary to tell the Commit-
tee that, for all practical purposes, the credit now available to sma)l business
1s both too 11ttle and too expensive. Sources of fuMs-for smll busims expan-
sion, except for monsy generated by the business 1tself, have jJust about dried
up. SBA funds except for disaster loans and l&lns to minority businesses are
practically non-existant at the present time. Bank loan; at under 10% are al)
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but impossible and for obvious reasons preference fs given to the large borrower.

Equity financing by floating stock or bond fssues in the current depressed
market is not attractive because of the high premium which the sm) corporation
must pay in brokerage fees, legal fees, high interest and 1ow stock prices.

What is left? Reinvestment of che profits from the business.

We belfeve that as a matter of tax equity and long-range socia) and eco-
nomic policy, this Committee must make an adjustment to the proposed Tax Reform
Act to make it possible for small business to generate sufficient capital from
incoms to be able to continue to make investments in new plant and equipment.
"Free enterprise” in this time of economic readjustment must not be made to ab-
sord disproportionately the government-imposed disincentives to economic growth,
efficiency and modernization. We would prefer, obviously, that the 7% invest-
ment credit be retained up to say $50,000 per year, but singp the Administra-
tion is determined: that the fnvestment credit be sacrificed, we most urgently
*+ recommend to the Committes that relief in the form of an adjustment to the
corporate surtax structure be adopted.

The concept of giving small business preferential treatment by pomitting
1t to retain a larger proportion of its income to be reinvested for growth is
not new. The concept of a “normal” corporation income tax on profits of $25,000
or less with a surﬁx on corporate profits of over $25,000 goes back to the
*Thirties*. Since that time the dollar has Yost almost 75% of its value. In
addition today's- tachnology requires proportionately larger investments by small
business 1n plant and equipment.

Therefore, the depréciation of the value of money plus the added capital
requirements of small business, argur that the surtax should not apply unti}

89
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the $100,000 Yeve) 1s reached,

We beliave that in the 1ight of the current surcharge of 10% and the re-
peal of the investment credit, tax equity demands that the smal) corporation be
given soms additional tax advantages. We recosmend that the “normal® corporate
tax be cpp'md to the first $100,000 of corporate taxable income in 1ieu of re-
structuring the corporate surﬁg cumﬁtly in the aw. ‘

fiscal off fhcreastng the Yevel of sur .
to $100 1s almost-expetly equal.
lower r fivst.-1-mi}Hon-dolla
orporate s n. first : nt would:
1o {mte]
5% = in_the latter cete- ny would
lose $20 1 mi)14on = $4 .

From the standpoint of the small business community, we believe it is 1n‘
the national interest to have an additional $20,000 become available for invest- -
ment to each corponiion making less than $100,000 in profits rather than -

‘ having 1t available to the corporation making 4 mil1ion. - Corporations with
incomes n excess of $1 wi1lion, from the standpoint of tax equity, should not
be given under the Tax Reform B111 a tax position preferable to that which tMy
currently enjoy. Disincentives to investment and expansion should fall most
heavily on those corporations best able to absordb them. Incentives to invest-
ment and expansfon should be given to those corporations most needful of them,
and this would be accomplished by increasing the leval of surtax exemption from
$26,000 to $100,000.



In addition to the possibl. loss of the 1nv¢smnt tax credit and the
continuation of the tax surcharge, additional MrdsMps on the small business
comunity would be created by enactment .of H.R. 13270 in {ts present fonn. ‘

The effect of Sec. 452 of the Tax Reform B111 restricting the use of ac-
celerated depreciation by m corporations uould be to uvcnly ptnmzc the
logical and legitimte objoct1vcg of 1nvutor~mr; of sn‘ll business corpora-
tions to grow and kup ndorn éhrough reinvestment of oqum cqpitul. ‘

In_the ca ,s_g of small ggg ;g,invg ggg are sgggdig ,

and any single gg chase of equipment is a hrn percentage
of the total capital invested in tlpg g‘ ness. The "re-

turn of capital” in excess of umings and profits in

essence makes more of the small entrepreneur's capital in-

ves tment avmnbu for nimosgﬁnt in his company. This

provides a source of self-generated growth capital for

small businu:. which othmnu umt seek to obtain ihe

capital from some othcr source, or do without 1t.

In the case of large corporations.there is constant long-raige investment

of new capital and the effect of Sec. 452 of the Bi11 would be relitively minus-
cule compared with the effect on the smaller gorpgrat!on. The aviraging of de-

preciation rates by the large corporitfon resuits in iono-uv'.n depreciation
which 1s not substantially different than straight-1ine depreciation. Momvir.
there will be the transitional effect of adjustment of accelerated depreciation
to straight-1ine depreciation.
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Repid depreciation methods were adopted originally in the fnterest of
the sma1l business man to permit quick recoupment of capital for refnvestment,
hecause accelerated depreciation methods more nearly reflect the actual -
that is, the true -~ rate of depreciation of plant and machinery. To keep
growing and to keep competitive, the small business rate of reinvestment
should at Teast reflect, or exceed, the true rate of depreciation of plant and

v
machinery.
Congress and Internal Revenue need to be reminded continuously that no
one has ever suggested that more than 100% of the value of an fnvestment should -

be depreciable. To the extent that rapid deprectation rates are offset against
profits and income in early years the "piper™ must be patd in later years, -
unless, in fact profits and income umnu'd by substantially-deprecfated
" assets decline in proportion to the depreciation taken. ' In the latter case no
one can really complain, In the former case the government ultimately collects
its pound of flesh in the shape of an increased taxable income base,

Now we have no great argument that large corporations, real estate in-
vestmant trusts, and certain other business ventures may be able to convert
some ordinary income 1nto lon'g-mi'n capital gains by use of accelerated depre-
clation, and that such income may not as “return of capital® normally find its
way into capital refnvestment. However, we feel 'thc_t the tax equity in such
situations is being achieved and is better achieved through recapture provisions.
(such as those now.contatned in IRC Sections 1245 and 1250) than by the shot-gun
approach of -the Tax Reform B111, The shot-gun appreach destrays the valid ob-
Joctives of accelerated depreciation as-a device to permit timely modernization v
and replacement of capital assets by growing businesses.
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I1. ORGANIZATIONS COMPETING WITH PRIVATE ENTERPRISE
IN THE MARKET PLACE SHOULD BE SUBJECT 70 THE
SAME TAXES AS PRIVATE ENTERPRISE.

T

The earnings ‘of tax-sheltered businesses are indistinguishable in priqciplo

from the earnings of in ordinary tax-paying corpontion.‘ The earnings are de-
rived from precisely the same activities, and with precisely the im profit mo-
tives, :

When government brovida tax shelters for the profits of thcin oxempt or-
ganizations, the government {is fostmhg and supporting unfair competition
against the tax-paying business firm. . ,

It i; not fair to parmit the tax-exempt organization to run in the same
competitive race with private enterprise, yet require private enterprise to drag
a ball and chatn.

" The f . -than-
their own ¢n such an yneven race attepts to the strength of

rivate enterprise system. - Bus:how -priv r-
1s 1 tve up-beceuse of -the-unfair
ditions under which s foroed o

Section 121 of H.R. 13270 13 a constructive step because: 1t strengthens

p'rmu enterprise, the economic foundation of this mtion.

B. Jaxing Profits of.Co-opy
Meaningful tax reform with respect to cooperatives is presented in S. 2646
(introduced by Senator Ribicoff). It puts the co-op on unimn tax basis as
other business enterprises, making the co-op ﬂmy taxable on the profits which

t

93



R

ﬂ:lnrns. We endorse the provisiom of s. 2646 with resoect to cooperatives.
Me urge their substitution for Sec. §31"or H.R. 13270,
The impact on private enterprise from coopsratives u' sugg'orinq. The
Cooperative League of the USA boasts thqq o ’
10 4:00-0p3 are thc soum of lhwt 20% of wpplm for famm e
...Huwal ingurance is qmlng at about twice the insurance-
" ndustry rate; g
sieedGradit unfons account for about 12% --$9.2 Mlllon . of
thc 1n:ullunt credit outsunding in the UMM smm
...ln addmon farmers nrkot about 30! of all tmr prowcts

i+ threugh coopnntivu. e

++.The co-op share gf all g gm of um products 13 LT I
T 6t of dafry products :
v oo, 385.0f grajn, soybeans ., .

oo 298 f .f.r,u!t,‘v vegatables
26% of cotton and products
14% of livestock and products
9% of poultry and. p;'oncts.
+.-Ths co-ops account in this gggnirz for
3% of all sales of fortmm and lime
28% of m um of potrolcum pmducts
22% of all sales of seed
19% of a1l sales of feed
16% of all sales of p«tfgidu.



«««Five cooops |r¢ m tm 600 mgut u.s. corpontions.s |

They l"' . A
ay Inc. Co Lo
A’s'yncuu: N, V. \ : - 3520 sillion

Farmland Industries o L o L
Kansas City, M. = - Co b oeeth ‘- $378 willion
Land 0'Lakes Creameries SR : A
mmmpom. Wmn, , st $3G7 mi1tion
Cotton Producm mocimon , . -
Atlanta, Ga. . 2th 0 $272 wilifon
Farmars Unfon Centrel Exchange ‘ s ’
St. Paul, Minn, st - 53 eillon

A partia) indication of the growth of the co-op movement 1s reflected
~ 1n the following compilation prepared by The Cooperative League of the USA.'

1.
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The “big Susiness™ diversification aspect of the co-op is reflected in
this report on one of the regfona) farm supply co-ops: .
"Midland Cooperatives' mesbership now numbers 300,000 fami-
THes throuph 700 aff11ated co-ops. Petroleym contimued to
ba.8 sajor 1ine, with refinaries producing at aleost 100§

caprcity. Fifty-one new wells were drilled. Fertilizer, -

“seed and chesical sules showed & 205 Jump. Midland's 170-

-~ und { K f the nation!
garriers.*-(Sources CO-0P REPORT, Sept. 1960, Ewphasts
supplied.) o

The shelter ncw provided specisl privilege organizations, wch‘ is the
co-0p, is leading to the destruction of the economic tax base of this eountry.‘T
The exemption 1s a cancer feeding on ¢ax-paying business and on the fcvdarilvl
revenue. The WALL STREET JOURNAL 1n discussing farm co-ops gave this cht -
analysis: | e o
“Thus the Govarnwent has created a kind of Gresham's tax Vaw;
the people who don't pay taxes drive out of business the people '
who do. ¢
“Aside from the economic unfairness of saddling one group of
Mplo with high taxes and granting another group of people
the right to do the same business with no Mke taxes to pay,
there 1s a question about the iconouic soundness 'of any such
govarnment policy.

"Actuslly 1t comes down to this question: If all the tax-
payers were drlv‘cn out of business by non-taxpayers, who'd -

07
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pay the. taxes?* (Source: !diﬁorill. WALL STREET JOURMAL,
4-10-88.) L _
1/ ] : : basiy -

»N

In Tettars to the KASHINGTON POST publfshed on Sept. 21, 1965, spokes=
men for The Cooperative Lengue of the USA and the National Council of Farwer
Cooparatives criticized Sec. 531 of H.R. 13270 as “a punitive measure (which)
takes away the rigm of co-op mn to Teave sou of their funds 1n their
co-op {or omth mds cnd to provm dovc!opnnt cuplm "

Tho UASHINGTON POST 13 to bc colnndod for pumng tho uution of co-
ops 1n proper focus. ln L) Editor‘s Nou. it oomctly maz '

"Co-opcrmvc corporations, undcr pmont llw. wold all
tax umm\y by, payino 20 per cent of tlnir patronm .
dividends ‘to Wembers in cash. ' This gms ‘the eooops +

" compatitive advantage because 80 per cent of earnings cen '+ '

"+ "be ratained for reinvestment. ‘ But the member 1s 1iable

" on his personal incowe tax report for 100 par cent of his
share of the earnings. ~ The House, therefors, proposed that
the co-ops ba required to pay out an additional 30 per cent .
in cash (phased out over a 10-year perfod). This would meke
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1t more 1kely that the patron would have enough cash

to cover the tax abilfty on his total earnings, and

at the stme time would reduce the co-ops' retiined serne: . .
tnge dvantage. " Qut what 18’ actysliy nabded bavond 4R -

#1rst 3top-towerd equity 13 something ske-the Ribicoff - -

ing 4 200 i 1Von looshole.* (Sources WASHINGTON msr. :
9.21-69. Ewphasis supplied,) ~ ST
We balieve the WASHINGTON POST has umnnm comldonbly m 8120 of

the Toophole. .
pre_bein by c0-0ps and-other -ghganiza- -
fons. 1 th tan-

The facts == mot guesstimates == are avatlable to-your Comittes from”
the Treasury Department, the Interna) Revenue Service, the Farmers Coopera-
tive Service of the Dmrumt of Agriculturs, tho Buresu of hdom Chedit
Unfons, and other oovornnnm amm.

sotustar TRTATE CoacatTtice 4 Prosster. Nonoog
Regardless of the size of the loophole, thare 1s:a more fmportant reason
for plugging the loopholes now being exploited by exsmpt organfzations, and that
reason 1s: how can Congress justify on a factual basis a policy that is perpetu-
ating unfair competition and promoting monopoly? ..
Our Association consists of 35,000 smal) business unm. ,‘

They are taxpavers in more than 600 catsqories of bupi-
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nesg -~- facturin lesalin 1lin fes-

Exempt organizations are competing with these taxpaying business unils
for the same consumer's dollar. They porfoiu the same commercial function as
the taxpaying business unit. But because of their tax loophole, they pay
relatively no taxes. Thus they can afford to cut prices to gain a greater
stranglehold on the market; or they can use thefr profits for expansion; or
they can use their profits to acquire competitors (prinlrljy small business
units). The end result s the same: less competition and a trend toward
wonopoly. A

The {mmediate damage to swal) business, and to the public weifare, is
obvious. The long-range damage to the private entarprise iyltna. tﬁo economic
foundation of this country, can be disastrous.

111. OUR PROPOSALS PROMOTE FISCAL SOUNDNESS

Although precise figures are unavailable to us, it 1s our belief that
plugging only those Toopholes mentioned in this statemant vuld more than
offset raising the surtax exemption from $25,000 to $100,000.

Fiscal soundness is essential to our nation and we propose nothing to
weaken 1t.

On the contrary, we belteve our proposals will strengthen fiscal sound-
nass by encouraging a sound long-ranga build-up of & vitel productive sector
of . our-economy .

Thank you for the opportunity to present our views.

ted
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DIVISION OF FEDERAL TAXATION
OF THE '
AMERICAN INSTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS

ORAL TESTIMONY ON TAX REFORM
PRESENTED 70 SENATE FINANCE COMMITTEE

' OCTOBER 2, 1969

My nme 1s Robert G, Skinner. I am a nenber oi’ the
Executive Comittee of the Division of Federal Taxation of the
American Inatitute of Certified Public Accountmts. I am
accompanied by Herbert Finkston a member of the Institute's
tax staff. We are appearing here today on behalf of the
Institute, » | o

The AIOPA is the sole national orgmize.tion of pro-

" fessional CPAs, It was estublished in 1887 and currently has
epproximately 70 000 members,

He appreciate the opportunity to express our views
on the vital 1ssue of tax reform. We huve prepared for consider-
ation by your Comittee a detailed analysis and a summary ot
our comments on selected provisions or H R. 13270. In addition,
it 1s our firm belief that any continuing effort in pursuit of
tax reform at this tine should alao include consideration of
substantive technical nmendments of existing provisions of the
Internal Revenue Code which perpetuete inequitiea » give o
unintended henefite and create unintended bardships. 'l'he 'I'ax
Divicion of the Institute hos prepared a booklet entitled

107
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"Recommendations.for Amendments to the Internal Revenue Code"
which lists and explaing a number of subsf:mtive technical
proposals which we believe should be enacted into law.

" We would appreciate it if both our summary and
detalled presentation together with our booklet and these
oral comments.are included in thé record of these hearings.

While there was some distdremont within our Tax
Division on the merits of various provisions of the House Bill,
there was one conclusion on which agreement was unanimous --
the incredible complexity of the legislation. Provisions such
as those dealing‘with private foundations, farm 1o§sea » the
foreign tax credit tnd the 1imit on tox prcferoncea will prova
to be very difficult 1n application and administration, -In
many cases proposed changes contained in the Bill do not ref)luce
current sections of thor law; instead, the new tax reférm pro-
posals would further complicate an already too complex self-
assessment tax system, .

One of the services perr.ormed‘by: Institute members.in
their accounting pructiéea is tax retimp propa:ation._ CPAs
probably prepare the’bglk of tax returnﬁ filed in the ﬁnited
States which are not considered simple. ‘We are seriously con-
cerned that the oveun effect of this reform 5111 will be over-
whelming md may even lead to noncoupulnce. We urge your
com:lttee to carefully woigh the reform ob.jectives sought here
1n light of the burden that the House propouls would 1mpose
upon this mtion'g taxpayers as they sesk to interpret and
comply with them, | “
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In the remaining time gvulaple toguy, we wouid
1ike to emphasize three additional measures tmt we feel
should be included in any tax legislation approved by your
Committee this year,
Taxation of Payments for Merchandise or Other Propert
Kecelved Prior %o the Occurrence of Sale

There has been a sisnif:lcmt and wideﬁprgad,increuse
in the efforts of Revenue Agents to tax advance payments and

deposits for both goods and services without regard to the
matching of related costs and without regard to whether these

‘advances are refundable. Adjustments of this nature proposed

by Revenue'Agents have been stimulated by a geries of recent
court cases in which the Commissioner has been sustained in
taxing advance payments from the sale of goods rather than
Just the income from these sales.

, In effect, these cases hold that upon receipt of
the sales price, or any part of it, the amounts so received
must be 1nc1uded in taxable 1ncome. Only when the mercmndiac
is subsequently shipped or denverod, or title passes to the
customer, is a deduction allowed for the related cb;ts. The

fact that these two events take place in different years,

_ distorting the income of both years, has been disregarded.

One Circuit Court hu held that inclusion in gross income of
the entire amount ot advance payments, without an allomce
for related cost of goods sold, would constitute taxation of
the return of capital. Nevertheless, the Circuit Court

affirmed the decision of the Tax Court because the taxpayer
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4id not establish an amount for the cost of goods sold.
applicable to the advance pmonta. The izreatlent that the
courts have apprond in this area violates the umuu
accounting concebt which requires‘ the utchiné or revenue
with relutAed costs and expenses. 'i_‘ho courts ﬁgvo, in erfect, .
completely disregarded thia'o'rivriciplo.? “I‘he'l s‘e““rio;x;neoe oi‘, o
this problem should not be underestimated. It is' éntirely
possible that unless relief is granted in this connection, -
some manufacturers could be taxed out of existence.

89ver51 years ago Congress assisted in the resolu- ,
tion ot a similar prodblenm, Automobile clubs had been uccounting
for dues revenue rotubly ‘over the period to which the dues
applied. - The Comiaaioner proposed that dues revenue should
be recognized in the year received and that the related
expenses 'should not be deductible until later years when they
were actually incurred., The courts oﬁpported the Cmn:lu'ioner'a '
treatment which was completely contrary to the accounting
principle of utching'revenue with related costs and expenses. -
As a result, eection‘h56 v;os eventuolly enacted to romedy the
problem. Code section 1455 provides similar treatment for '
prepaid subscription income. Our Tax Division urges Cr.mgreas to
take similar action remrding the ta.xation of advance pments ‘
for merchmdise. . B

We propose that section 451 of the Code be amended by
adding a new subsection which would simply provide that - -
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payments ;eceivod for goods s,o.'ld‘ by“‘.av taxpayer in the '
ordinary coorae of trade ‘or business ehall be ‘ncluded in
income in the year 1n vhich the sale to,kea ph,ce. For thia
purpose the method of accounting regularly employed by the
taxpayer 1n keepmg his books shall be detemimtive.

' Alterna'tiv'ely',' section 451 could bo. anended to mske
it clear that gross income from the sale of merchandise or
other property 1s the 3___ n from such a sale and not the g_gg_
receigt 8 from the trmamtion.

Relaxation of Requirements for onmge, Rulings Regarding
ransactions Involving Foreign goro ons
‘ "Section 367 of the Code provides that certain pro-

visions of Subchapter c (covering 1iquidatiom or controlled
subsidiaries, trunsrera to controlled corporations ’ and specitied

reorganization exchanges and distributions) will not be
applicable to foreign corporations unless prior to the trans-
action the Secretary of the Treasury or his delegate deteroinoa
that the transaction "is not in pursuance of-a plan having as
one of its principal purposes the avoidance of Fodercl income
taxes." R , A :
The Secretary of the Treasury or his. delegoto should
be given statutory authority to make a determination after an
exchange that the exchange was not in pursuance of a -plan.
heving as one of its principal: purposes the avoidance of

. Federal income taxes, . .. . . . .. :
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Notwithstanding the ainilu;lty of purpose and
structure of Code section 367 and sections 1491 and 1492,
section 1494(b) provides that the tax otherwise imposed by
section 1491 may be abated, remitted or refunded if, after
the transfer, it is established to the satisfaction of the
Secretary or his doleufo that the proscribed tax avoidance
purpose did not exist. Legislative history discloses no
reason for withholding similar relief from the impact of-
section 367 which, because it requires a ruling in advance
of the exchange, has been and continues to be a trap for the
unwary. A
Moreover, recent experience has indicated that
rulings under section 367 have been deluyod for six' months
and longer -- even where the Internal Revenue Bervice has
agreed to expedite the case -- resulting in expensive harships
for taxpayers. |

Amortization of Intangible Assets
The cost of purchased goodwill, trademarks, trade

names, secret processes, formulas, licenses and other similar
-intangible assets should be amortizable over a stated period
fixed by statute to the extent that these costs are not other-
wise deductidble under other sections of the Code.

Under present law, a taxpayer can uortizp costs of
this nature only if a definitely determinable useful 1ife can
be eastablished or, failing that, upon proot of the abandonment

5 of the asset. Many court decisions and Internal Revenue Service

TN ey R 5
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rulings have held that no amortization is nl'lonble ;lhere
these tests are not met --. even though the value of the
intangible asset obviously has been impaired.

We recommend an amendment of the Code to provide
that 1f & definite 1ife cannot be determined for a purchased
intangible asset, its cost can be amortigzed over a period of
120 months or, at the election of the taxpayer, over & longer
period, )

Section 1245 should provide, if it does not now do
80, for recapture of amortization when the intangible asset
is s80ld or otherwise disposed of in a transaction covefed by

that section.

»* * * #*

"

We have preiented our recommendations with the hope
that they will prove helpful. IZf it should appear that our
Tax Division could assist you or your staff in yovr analysis
of the various proposals, we would be pleased to do so in any
way that you wish. We appreciate this opportunity to present

our comments to you.
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~ This sumarizes our views on selected
provisions of H.,R., 13270, The Division of Federal
Taxation supports many of the provisions of the
Bill, This summary will be confined to those pro=-
visions where difficulties are perceived,

L 2
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Private Foundations

While we agree with the intention of the Bill to curb
abuses by private foundations, we are unable to express a consensus
of opinion on the provisions of the Bill regarding private foundations,
However, we do support the prohibitions on self-dealing.
Ths Bill in this area i1s comprehensive and extremely
complex. 8o much so that it is difficult to determine whether
the abgsos sought to be corrected will be accomplished without
unnecessarily restricting the appropriate activities of private
foundations, Equally difficult to determine without extensive
analysis are the socio-ecbnomic consequences uhiéh may result
from the enactment of the present provisions of this Bill.
Notwithstanding our inability to express a consensus
of opinion on the private foundation provisions of the Bill,
we hope that the following suggested modification will assist
your Committee to properly evaluate the House proposals in
this area.
1. The tax on investment income should be
limited to the extent it 1s intended to -
raise revenue. It should not be imposed as
a "uger" fee. |

2, While it 1s difficult to object to the
imposition of ‘the proposed tax on termina-
tion of exempt status for willful repeated
acts or for a willfull and flagrant act
(proposed Code section 507), the computation
of the aggregate pagt tax benefits 1s too
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complicated and seems unnecessary in view

of the circumstances under which the tax -
would be imposed. :

The tax on failure to distribute (proposed
Code section 4942) requires that allowance for
amounts set aside for future'pro.jects be estab-
1lished to the satlsfaction of the Internal
Revenue Service at the time they are set aside,
In view of the penalties for failure to distri-
bute, the Service will be able to prevent the
setting aside of amounts merely by failing to

. act on applications or through the manner in

which information supporting the amounts set
aside is required to be filed. Foundations
should be permitted to support these "set-asides"
later,

The Bill 1imits to 20 percent the combined
ownership of the corporation's voting stock
which may be held by the foundation and all
disqualified pex_-aons.‘ We believe that this
percentage limitation should be 35 percent.

The tax on investments which jeopardize charitable
purposes (proposed Code section ll9'w) is too
punitive considering the subjective nature of
the act that would give rise to the tax. Any

investments that experience a loss in value would
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be reéarded by some as having jeopardized the
exempt purposes. As a minimum, there should be

a "correction period" as provided in proposed code
aection 4ol (e)(W).

6. The attribution rules included in proposed Code
section 4946(a)(3) for determining "disqualified’
persons" should be ﬁodiried -to follow the rules of
section 318(a) rather than Code section 267(c), or
ucf;ion 267(¢)(3) should be modified to apply only
to partners having an interest of 10 percent or
more, -

Other Exempt Organizations
1. Clay B. Brown Casé
Section 121(d) of the Bill is intended to deal with

the Clay B. Brown problem. However, it seems unnecessarily harsh
in attempting to tax all debt-financed income. As an alternative,
the present exemption from the unrelate'd business income tax for
rents from personal property leased with realty could be eliminated.
This would prevent Clay Brown-type transactiong by taxing the

rent from any lease for whatever term where personal property
constitutes more than an incidental or insubstantial portion of

the property subject to the lease.

2. Extension of Unrelated Busriness Income Tax
The Bill would extend the tax on unrelated business
income to additional exempt 6rganiutions, including churches,

social welfare organizations, social clubs and fraternal

.
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beneficiary societies. To the extent these organizationu operate
business enterprises that are unrelated té-their exempt purposes,
they are permitted to compéte unfairly with taxable entities.
We support the extension of the tax in these circumstances; however,
we recommend that ‘the specific deduction allowed in the determination
of unrelated busihess income be raised from $1,000 to $5,000. This
should eliminate much of the burden of compliance by the organizations
and audit by the Internal Revenue Service. _

' In the case of social clubs, the Bill proposes that
income from nonmember activities should be taxed. Allocation of
income and expenses between member and nonmémber activities will
present difficult accounting and definitional problema that should
be provided for more clearly.

3. Advertising Income Derived From Periodicals of

Exempt Organizations .
Section 121(c) of the Bill proposes to make clear that

the regulations promulgated in December 1967 by the Treasury
Department are in accordance with the intent of the present
Congress. We belleve that these regulations, in which the
advertising activities of a periodical published by an exempt’
organizétion are singled out for treatment as an unrelated business,
are unrealistic in concept. Further, we believe that it -is
possible for both the advertising and editorial content of certain
of these periodicals to be functionall& reiated to the eiempt pur-
poses of the organization.' Accordingly, we believe that section

512 or 513 should be amended to incorporate the following concepts:
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&, A trade or business should be defined along
vertically integrated lingﬁ Qo that advei@ising
activiiy,‘alone, cannot constitute a trade or
busineast' .

b. If the{activ;tieq of auch defined trade or
buqingas are fungtiqnally related to the purposes
for which’anlgrganiéation has bgen;granted exémptiqn,
this trg@e\qr business should not be chabgcterized
a8 unrelated’to.thq exempt pufposeqvor the

_ organizatiqn. _

‘ ‘Thialgpproacb ahoﬁld prevent the unfair competition
that was the original target of Congress in enacting thg tax.
on unrelated.busineaa income. S . .
Charitablé Contributions o ,

With respect to sections 201(c) and (d) of the

Bill regerding chgritgble contributions of appreq;pted
property, we do not fgvor the digtinction.drayn bgtween .
‘gifts to puﬁlic anq gifts to private foupdations.\ Ip 1; our .
view that contributions of such prqperty shqplq'bgngreayed,in
the same manner without reéard to the typé of charitable
recipient. ‘ .
Farm Losses L L Lo,
We agree‘y}th'the.;nteqded purpoaeﬂpf thé_pfpposeq
legislation to curb abuses of capiial gain provisions ?:én.}pleqw e
with the use of 1§ps§p/trom farming operations. Qﬁ”the étﬁér

hand, we beiiéye tﬁgt;éhe 1ﬁngﬁa§e.of:qection 211 9g.§he Bill 18 so
sweeping that it will Attect more taxpgyera than intended.
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To 1llustrate, section 211 applies to all taxpayers
who, with respect to any taxable year, (1) -mcur' a farm net
loss, or (2) have a balance in the excess deductions account
at the close of fhe»tmble year. An addition to the excess
deductions account for a current year's farm loss is not
required if (1) nonfarm adjusted gross income is $50,000 or
less, and (2) the farm net loss 1s $25,000 or less. However, it
appears that the $50,000/$25,000 de minimis exceptions do not
sppiy to excuse application of section 211 in the face of u
current year's loas, no matter how small (proposed Code section
1251(a)(1)). Should this be the case, section 211 would apply to
all taxpayers incurring a current farm loss, with the result that a
great many farmers would be faced with loss of capital gain
benefits if they did not elect to adopt certain accounting
methods.
' To remedy this apparent defect, we recommend that the
Bill be clarified so that there is no doubt tfmt the 850,000/“
$25,000 de minimis exceptions applyalso in the case of farm net
losses for the current taxable year. '
Hobby Losses | ) .
We agree with the :mt;mded purpose of the proposal
for dealing with so-called hobby losses. In our judgment,
however, the proposed provisions should be uiodified to the
following extent: : ' ‘ o
1. The $25,000 excess of deduction ovei gross
income should be changed to $50,000 (proposed Code .
section 270(b)). ' |
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2. Wherever it"uppurl throughout the section,
the term "activity" should be changed
. to Ytrade or businesa"
3. The application of thii proposal should be
limited to individual taxpayers.
Limitation on Deduction of Interest '
' We do not agree with the proposed li.mi'tct:lon. on the

. deduction of interest on funds borrowed for investment purposes.
It has .long been an established general principle of economics,
accounting and taxation that express incident to the production
of income are deductible from auéh income. This lesialo.t;ive
proposal in a sense represents an artificisl and arbitrary ‘
mutation of this principle which would tend to discourage the
~ assumption of risk-and the investment of capital -- both of which
have been important factors in the growth and development of"
our economic system. Purthermore, it would constitute an
inconsistent exception to the cash receipts and disbursements
method of accounting under which expenses are deducted when -
they are paid and income is taxed when it is received.

If, however, this proposed amendment of the Code 1is
enacted in basically its present form, it is suggested that the
limitation be made applicable at both the corporate and the
shareholder level in the case of Subchapter S corporations.
Moving Expenses

| ‘The B111 modifies the present treatment of job-related
moving expenses by broadening the categqries of deductible
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moving expenses, by providing that reimbursed employees are to
be treated in the same manner as unreimbursed old employees '
and new employeés, and b& refining the requirements which must
be met for the ﬁednction to be available. We believe tﬁat‘ the
dollar limitations on amounts of certain of these deductions
are unrealistic in today's ecdnqw and that they: should be
increased. We also believe that the deductions provided for
should be extended to self-employed taxpayers and to partners.

' Furthemore,' we urge that the moving expense proposals
be made effective for taxable years beginning on or after January
1, 1964, |
Limit on Tax Preferences -

' The provisions of the Bill placing a limit on tax

preferences would impose a tax by indirect means on amounts

which presently are fully or partially tax exempt.' We agree
that public confidence in our self-assessment system is under-
mined by the ability of individuals to realize large amounts of

' dlsposable income with little, if any, payment of tax. flowever,
we recommend that the tax preference items be dealt with th;vough
direct legislation. If this is not practicable, then we would
support the provisions of the Bill with one modification. The
tax preference item 'reéuding the excess of accelerated A
depreciation over Straight line depfeciatioh should likewise Ce
provide for a reduction when straight 1line depreciation exceeds

- accelerated depreciation. ’
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Income Averaging < -

Section 311 of the Bill would liberalize current
law by réducing the requirements regarding the amount of '
income which qualifies for averaging and also, by broadening
the types of income which are eiigiblé for avqriging;

" We support this provision of the B411 but' take
exception tp the propoged effective date of taxable years'
beginning after December 31, 1969. We note that the provisions
of the Bill dealing with the repeal of the alternativé‘tg; on
capital gains for individuals (éectibn'Sll) are to be effective
with respect to sales and dispositions occurring after July 25,
1969. The effective dates of these two provisions coupled with °
the 10 percent tax surcharge now in effect subJects‘qpy long-
term capital gain realized_ﬁy individuals 19 the brief pgiiqd ,

from July 26 to‘Deéember'31'to a severe and inequitable tax

penalty, We belleve equity dictates that the effective dates
for eliminating the alternative capital gains tax and intro-.
ducing the new averaging provisions be the same. -

Restricted Propeftx S S S
" ' Section 321 of the 3111 provides tha@ d<pérson who

receives a beneficial interest in property by{regson:o: dervices

- performed 1is to bé taxed‘with reapgct‘to the property at the - .

time 1t is :eceivéd if he can transfer the property and if it
1s not subject to substantial risk of forfeiture. The tax
will be on the amount by which the fair market value of the

property exceeds the amount the émployes paid for it.
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At present the treatment of restricted property
is governed by regulations which provide for no tax. when the

" employee receives the rehtr_icted stock, When the restrictions

lapse, the value of the stock at the time of transfer to the
employee (determined without restrictions) is treated as .
compensation provided it has increased in vdue. If the value
decreases, then the lower value is considered the compensation.
Ve support this provision on condition that any
legislation finally epproved continues to provide for the
50 percent Mm rate on earned taxable income. This provision,
coupled with the capital gain provisions in the Bill, reflects
a recognition of equality of tax treatment between earned income
and capital mn income. We believe that these provisions, taken
together will continue to provide incentive for .thou who have

" contributed much to our economic progress and .will also lessen

the search for transactions motivated by tax avoidance. .

* Accumulation Trusts, Multiple Trusts, etc.

We generally support the provisions .of the Bill
applicable to trusts except for effective dates. ‘We recommend -
that the restrictive changes proposed with respect to vaccmm‘.\l‘ntion
trusts be made applicable only to those trusts established or
sdditions made to the corpus of existing trusts after April 23, 1969.

With respect to eliminating the exceptions available
under the definition of '"acqum_lation distribution” as contained
in present section 665(b) of the Code, it is recommended that
for those accumulation trusts which cannot qualify under these
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exceptions, the effective date with respect to full or maximum
throwback apply only to accumulations in fiscal years ending
after April 23, 1969. ' ‘

Corporate Mergers | :

' We disagree with section 411 of the Bill, which prbvidos
that & corporation is not to be allowed an interest deduction
with respect to certein types of indebtedness, It 1s our
view that any restrictions on the "tide of conglomerate mer;era"
should be imposed outside the tax law, -

More specifically, we feel that the criteria contained
in proposed Code sections 279(b) ‘and (¢) are arbitrary and of:
_doubtrul validity, and the $5 million amount contained in pro-
posed section 279(a) is discriminatory. Other difficulties may
involve tracing problems and the question of what constitutes a
"plan" of acquisition. Finally, the proposal will adversely
affect persons who for valid business reasons may desire to sell . -
their businesses, s:ach persons may be unable to realize a’
proper price because of the depressing effect of the proposal.

'We dissgree with section 412 of the Bill to the extent
proposed section 453(b)(3) will disqualify from instellment nle'
treatment transactions which presently have good business purpose, ‘
It would add more uncertainties to an already difricult;o.iea.
Furthermore, problems presented by extensions, calls or other . -
modifications are rot covered. It is our view that proposed
section 453(b)(4), with which we concur, is adequate to cov;r
present abuses of the installment methad. ' ‘
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We also do not agree with section 413.of the Bill.
regarding the tax treatment of original issue discount on
bonds, We 'feel that the proposed changes violate the well- .
established rules of the cash method of accounting and rurther
that they will add to complexity and information reporting
difficulties far out of proportion to the problem which section
113 18 designed to solve..

We recommend as an alternative solution of the prob-

lém that present Code section 1221 be amended to exclude from.. .
the definition of a capital asset all corporate nonconvertible

debt (sometimes referred to as "straight" debt). Such a
provision would make all gains and losses on sales of nonconvertible
corporate debt ordinary income or ordinary deductions, respectively.
Nonconvertible corporate debt is acquired by an 1,nvest:o’rw
for the principal purpose of realizing a yield on the money
invested. It appears that the market value of noncopvertlible B
corporate debt obligations fluctuates in large ;neasurp with ’
reference to prevailing interest yields.‘ Accordingly, it seems ) :
.reasonable to tax -a8 ordinary income or allow as ordinary deductions
gains or losses on dispositim,cpf;the obligations which are
primarily mere adjustments of yields. 1
. We recognize that changes in wket value of nonconvertible

.y R

ccrporate debt can also be attributable to.a change in the credit
rating of the issuer, and it is true that it .Iligll'l,t“ be app‘rqp\riatetjl
to reflect this element as capital gain or loss, However, on .
balance, we feel that the treatment, of nonconvertidble corporate

\
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debt as a noncapital asset. will eliminate or reduce the importance
of many complexities, 1nc1ud1ng those reaulting from sections 171
and 1232 of the Code.
Natural Resources--Mineral Production Payments

We recommend that an exception to the treatment of
mineral production payments as loans be made for. production
payments used to equalize the investment of participants in
a unitization,. , o o .
Natural Resources--Mining and ‘1o atio enditures

We support the provisione of the Bill dealing with
exploration expenditures. We suggest, however, that a provision
be added to permit tdxpayers who have made elections under
present law to have additional time to maks new elections.
Present section 615(f) may prohibit this. .. .. - . .
Capital Gains and Losses . - : EEIT

Section 514 of the Bill provides that long-term -

capital gain is to be a gain from the sale or exchmge of a’
capital asset held for more than 12 moni;hu rather ‘than the
present 6 months, ' Gains realized on the sale dr -éxchange of
capital assets held for mot more than 12 moniths ‘are fully |
taxable as ordinary income. - - - EE R

- Admittedly,’ the proposed 12 month holding period t
1s arbitrary.  We do feelvtiowever, that it 1s désirable to ' -
lengthen the six month period. We believe’ that a holding period
beyond six months would more accurately indicate the: ~ "

intention to invest and the;'eby serve more cloaely Congressional S
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intent that special tax treatment be afforded gains from
investment as diatins&ished from specu;utivo gains, ‘
The eg’fective 'date for the capital gain and loss

- provisions of the Bill is generally July 25, 1969. This date

can impose serious tax penalties for those sales or dispositions
which are made after July 25, 1969 pursuant to action taken prior’
to that date, We therefore suggest that the effective date

be established at December 31, 1969, or, in the alternative,
eliminate from the provisions of the Bill any transactions to
which the seller was committed in writing on or before July

25, 1969. Further, we suggest that insofar as the repeal of

the alternative capital gains tax for individuals and the
character of tho'gcm 1s concerned, collections or other dispositions
in connection with transactions in which the installment method
was elected should be treated as if they occurred on or before
July 25, 1969.

Subchapter 8 Corporations
' ‘We have previously expressed our support for the
principle of conforming the treatment of Subchapter 8 corporations
more closely to that accorded partnerships, and we believe that
an overall revision of the Subchapter 8 rules is desirable, The
Bill's treatment of contribributions to retirement plans in our
Judgnment 1s an improper approach to only one subchAptei' 8
corporation tax policy matter. We suggest that a better policy
would be to amend the H.R, 10 rules to conform them more closely -
with phosg aécorded corporations. ‘Al.tornativaly, no action
should be taken on this >mtter until the overall revision of

128



-23-

Subchapter S is fuither considered.

We suggest a more convenient method be provided
for handling forfeitures applicable to contributions for
}ears beginning after 1969,
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" DETAILED ANALYSIS AND COMMENTS
ON_SELECTED PROVISICNS OF H.R. 13270

—

This detailed analysis contaiins our
comments on selected provisions of H.R., 13270.
Our failure to comment on certain sections of the
Bill does not mean that we approve them. Generally,’
absence of comment means that we have not been able

to arrive at a consensus.
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SECTION 101 OF THE BILL
PRIVATE FQUNDATIONS

Proposed Change o
The Bill would provide rules for dealing with the

following: tax on investment income, prohibitionp on self-
dealing, distributions of income, stock ownership limitation,
limitations on use of assets, other limitations, disclosure
and publicity requirements, change of status, changes in
definitions, private operating foundation definition, and
hospitals.
AICPA Comments

While we agree with the intent;on of the Bill to curp
abuses by private foundations, we are unable to express a i
cohsensus of opinion on the provisioné of the Bill reéarding
private foundations. However, we do suppor§ the provision
regarding self-dealing. v

Generally, the provisions of the Bill regarding private
foundations are so comprehensive and extremely.complex that it
is difficult to determine whether.the abuses sought to be
corrected will be accomplished without unnecessarily restricting
appropriate activities of private foundations. Equally difficult
to determine without extensive analysis are the socio-economic
consequences which may result fromlenactment of the present
provisions of this Bill, '

Notwithstanding our 1nab111tj to express a consensus of
opinion on the private foqndatibn provisions of the Bill, we hope y
that the following suggested modifications will assistﬁyour

N

Committee as it considers these provlsions.
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Section 101(a) of the Bill; Proposed Code Section 506

Tax on Investment Income )

New section 506 of the Internal Revenue Code would
provide for the.imposition of a tax on the net 4nvestment income
of every private foundation in an amount equal to 7-1/2 percent
of such income. The House Committee Report states that since
the benefits Qf government are available to all, the costs
should be borne at least to some extent by all of those able to
pdy and that this concept is as applicable to private foundations
as it 18 to taxpayers generally. The Committee then goes on
to state that appropriate assurances are needed that private
foundations will promptly and properly use their funds for
charitable purposes. This tax in their vie; 1s_deemg§ in part
as being a user fee. : | o

If we accept the concept that this tax 1s neéded
for purely revenue .purposes, it might be_difficuit to argue
against its imposition. But, 1f. we are more concerned with
"agsurances that private foundations will properly use their
funds for charitable purposes,” such aims can be attained by
proper supervision, administration and review; and there is no
need to impose any tax., If we accept the latter view, such a
tax should not be imposed as it would deprive private foundations of
funds that would otherwise be available for charitable purposes.
Section 101(a) of the Bill; Proposed Code Section 507

Tax on the Termination of Private Foundation Status

Proposed Code section 507 .provides in part that
vwhere there are willful repeated acts or a willful and flagrant
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act, the Internal Revenue -Service can terminate the exemption
of a privafe foundation, Under these circumstances there 15
a8 tax imposed on gueh an ofganization, the lower of either
the "aggregate tax benefit" or the value of the net assets
of such foundation, Wi.ile it is difficult to object to the
imposition of the proposed tax, where the foundation has been
in existence for a number of years it would be a massive Jjob
to prepure all of the required computations for all the
different years with the different tax brackets and tax rates
in order to determine the "aggre ate tax benefit." Subsection
507(e) provides tor'ubatement; which under proper circumstances
should provide sufficient protection against undue taxation.
Section 101(b) of the Bill; Progdaed Code Section 49u2
Distributions of Income

The tax on fallure to distribute (proposed Code
section 49U42) requires that allowance for amounts set aside
for future projects be established to the satisfaction of the
Internal Revenue Service at the time they are set aside. In
view of the penalties for fallure to distribute, the Service
will be able to prevent the setting aside of amounﬁs mefely by
falling to act on applications or through the manner in which
information supporting the amounts set aside 1s required to be.
filed, Foundations should be permitted to-support these "set-

asides" later.
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Section 101(b) of the'Bill; Proposed Code Section 4943
Excess Business Holdings

There may be a conflict of 1nterest in some situations
vwhere stock of a closely-held corporation 1s donated to 8
private foundation. This situation generally does not exist
in a 20 percent oﬁnerahip situation. Even if a 20 percent
interest constitutes effective control, there is not necessarily
any more conflict of 1nterest between the donor and the founda~
tion than between the donor and _the other shareholders.

We believe, as did the Senate in 1950, that the loss
to charity which will result from this approach will exceed .any
tax evoidance which may be eliminated. Elimination or extended
deferral of income and estate tax deductions in the instances
indicated will not only remove a factor which encourages con=-
tributions, but will also eliminate the ability of some
individuals, such as business men who own little of value
outside of their businESB 1ntereet; to make contributions.

Tables 10 and 11 (on pages ?9 and 83)of the Treasury
Department's Report on PrivatetFoundations dated February 2;
1965 discloce that this proposal could affect 8 out of every
10 foundations in existence. Of more 1mportance, these tables
ghow'th&t the performance of foundationswith more than 20 percent'
donor-related 1nf1uence over 1nvestment policy is generally Just
as good as that of foundations with a lesser degree of control.

The following are some relevant ratios:

134



..

-29 -

Percent‘of Donor-Related Inrluence Over Investment

Not over ’ Over ' Over

20 percent . 20 percent 50 percent

Ratio of market value of
net eseets to book value

Ratio or ordinary income to
market value of net assets

Ratio of contributions received
to market value of net assets

Retio of grants made to market
value of net assets

Ratio of grants made to
ordinary income

W ung 1328
o 3.5 3.5
31 T 9.8
60 69 . 18

151 - 197 - 222

We suggest that any rule restricting investment holdings

be limited to 35 percent or more

interests., -

] r

Section 101(b) of the Bill; Proposed Code Section 4ohh. . ..
Investment Jeopardizing Exempt Purpose

The prohibited transaction covered by this proposed

new section of the Code substartially paraphrases the language

contained in thc present Code section 504(a)(3).

In both cases

the language is not precisely definitive end 1nedvertent viola-

tion could occur, since an investment that Jeopardizes the

exempt purpose is a highly subjective concept. The proposed

penalty for an 1nadvertent error is too punitive and such a

penalty should only be imposed after the expitation of a

"eorrection period" of a nature similar to that set forth in

proposed Code section 49hl(e)(4).
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Section 101(b) of the Bill; Proposed Code Section 4ok6(a)(3)

Attribution Rules
This proposed subsection provides for the attribution

rules of Code section 267(c) to appiy to indirect stockholdings
for the purposes of determining who is.a "disgmif:led person"
within the meaning of proposed Code section h9!l6(a)._ These
attribution rules, and more specifically those of Code section
267(c)(3), are probably too broad and could result in vilolaltior&\a’
from relatively miniml relatio.r;ships; For ewpie, Corporation
A is a substantial coqtribqtpr to 'Fqundntion F; X owns 50
percent and Y Aofns 1l pércegt o‘f. the combined votihg poye::f of

A; X and Y, both 1ndiv1duols,‘ are each 1 perc'er;t partners 1n a
widely-held joint venture, | Y h@s x{o other relationship with

X, A‘or F, ,and yet it appears that he would belconsﬂidered to 'be
a "disquauried person" with respecf to P, ,

It 1s suggeated that the attributioﬁ rules of Code
section 318(a) be substituted for those of section 267(c). 1In
the alternative, it 1s suggested that the attribution r.uies of
section 267(c)(3_) only apply to partners with a partnership

interest of 10 percent or more,
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SECTION 121 OF THE BILL—-PROPOSED AMENDHMS T0 CODE SECTIO"S
512 AND 514

EXEJPT OROANIZATIONS--DEBT-FINANCED PROPERTY
Present Law ;

Under present law, cherities end some of the other
types of exempt orgenizetions are subJect to tex on rentel
income from real property to the extent the property wss
ecqnired with borroved money. " However, this provision does
not spply to all tex-exempt organizstions and there 13 an
important exception which excludes rental income rrom a lease
of 5 yesrs or less. ltor doss the tax apply to income from
the leesing by a tex-exempt orgenizstion or assets constitutina
a soing business. o

“As & reanl\t some tex-exempt orgunizetions have used |
their tex-exempt privileges to buy businesses md investments
on credit. ‘ ’ ' ' .

Proposed Change , .

The P11l amends the Code to provide that all exempt °
organizations' income from "deo£4rihanoed" property is to
be subject to tax in the prooortion“the property is financed *
by debt. Thus, for example, if a business or investment prop-
erty is acquired ‘s(‘ubject to an 80 percent mortgage, 80 percent
of the income end 80 percent of the deductions are ta.ken into
account for tax purposes. As the mortgeze is pe.id otr, the
percentege taken into account diminishes. Cspitei, gsin on
the sale of debt-financed property is also taxed. Tlie o )
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amendment makes cxcoptionc for property to be used for an
exenpt purpose within a reasonable time, and §lso for prop-
erty acquired by gift or inheritance under certain conditions.
AICPA Comments = General

The Supreme Court decioion 1n the Cl gx B. Brown
case has focused ottention on an abuae of tax exemption for
foundations throuah their activities 1n debt financing of
acqnisitions. RS e
" The’ problems which may arise 10 borrowing by founda-
tions for investment purposes are: . o A
1. Privote partiee are able to shift a sub-
o fatantial measure of the financial benefit
"of the’ foundution's tax exemption to them-
" gelves (the ‘so-called "bootstrap sale), and =
2. The private foundation can convert its S
~ tax exemption into a self-aufticient dévicevjf B
for thq production of capital, thereby "
severing 1taelt from reliance upon contribu-ig
‘tions and eliminatins the healthful scrutiny
| of its oct:lvities uhich 18 mplicit in such
 reliance.’ T , 4
It 1s belicved that H.R. 13270 goes significantly
beyond what is necessary to deal with q CIQy Brown-typa ’
‘transaction. It embr;ces ‘the concept that virtuolly ggx

“type of income derived bY an exempt orsanization trom ‘the. use.

of borrowed ‘funds . should be taxed dirrerently than the same. 1">~

or similar. 1ncome derived from the use ot corpus.

-
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We urge that the scope of the Bill be limited to
the avowed purpose of extendins the unrelated business texable ‘
income concept to income arising from Clay B:qun-gtype trans- . .
actions, Thus, the present exemption, riam tex on‘ﬁnrelated
business income for-rents from personal property 1eased with _i :
realty could be eliminated, asaumins the peraonal property
congtitutes more than an 1ncidenta1 or 1nsubstentiel portion ]
of the property subject to the leaae. In effect, the leasins
of peraonal property would be treated as an unrelated trade or
buaineas.,_. A , PN
The following commenta are submitted in the event ;;@
that: your Committee believes the "clay Brown provieione of
H.R. 13270 should be enacted eubstantially aa paaaed by the
House, As indicated above, we belileve ?F‘tFF§9“$§?°?°1 scope
of this legislation is too broad. .

Ll

Specific Comments . .

Proposed Code Sections 5 ugazgl), §1h(b)(1) and glh(cl

General

" The propoeed rules may subject an exempt organization
to & tax 1iability under circumstances where no-tax avoidance or
genuine "debt-financed" acquisition is 1nvol§ed;*end where we -
are sure no tax 1s intended to apply. Assume that an individual
owns stock (or land, or any other property) with*a basis of '
$3,000, subject to a loan (1éss than 5 years old) of $3,ooo, i
with a current value of $10,000. 'He makes a chaFitable =
contribution of the property subject 'to the loan. ‘The. ' N
recipient charity puts the p:oéerty up for sale ‘promptly.



In due course it is sold, the loan paid, and the remaining
proceeds (the chnritqble péntribution :ecp@ved) applied to
charitable purpéses. There will be & basis of $3,000 and an
acquisition 1nqe$tedness_or,$3,000, u?he percentage ¢esér1bed
in section 514(a)(1) will be 100 percent. The gain of $7,000
($10,000 proceeds less $3,000 basis) ﬁﬁll tﬁéietoie bé V
fully taxable--surely ah.unintohded resu1£.5 Thﬁ sine'result
'night even follow in the freq@ently arising situation where
‘& charitable donor sells property to a charity at a bargain,
price, The purchase price itself, if it remains unpaid
for only a few days, could be "acquisition 1nnebtcdn§as."
' To prevent this result, it should be provided that property
acquired by gift, ;nhdritlnce_or burgain‘purchaae'shall‘nét
be treated as "debt-rinapcéd property" if the exempt organ-.
ization, within a short time after acquisition, takes bona _
fide steps to dispose of the property and does in fact dispose of
1t within a time which 1s reasonable, taking into account
the nature of thq property.

Proposed Code Section 514(¢)(7)

Acquisition Indebtedness . ,
In computing the percentase of any gain or loss

to be taken into account upon a sale or other disposition
of debt-financed property, the term "average acquisition
indebtedness" should be defined in & manner parallel to
that in which it is defined for other purposea, 1.e., the
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o.veraée smount of the acquisition indebtedness during the
12-month period ending with the date of the sale br‘othexv"
disposition. It appears'inequitable fo use t'he highest
amount of acquisition indebtedness during the 12-month period.

Proposed Code Section 514(b)(2)

Definition of Debt-Financed Property
The requirement that the tax be paid currently‘

subJeét to later refund if the conditions of ‘proposed section
514(v)(2)(B) are met, may harm some exempt organizations. R
For ezample, a university mw be atruggling ‘under the rinancia.l
burden of relocating its campus, or may be estabnshins

.another campus, and cannot meet the"neighborhood test. It

does actually satisfy the "use test" within ten yesars.

If the university must pay tax on income earned from the prop-
erty, it may be seriously handicapped if it depends upon the
earnings to help finance the project. The later refund does
not make the university whole, because it may have needed the
money earlier, It is suggested that where the circumstances
contemplated by subparagraphs (B) and (D).Ar:lae,‘ provision dbe - -
made for disclosure requirements, for holding open the statute of
limitations for assessment and for payment of the tax if the conditions
are ultimately rot met. Interest at the rate of 6 percent

ot

would, of course, be payable.
Proposed Code Section 514(b)(2)(D)
Definition of Debt-Financed Property
If this section 1s not revised in accordance with

the immediateiy preceding recommendation, the rate of
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1ntérest on any overpayment should be the regular rate of

6 percent. There it rio reason for the lower rate of 4 percent.
The reference in section 121(d)(2)(A) of the Bill

on page 106, 1ine 6 should be to“Section Slh(b)," not to =

"Section 51h(c) e .

Proposed Code Section 514(c)(6)

Acquisition Indebtedness
This subsection provides that "acquisition indebted-

ness" does not include an obligation to the extent 1neur§d by
the Federal Housing Administration. While this rélief may be
commendable from & social polnt of view, it raises the question
why other perhaps equally worthy loans are not granted equal
relief. On the other hand, it might be ‘asKed why any relief '
should be given at all 1f the true purpose’ ot the Bill1"

is to,prevent the acquisition of 1ncome4pr6duc1ng assets

by exempt organizations throﬁgﬁ}ﬁﬁe usi"é¢ vorrowed funds,

o
PO

Proposed Code Section 514(d) ~°°

Basis of Debt-Financed Progertx ﬁcguiﬁed '{n’ Corporate" Liguidation
It appears grossly inéﬁnitable o' deny to aﬁ exempt '

organization the beneflts of section 334(b)(2) and to deprive
it of the tax benefit of costs wﬂich it has actually 1ncurred
in acquiring the property. ‘

Propoged Code Section 514(b)(1)(A)
Definition of Debt-Financed Property

It would seem too restrictive to:bring within the -
scope of taxation and the resultiﬁg}required allocations prop=

erty acquired for the use and purpose of the exempt
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organization as to which nonrelated rentals are incidental
and possibly temporary in nature. Therefore, we recommend
that the word "gubstantially'be inserted before the word "all"
in the first line of proposed section 514(b)(1)(A).
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SECTION 121 OF THE BILL--PROPOSED AMENDMENTS TO ‘CODE SECTIONS 511 AND 513
EXEMPT ORGANIZATIONS--EXTENSION OF UNRELATED BUSINESS INCOME TAX
Present Law . : S :
.Under present lew the tax on unrelated business
income applies only to certain tax-exempt organizations.
" These include:
1. Charitable, educational, and religious
oramizafiom (other than churches or
conventions of churches); .
2. Labor and agricultural organizations;
3. Chambers of commerce, business leagues,
real estate boards, and similar organi-
zations;
4. Mutual organizations which Mure deposits
in building and loan associations and
mutual savings banks; and
5. Employees' profit sharing trusts and trusts
formed to pay (nondiscriminatory) supplemental
unemployment compensation benefit.
Proposed Change . i
The Bill extends the unrelated business income
" tax to all exempt organizations (except United States
Anstrumentalities created and made tax exempt by a specific
act of Congress). The organizations which will newly be made
subject to this tax include churches and conventions or
associations of churches, social welfare organizations,
social clubs, fraternal beneficiary societies, voluntary employees'
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beneficiary organizations, tea.chgrs' retirement fund assogin-
tions, benevolent life insurance associations, cemetery .
companies, credit unions, nﬁtua.l insurance companies, and
farmers cooperati\feu formed to finance crop operations.

As under present law, in general this tax does
not apply unless the business 1s "regularly carried on" and
therefore does not apply for example in cases where income
is derived from an annual athletic exhibition. Under the
amendments made by the Bill, in the case of any membership
organization, any income resulting from charges to the
members for goods, facilities, and services supplied in carry-
ing out the exempt function is not subject t‘o tax,

The Bill contains several administrative provisions
including one providing that no audit of a church is to be
made unless the principal Internal Revenue officer for the
region believes that the church may be engaged in a taxable
activity. Churches will not be subject to tax for six years on
businesses they now own. ‘
AICPA Comments . ,

We believe that the principal aim of any reform in
the tax treatment of exempt organizations should be to make
sure that they shall have neither an advantage nor a handi-
cap in those operations in which they are competing with
taxpaying organizations. The Congress has long recognized
that a tax-exempt organization has an inherent advantage over
a taxpaying organization if both are competing in the same
field, Therefore, in 1950, Congress enacted a tax on the

3
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unrelated business income of some but not all exempt organizations.
H.R. 13270 provides that the unrelated business income

tax be extended to applyjto & number of additional types of

exempt organizations. These include churches (or associations )

of churches), social welfare organizations, social clubs, and

fraternal beneficiary socleties.: Certain exceptions and

limitations are provided in each case to protect exempt activities

from taxation. , , ] .
We support these provisions. There appears to be

no reason why a church, for example, should be permitted to

engage in activities not related to its exempt purposes so as

to compete on a tax-exempt basis with a taxpaying enterprise.

Any such tax preference tends to impair the proper yoikina

of our free market economy which is based on open and fair

competition.

Section 121(b) of the Bill; Proposed Code Section 512(a)(3)
Social Clubs - - A o

At present social clubs are not subject to the
unrelated business income tax. .An incidental sale of property
will not depr;ve the social élﬁb of 1t§\exémption, but a clud
which regularly receives income from sources other than iis
membership will éeneraily lose its exemption regardless of
whether the outside income is from investments or from a
business activity. Thus, social clubs which receive any
nonmembership. income are currently in an all-or-nothing quandary.

If the outside income is an incidental item the club remains

-
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exempt and the outside incdme escapes taxation. If the item is
more than incidental th§ club becomes fully taxable. It is
often hard to draw thé dividing line. .

The Bill bfov1¢ea thaﬁ‘social clubs be taxed on all
their income, whether from investments or othef sources, except
that which is derived from the members in return for the club's
services as a socisl club, The pxoposed taxation of'investment
income is intended to prevent untaxed 1nvestment income from
indirectly inuring to the members”benefit by subsidizing the
club's services to the members, | A

We support this provisioh subJect to the following
recommendations: v' ‘

1. Thg Bill would aliow as deductions, items

directly connected with an actiﬁity generating
income subject to tax; This coﬁld éive rise

to considerable contioversy as to what is
directly connected. In any case it is

inequitable Secause clearly a portion of
the indirect or overhead exéenses’of the
club are also connected with the income
subject to tax. Accordingly, the deductible
items should be defined as including direct
expenses and an allocable pcrtion of the
indirgct or overhead expenses.

2, It should be made clear that akgluﬁ is
entitléd fo‘thé s;me deductionsAas any other N
taxpayer with respeﬁt to its 1hcoﬁe subjectlto |
tax. Thus, it should be entitled to deductions
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for depreciation, interest, ‘taers, repairs,
etc., with respect to rentai mcoué; the
dividends received deduction; and to deduct
all expenses connected with income-producing
property. It should also be made clear that:
clubs are entitled to the benefit of the tax-
free exchange provisions and the involuntary
conversion provisions,

3. If a club disposes of the property used in its
social functions, either to move to a new
location or to construct new facilities, it
should not be taxed on the gain rrm_nv such
disposition so long as the p;ocee@s are reinvestsd
in other facilities to be used in its social
functions. '

Section 121(b) of the Bill; Proposed Code Section 512(b 12

Limit on SEecific Deduction _
we recomend that the specific deduction under

section 512(b)(12) be raised from #1,000 to $5,000 'l'his ‘
will recognize the 1nrlo.tion thnt hu oceurred since enactmant
of the tax on unrelated business 1ncome and eliminate the
compliance burdens of exempt organizations having similar

amounts of unrelated income. .'(See Technical Information
Release No. 899, April 14, 1967, which announced the proposed
regulations under sections 512 and 513 and indicated that the.
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Internal Revenue Service would consider the appropriateness of
a legislative recommendation to make the tax inapplicable

where only "small"amounts of unrelated income are involved.)

]

Section 121(b) of the Bill; Proposed Code Section 512(b)(15)
Special Rules for Certain Organizations

Under proposed Code section 512(b)(15), passive type
income received from organizations over which the recipient
exempt organization has control (as defined in section 368(c))
are included in the exempt organization's unrelated taxable

- income. This 80 percent control requirement may not be
sufficiently stringent to carry out the COngrepsional purposes
since it may permit easy.avoidance. A lower percentage may

be appropriate.
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SECTION 121--PROPOSED AMENDMENT TC CODE SECTION 512

EXEMPT ORGANIZATIONS-TAXATI%N OF INVESTMENT INCOME OF SOCIAL,

Present Law

) Under present law the investment income of social clubs
fraternal beneficiary societies and voluntary employees'
beneficiary associations aie exempt from income tax,

S8ince the tax exemption for sociai clubs, fraterml‘
beneficiary socleties o.nd voluntary employees' beheficiury

,associiations is designed, at least in part, to allow individuals

to join together to provide recreational or gocial tacil:lties.
without tax consequences, the‘ tax exemption operates properly
only where the sources of income of the org;nization are limited
to receipts from the membership. Where an organization
receives income from sources outside the membership, such‘ as
income from mvestnqnts, upon which no tax is paid, the
membership receives 'a benefit from the tax-exempt funds used
to provide pleasure or recreational facilities.
Proposed Change

The Bill provides for the taxation (at regular corporate
rates) of the investment income and other unrelated income of
social clubs, fraternal beneficiary associations, and voluntary

employees' beneficiary associations. This will not apply,

- however, to such income of fraternal beneficlary associations

and voluntary employees' beneficiary associations to the extent
i1t 1s set aside to be used only for the exempt insurance

function of these organizations and for charitable purposes.
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If in any year an amount is taken out.of the set-aside and
used for any othor purpbsa, the amount taken out will be
subject to tax in such year. ‘

. We support this proposed amendment to the Code.
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SECTION 121 OF THE BILL~-PROPOSED AMENDMENT TO CODE SECTION 512

EXEMPT ORGANIZATIONS-—-INTEREST, RENT AND ROYALTIES FROM CONTROLLED

Pregsent Law

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

Some exempt organizations "rent” their physical plant
to a nh_olly-ovgned taxable corporation for 80 percent or Y0 percent
of all the net profits (before taxes and before the rent deduction).
This arrangement emblqa the taxable corporation to escape nearly
all of its income taxes because of the large "rent" deduction.
Proposed Change ‘ V

The Code would be amended to provide that in any case
in which an exempt organization owns more than 80 percent of a
taxable subsidiary, interest, annuities, royalties and rents are
to be treated as "unrelated business income" and subject to tax.
The deductions connected with production of such income are A
allowed. ‘

We support this proposed amendment of the Code.
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*SECTION 121 OF THE BILL--PROPOSED CODE SECTION 278
EXEMPT ORGANIZATIONS~-LIMITATION ON DEDUCTIONS OF NONEXEMPT
~ MEMBERSBHIP OROUANIZATIONS

Present Law

Some courts have held that taxable membership organ-
izations cannot create a "loss" by supplying their members
services at less than cost. Other courts have held instead
that such a "loss" is permissible. The expenses of providing
such services at less than cost will offset from taxation
additional income earned by the organization from investments
or other activities.
Proposed Change

The House Bill provides that in the case of a tax_ablo
membership organization the deduction for expenses incurred
in supplying services, facilities or goods to members 1is a.llowed'
only to the extent of the income from such members.

We support this proposed amendment of the Code,
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SECTION 121 OF THE BILL--PROPOSED AMENDMENT TO CODE SECTION 513

EXEMPT ORGANIZATIONS - INCOME FROM Mm. ETC, .
Present Law : '

Late in 1967 the Treasury pramulgated rsgulations under
which the income ‘from advertising was treated as "unrelated business
income" even though such advertising appeared, for 6xample, in & -
periodical related to the educational or other exempt purpose of '
the organization. |

The statutory language on which the regulations were
based was sufficiently unclear so that substantial 1itigation
could have resulted from these regulations.
Proposed Change ' |

The House Bill provides that income from advertising
(or a similar activity) is included in unrelated business income
even though the advertising is carried on in comnection with
activities related to the exempt purpose.

AICPA Comments - General

The primary purpose of the tax on unrelated business income
originally was to deal with the problem of unta.;,r competition. The

. tax-free status of certain exempt o;'gmizutions enabled them to use
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their tax-free protits to ex; i 6perations, while their competitors
could expand only with profits rmining after tp,ies. (See House
Committee Report No. 2319, Bighty—t;rsi Congress, Second Session,
accanpa.nyinQ the Revenue Act of 1950, which ﬁitully introduced
the statutory predecessor of section 513 of the current Code.

1950-2 C,B, 429.)

While the 1950 House Report makes it eleu" that the intent
of gection 513 was to meet the prdbleu of unfair competition, the )
statute 1tself is not in terms of unfair competition, but rather
imposes a tax on the "unrelated business income” of certain organi-
zations. Thus, Conaress, in 1956, sem to have concluded that a
business that is_ unrelated to tha‘exempt purposes 91’ an organization
presents unfair competition. Conversely, a business that is related
to the exempt purposes should not be regarded as presenting unfair
competition, Nevertheless, the Treisury Department cdncluded other-
wise when 1t a.dopted regulations under section 513"‘on December 11, 1967.
The House 00m1ttee on Hays a.nd Means agrees with that conclusion and
with the purpose of the v'egula.tions. On page 50 of its report,

(No. 91-1113-Part 1) the Committee makes this statement: In geneul;
1t (the Committee) 10 in agreement with the purpose of the reguhtions.
Your committee believes that a businus competing with ta.xpa.ying _
organizations should not be granted an unfair competitive advantage
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by operating tax free unless the business contributes importantly

to the exempt function. It has concluded timt by this standard,
advertising in a journal published by an exempt organization is

not related to the organization's exempt functions, and therefore

it believes this income should be taxed." Accordingly, the House
apparently agrees with the Treasury's Example (7) in Regulation Section
1.513-1(d)(4)(1v), which states that advertising income derived

by an exempt organization is taxable under the following cix"cumstances:

1. The organization is formed to advance the interests
of a particular profession and draws its membership
from members of that profession. .

2. A monthly journal is published containing articles
and other editorial material which contribute
importently to the accomplishment of the purposes
for which exemption has been granted.,

3. The Journal's advertising promotes only products
which are within the general area of professional
interest of the organization's members.

The Treasury Department concedes that income from the

sale of subscriptions to members and others, in accordance with

the organization's exempt purposes, does not constitute gross income
from an unrelated trade or business. However, the following
fallacious conclusions are drawn with reapeét to the income from
the limited type of advertising described in 1t;n 3, above:
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"Although continuing education qf its members in
matters pertaining to their profession is one of the
purposes for which Z 1s granted exemption, the publica-
tion of advertising deslgned and selected in the manner
of ordinary commercial advertising is'not an educational
activity of the kind contemplated by the exemption
statute; it differs fundamentally from such an activity
both in its governing objective and its method.
Accordingly, Z's publication of advertising does not
contribute importantly to the éccomplishment of 1ts
exempt purposes; and the income which it derives from
advertising constitutes gross income from unrelated trade
or business...."

We belleve that thie interpretation and the conclusions
of the House Ways and Means Committee, quoted above, suffer from
inaccurate analysis on thz following three counts:

1. Advertising that promotes only products or services

of professional interest i1s functionally the same

as editorial content that is concerned only with

matters of the same professional interest (including,

of course, articles that may discuss certain of
these products or services). Since such editorial
content is acknowledged to contributg importantly

to the accomplishment of exempt purposes, the same
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characterization can be attributed to such
functionally related advertising. They are both
related to the a.cfivities of the organization.

It is highly unrealistic to categorize an inter-
dependent economic activity, such as the sale of
space in a publication, as a trade or business.
Unfair competition, which was the problem mtended
to be solved by the Revenue Act of 1950, e.pﬁe&ra o
to be completely absent under the illustrative

facts.

Specific Legislative Recommendations
We believe that Code section 512 and/oi- gection 513

should be amended to incorporate the following concepts:

1.

2.

A "trade or business" should be defined along verti-
cally integrated lines so that advertising activity,
alone, cannot congtitute a trade or business.

In order to avoid characterization as unrelated
business income, all acjtivities of such defined
trade or businesses must be functionally related

to the purposes for which an organization has been

grantgd exemption.

Advertising income should not give rise to unrelated
business income under the following circumstances:

1.

‘The income is derived from magagines and other

periodicals published by exempt organizations.
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2, The publication's editorial matter and

advertising are substantially related
to purposes for vhich the organization has
been granted exemption. '

These criteria should _coneiderebiy ease any anticipated
enforcement burdens of the Internal Revenue Service since
compliance with such standards could be easily observed by Service
office pereonnel. For example, a centralized unit of the Service
should be furnished with all exempt organization publications
and could determine, through physical inspection, whether the
necessary editoria.l and advertising po:l.ic:l.ee are being naintained.

The de minimie rule provided by Code section 512(b)(12) s
e.llowing a $1,000 specific deduction, should be expanded in
order to eliminate the tax where annual unrelated business income
does not exceed $5,000. (See Technical Information Release No.
899, April 14, 1967, which announced the proposed regula.tione
unde. sections 512-513 and indiceted that the Intemal Revenue
Service would coneidor the approprioteneee of a legielative
recommende.tion to make the tax inapplicable where only "small"
amounts ot unrelated income are involved.)

In addition, where the unrelated business income tax 1s
impoeed s net opere.tins loss ce.rrybe.cka and ce.rryovere ehould be
allowed to the eeme extent e.s in the case or nonexempt entities
conducting competitive opere.tions. Canpe.re the linitetiona get
forth in Fegulations Section 1. 512(a)-1(a)(2)(11) and (e), Example (2).
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The following three examples are provided to illustrate
the effect of the concepts which we i)roposé be incorporated into
the statute to deal with the tax treatment of advertising income
derived by exempt organizations:

Examples of Effect of legislative Recommendations

Example (1): No Unrelated Business Income Resultgg
from Related Editorial and Advertising Content ,

Z 18 an associa.tion exempt under section 501(c)(6) s

formed to advance the interests of a particula.r_proression and
drawing its membership froni the members of that préreasion.
CQntm education of its members in mattera pertaining to their
profession is one of the purposes for which Z 1s granted exemption..‘

Z publisheg a monthly journal containing aﬂ?icles'a.nd
other editorial material which contribute importantly to the . -
accomplishment of purposes for which exerhpt:lon is granted the
organization. .

The advertising in 2's journal promotes products which
are within the specialized area of professional interest of Z's
members. Since the advertisements contain information dealing with
professional interest and development, their momtional function
is identical to the function of the editoria.l content, Accordingly,
the publication of advertising designed and selected in this manner,
pursuant to Z's advertising policies, is an educational a.ctivity of
the kind contemplated by the exemption sta.tute. p

Thererore, Z's publication of a.dvert:lsing alao contributes
importantly to the accomplisbment of :I.ts exempt purposes 3 and the
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income which it gerives from its publishing business, attributable
to both literary and advertising activities, dées not constitute
gross Income from an unrelated trade or business.

Example (2): Unrelated Business Income Resulting
From Unrelated Literary Activity

Assume the same facts as in the preceding example,

except that the editorial content of Z's journal is not exclusively
de\'roted to professional matters since news and features covering
domestic pdlitics, fogeign affairs and sports e\(ents are also
published. This nonprofessional content is of a general ne.éure, 7
appealing to members‘ of the particular profession involved as well
as to the laity comprising the balance of our national population.
Accordingly, the publica.j;ion of this. type of literary material is
not designed nor selected to further Z's exempt purposes and would
thus compete with other generalized magazines published by taxable
organizations. Such editorial content 1s not an educational
activity of the kind contemplated by the exemption statute.
Therefore, Z's publication of such literary material
does not cont:ibute importantly to the accomplishment of its exempt
purposes; and the income which it derives from its publishing business,
attributable to both literary and advertising activities, constitutes
gross income from an unrelated trade or business.

Exemple (3): Unrelated Business Income Resulting From

Unrelated Advertising Activity
Assume the same facts as in Example (1), except that Z

also derives income from the sale of space in its journal for
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general consumer ulvertisiﬁg, including a&vértiseuents of such

products and services as soft drinks, automobiles, wearing apparel,

home appliances and vacations arranged by travel agencies. -
Thé publication of such advertisements does not contribute

importantly to the accomplishment of any purpose for which exem‘pt:lbn

is granteci and would thus compéte with the advertising activity

of magazines published by taxable orgahizations. Consequently,

the income derived from Z's publishing business, attributable to

both l:lterary and advertising activities, conatitutes gross income’

from an unrelated trade or business.
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SECTION 201(a) OF THE BILL--PROPOSED AMENDMENT TO CODE SECTION 170(b)

CHARITABIE CONTRIBUTIONS -- 50 PERCENT CHARITABLE DBDUCTION LIMITATION

Present Lav

Under present lew, the charitable contributione o
deductions allowed 1nd1v1duale generally is limited to 30 petcent
of the taxpayer's adJueted gross income. In the cese ot gifts L,
to certain private foundations, however, the deduction is limited '

to 20 percent of the texpeyer'e edjueted groee 1ncome.

Prggosed Chggg
The Bill increases the general limitation on the cheriteble

‘ contributions deduction for individual taxpeyers from 30 percent

of adjusted gross income to 50 percent of their contribution base.
The 20-percent charitable contribution deduction limitation in |
the case of gifts to certain priQate toundations is not increased
by the Bill. Also, contributions of appreciated property (which
property, if sold,‘would be treated as giving rise to capital
gain) is to be subject to the 30-percent limitation.

We support this proposed amendment to the Code.
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SECTION 201za; OF THE BILL--PROPOSED REPEAL OF CODE SECTION
170(b)(1)(C) '

CHARITABLE CONTRIBUTIONS--REPEAL OF UNLIMITED CHARITABLE DEDUCTION

Present Law

An individual taxpayer is piesently allowed an unlimited
qharitable deduction if in the current taxable year and in 8 of
the precgding 10 taxable years the total of the taxpayer'ﬁ
charitable contributions plus income taxes (determined without
regard to the tax on self-employment income) exceeds 90 perceni
of his taxable income (computed without regard to the charitable
contributions deduction, personal exempfions and net operating
loss carrybacks). '
Proposed Change

The Bill- would phase out the unlimited charitable
contributionsvdeduction over a 5-year period covering taxable
years beginning in 1970 through 1974.

We support this proposed amendment to the Code.

V.
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SECTION 201(a) OF THE BILL--PROPOSED AMENDMENT TO CODE SECTION 170(b)
DISALLOWANCE OF CHARITABLE DEDUCTION FOR GIFT OF USE OF PROPERTY

Present Law

Presently a taxpayer may take a char;table deduction
for the fair-rental value of property which he owns and gives
to a charity to use for a specified time period. In addition
he excludes from his income thé‘income he would hﬁve received
had the property been rented.
Proposed Change

H.R., 13270 provides that a charitable deduction is
not to be allowed unless the taxpayer'é entire interest in the
property is donated. Therefore,’ho dedﬁction will be ﬁllbwed
for the right to use property for a period of time. The taxpayer,
however, will continue to be able to exclude from income the
.value of the right to use property so contributed.

We support this proposed amendment to the Code.
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SECTION 201 ¢) OF THE BILL-~-PROPOSED mmm or CODE SECTION -
170 Ml() ADDITION OF NEW SECTION .

CHARITABLE CON'I'RIBUTIONB OF APPRECIAI’ED PROPERTY

Present Law

A taxpayer who contributes “to eho.rity property which
has a.ppreciated in value generany 1s ‘allowed a charitable contribution
deduction for the fair market ve.lue or the property ‘at the time
of contribution ( subJeot to certain technical recspture provisions),
and no income tax is 1mposed on the appreciation in value of
the property at the time of the sift. ‘ ‘
Proposed Chgg ‘

B R. 13270 proposes to elinimte eone of the present
tax advantage of contributing apprecieted property to certain
privo.te foundetions by requiring the donor or suoh property to
elect either to reduce his charitable contribution deduction’
to the amount of his cost or other basis for such property or
to take a charitable contribution deduction based on the fair
market value of the property but to include in his tax base the
untaxed appreciation with respect to the property involved.

The charitable donee's basis for the property would be the
donor's adjusted basis (for.purpoees of determining gain
‘increased by the amo\mt of gain recognized by the donor with
respect to the contribution)

Under the Bill, the same treatment would be applicable -
without regard to the type of charitable recipient, to:

1. All gifts of property if any portion of

the gain on the property (he.d it been sold)
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would have resulted in either ordinary

. income or snortetern capital gain;’

2. A1 charitable gifts of works of art,
collections of pepers and other forms of
tengible personel property (fixtures
whieh are 1ntended to be severed from reel )

‘ property are to be treeted for this purpose
| as tengible personel property), and
3. All chu'iteble gifts of future interests
- 1n property.
AICPA Comments

Although we heve not been able to reech [ 3 consensus
on all of the Bill!'s proposals with rererence to chariteble
contributions of epprecieted property, we do agree contributions i
of such property should be treated in the same manner without regard
to the type of cheritable rec:lpient.
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SECTION 201(d) OF THE BILL--PROPOSED AMENDMENT OF CODE SECTION 1011
CHARITABLE CONTRIBUTIONS~--BARGAIN SALES TO CHARITABLE ORGANIZATIONS

Present Law

If property is sold to a charity at a prit_:e below its
fair market value, the proceeds of sale are considered to be -
a return of the cost and are not required to be allocated
between the cost basls of the "sale" part of the transaction
and the Eift" part, The seller is allowed a charitable contri-
bution deduction for the difference between the fair market
value of the property and the selling price.
Proposed Change

The Bill provides that the cost or other basis of
the property is to be allocated between the porfion of the prop-
erty "sold" and the portion of the property "given" to the
charity on the basis of the fair market value of each portion.

We support this proposed ameniiment of the Code.:
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SECTION 201(f) OF THE BILL--PROPOSED AMENDMENT TO CODE SECTION 642(c)

‘CHAR!TABLB CONTRIBUTIONS FOR ESTATES AND TRUSTS

Present Law

A nonexempt trust (or estate) 1s allowed a full
deduction for any amount of its gross 1n§ome which 1t pays or
w.hich it permanently sets aside for charitable 'purpoaes. There
is no limitation on the amount of this dedugtion.

H.R. 13270 provides that an individual who establishes
a trust to pay the income to a private person for a period of
years with the remainder to go to charity is to be allowed a
charitable deduction with respect to the charitable rexgainder
interest only if the trust qualifies as a charital;le remainder
trust. It is also provided that no deduction is to be allowed
for a charitable gift of an income interest in trust unless
the individual making the gift is taxable on the trust income.

It would bde 1nconsistént vith these rules to continue
to allow a trust a ‘deduction for amounts set aside for '
charity. Such a deduction is unnecessary in the case of a
charitable remainder trust since such a trust is to be tax
exempt, In other cases, the allowance of a set-as.ide deduction
would be inconsistent with the limitation to be placed on
charitable gifts in trust.

Proposed Change

. For the reasons discussed above, the B11l eliminates
the so-called set-aside deduction presently allowed trusts
(or estates) However, in computing 1ts taxable 1ncome, a“‘non- .

exempt trust will atill be allowed to deduct any amount of its
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giosa income, without limitation, pb.id as a charitable contri-'
bution, In addition, to enable the trustee tq act after he
‘knows the incame for the year precisely, the Bill allows a
trustee to make a’contribution in th-e' next following taxlable
year and elect to treat such contribution as made duriné 'the
taxable year. As uhder existing law, proper adjustment is to
be made for cha.ritable contributions paid out of capital sain
income and the deduction is not to diminish the unrela.ted
business income of the trust, if any. Furthermore, the nonexempt
trust 4s to be subject to the same restrictions as a pri.vate
. foundation if it makes cha.ritable contributions.
We support this proposed amendment to the Code.’
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SECTION 201(g) OF THE BILL--PROPOSED AMENDMENT TO CODE SECTICH 673(b)
CHARITABLE CONTRIBUTIONS--KEPEAL OF TWO-YEAR' CHARITABLE TRUST RULE

Present Law ‘

Under present law, an individual may éstablish a '
trust to pay the income from his property, which he transfers to
the trust, to a charity for a period of at least 2 years, after
which the property i1s to be retnrned to him, Although the
individual does not receive a charitable contribution deduction
in such a case,»the income from the trust property -is not taxed
to the individual. This 2-year charitable trust rule is an
exception to the general rule that the income of a trust is
taxable to the person who estaﬁliehes the trust where he has
a reversionary interest in the trust which will or may be
expected fo take effect within 10 years.

The effect of the special 2-year charitable trust
rule is to permit charitable contribution deductions in excess
of the generally applicable percentage limitations of such
deduqtiqns.

Proposed Change

In order to prevent circumvention of the generally
applicable percentage limitations on the charitable contribution
deduction, the House Bill would repeal the 2-year trust provision
of Code section 673(b). Accordingly, an individual no longer
will be able to exclude income from property placed in a trust
(to pay the income to a charity for a period of at least 2 years)

from his income. As a result, a person who establishes a trust
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will be taxable on its income, whether or not the income
beneficiary is a charity, where the individual has a reversionary
interest which will or may be expected to take effect within 10
years from the time the income-producing property is transferred
to the trust.

We support this proposed amendment to the Code.
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SECTION 201% and (h) OF THE BILL-- PROPOSED AMENDMENTS TO CODE
SECTIONS 170(b) and 2522(c)

CHARITABLE INCOME TRUSTS WITH NONCHARITABLE REMAINDER

Present Law

Under present law, a taxpayer who transfers property
to a trust to pay the income to a charity for a perlod of years
with the remainder to go to a noncharitable beneficiary, such
as a friend or member of his family, is allowed a charitable
contribution deduction for the present value of the income
interest given to the charity. In addition, neither he hor
the trust is taxed on the income earned by the trust.

A taxpayer receives a double tax benefit where he
is allowed a charitable contribution deduction for the present
value of an income interest in trust given to charity and also
is not taxed on the income earned by the trust, In fact, this
double benefit allows a taxpayer to increase his after-tax
cashposition by postponing a planned noncharitable gift.
Proposed Change

The Bill provides that a charitable
contribution deduction is not to be allowed for an income
interest given to charity in trust, uniess the grantor is
taxable on the income of the trust or unless all the interests
in the trust are given to charity. The effect of this 1s to
'deny the double benefit of a deduction and exemption from

taxation which is available under present law,
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The Bill also provides that a charitable deduction
will not be allowed for an income interest given to charity in
trust unless either the interest is in the form of a gukranteed
annuity or the trust instrument specifies that the charitable
income beneficlary is to receive a fixed percentage annually of
the fair market value of the trust property (as determined each
year)., The purpose of this rule is to assure that the amount
received by the charity in fact bears a reasonable correlation
to the amount of the charitable contribution deduction allowed
the taxpayer.

If a taxpayer, who ig allowed a charitable deduction
under the above rules for an income interest transferred in
trust to charity, subsequently ceases to be taxable on the
trust income, he would receive a double tax benefit with respeet
to the future trust income--he would not be taxed on that income
but would have received a charitable deduction with respect to
it. To prevent this result, the Bill, in effect, proﬁdes for
the recapture of that part of the charitable contribution
deduction previously received by the taxpayer t(ith respect to
the income of the trust which will go to the charity dut. on

which he will not bde taxed,

T We support these proposed amendments to the Code.
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SECTION 201(e), h) and OF THE BILL--PROPOSED AMENDMENTS TO CODE
SECTIONS 17 (h), 20 5 e), 2106(a) and 2522(c) AND PROPOSED CODE
SECTION 6 )

CHARITABLE CONTRIBUTIONS--CHARITAB;E,REMAINDER'TRUSTS

Present Law

An individual may now make a charitable contribution

by transferring property to a trust and providing that the trust
income be paid to designated private persons for a period of
time with the remainder to go to a charity. The amount of the
deduction is based upon the present value of the remainder
interest at the time of the gift.

Under the present rules it is possible for a taxpayer
to receive a deduction for a contribution of a remainder
interest to a charity which may be greater than the amount
the charity ultimately receives. Thils is possible because the
trust assets may be invested in a manner which maximizes income
at the expense of capital.

Proposed Change ' N

To prevent the above situation the Bill provides that
no deduction will be allowed for gifts of a remainder interest
unless the trust specifies that the noncharitable income
beneficiary 1s to recelve either a stated annual dollar amount
or a fixed percentage of the value of the trust assets.

We support these proposed amendments to the Code.
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SECTION 211 OF THE BILL--PROPOSED CODE SECTION 1251
FARM LOSSES
Present Law
Under present law, income or losses from farming
may be computed under more liberal accounting rules than those
generally applicable to other types of businesses. A cash
method of accounting under which costs are deducted currently
may be used, rather than an inventory and accrual method
under which the deduction of costs would be postponed, In
addition, a taxpayer in the business of farming may deducf
expenditures for developing business assets (such as raising .
a breeding herd or developing a fruit orchard) which other
taxpayers generally have to capitaliie. Furthermore, capital
gain treatment often is available on the sale of farm assets.
The combination of current deductions of farm expenses
of 3 capital nature from ordinary income with future capital
gain treatmedt on the sale of farm assets may produce signifi-

cant tax savings.

Proposed Change
The Bill generally provides that gainon the sale of certain

farm property is to be treated as ordinary income to the extent
of the taxpayer's previous farm losses. For this purpose, a
taxpayer must maintain an excess deductions account to record
his farm losses. In the case of individuals, farm losses must
be added to the excess deductions account only if the taxpayer
has more than $50,000 of nonfarm income for the year and, in

addition, only to the extent his farm loss for the year exceeds
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$25,000, The amount in a taxpayer's excess deductions account
would be reduced by the amount of farm income in subsequeni
years. ‘

The amount of farm losses recaptured on a sale of
farm land would be 1imited to the deductions for the taxable
year and the four previous years with respect to the land for
soil and watef conservation expenditures and for land clearing
expenditures,

To the extent gain on the sale of farm property is
treated under these rules as ordinary income, this would
reduce the amount in the taxpayer's excess deductions account.

The recapture rules provided by the Bill would not
apply if the taxpayer elected to follow generally applicable
business accounting methods (i.e., if he used inventories and
cepitalized capital expenditures). '

AICPA Comments

We agree with the intended purpose of the proposed
legislation which is to curb abuses of capital gain provisions
in the farming segment of the economy. ‘

Section 211 of the Bill seeks té solve fhis problem
by denying capital gain benefits in the case of the disposition
of farm property unless the taxpayer (1) accounts for inventories,
and (2) capitalizes all expenditures properly chargeable to a
capital account. The de minimis exception (later commented on})
appears to be reasonable to 1imit the application of Section 211
to taxpayers who could otherwise abuse capital gain benefits.
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On the other hand, we believe that'the language of
Section 211 is so sweeping that 1t will a;fect more taxpayers
than intended, Section 211 applies to all taxpayers who,
with respect to any taxable year, (1) incur a farm net loss,
or (2) have a balance in the excess deductions account at
the close of the taxable year. Addition to the excess
deductions account for a current year's farm loss 15 not
required if (1) nonfarm adjusted gross income is $50,000.or .
less,and (2) the farm net loss is $25,000 or less. However, it .
appears that the $50,000/$25,000 de minimis ekceptions do not
'apply to excuse application of Section 211 in the face of a
current year's loss, no matter how small (proposed Code ssrtion
1251(a)(1)). Should this be the case, Section 211 would apply
to all taxpayers incurring a current farm 10?9, with the result
that a great many farmers would be faced with lqss of capital- -
gain benefits if they did not elect to adopt certain accounting
methods, Toremedythisapparentdefect,werecommenéthattheBillbe
clarified so that there is no doubt that the $50,000/$25,000
de minimis exceptions apply also in the case of farm neﬁ losses
for the currept taxable year,

In order not to discourage taxpayers from changing to
the accounting methods described in proposed Code section 1251
(b)(4)(A), 1t 1s suggested that section 1251(b)(4)(C) provide
that additions to taxable income resulting from the change could

-
be spread over a 10-year period, at the election of the taxpayer.
This type of provision has been helpful in Internal Revenue A

Service administration of other changes in accounting methods .
and practices, and should be advantageous to both taxpayers and

the Government in this connection.
o
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SECTION 213 QF THE BILL -~ PROPOSED AMENDMENT TO CODE SECTION 270
HOBBY LOSSES : L :
Present Law

Present law contains. a so-called hobby loss provision
which limits to $50,000 per year the amount of losses from a
"business" carried on by an individual-that he can use to offset
his other income. This limitation only applies, however, if the
losses from the buslness exceed $50,000 a year for at least five -
consecutive years. Moreover, certain specially treated deductions
are disregarded in computing the size of the loss for this purpose.
Proposed Change _ '

The Bill replaces the present hobby loss provision with
a rule which provides that items attributable to an activity shall
be allowed only to the extent of the grose income from such activity
unless such activity 1s carried on with a reasonable expectat;on
of realizing a profit, If the deductions attributable to an
activity exceed the gross income from such activity by $25,000-
or mcre for any 3 of 5 consecutive years ending with the taxable
year, then unless the taxpayer establishes to the contrary, the
activity shall be deemed to have been carried on without a reasonable
expectation of realizing a pr’otit.. |
AICPA Comments '

We agree with the intended purpose of the proposals
which are aimed at making the Application of COdé section 270 -

(as amended) more effective,
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It does appear, however, that the proposed provisions '
should be modified to the following extent: '

1. The $25,000 excess of deduction over gross

income should be changed to $50,000.
{section 270(b)).

2. Wherever it apgears throughout the section, -
the term "activity" should be changed to
"trade or business."

3. The application of this section should be
limited to 1nciiv1dual taxpayers.

It is our belief that the disallowance of losses
ueing the $25,000 limifation 18 too sarsh considering that
the entire loss would be diSallowed. Moreover, in these times
of inflation, the $25,000 limitation does not seem realistic
vwhere new business ventures are undertaken, Small taxpayers ’
often lose more than $25,000 in three out of five years (partic-'
ularly the early years of an undertaking).

The statutory word "activity" is bound to cause much
controversy in the administration of t!:ne law. ‘This word is not
defined in the Bill; in fact, 1t would be difficult to define.

An activity can embrace an entire trade or business, it can be

a functional part of a business, or it can be a segment of a
taxpayer's financial activifies. For example, a taxpayer operating
a manufacturing enterprise may have several plants, warehouses and
sales outlets, Is each an activity? Where a taxpayer 6pera.tes

two businesses such as a drug store and an automobile agency, may
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each be an activity? Is the purchasing arm gf a retall establish-
ment an activity? Where a taxpayer operates a crop farm in
conjunction with a livestock farm, is each an activity or must
both be combined as one activity? Where individual taxpayers
enter into financial transactions such as investments in securities,
acquiring interests in real estate, etc#, are each of these
"an activity" for the purposes of the proposed legislation? -

In order to avoid unnecessary uncertainty and confusion
and to deal in an equitable manner with what is probably intended,
we suggest that the term "trade or business" be substituted for
"activity." This term already has an established meaning under
present law and under numerous court decisions. It embraces a
set of activities that make up a "whole concept” as distinguished
from dealing with possibly meaningless fragments of operations
which could cause severe difficulties in tax accounting, allocations
and administration.

It seems from the wording of the proposed amendment
that it would apply to all ta.:fpayers. We have seen no suggestion
in the Reports of the Committee on Ways and Means nor do we know
of a.ny abuses by corporations, trusts, estates and other taxpayers
in the area for which correction is sought. Accordingly, it is
urged that this proposed amendment be limited to individual taxpayers.
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SECTION 221 OF THE BILL--PROPOSED AMENDMENT TO CODE
SECTIONS 163 and 1202

IIMITATION ON DEDUCTION OF INTEREST

Present Law

Under present law, individual ta.xpayers are allowed an
itemized deduction, without limitation, for all interest paid or
accrued during the taxable year.

Proposed Change ,

The Bill would limit the deduction allowed 1ndiv1duals-

.and other noncorporate taxpayers for interest on funds borrowed
for investment purposes. The limitation would not apply to
interest incurred on funds borrowed for other purposes, such

as home mortgages, installment purchases, consumer goods,
personal or student loans, or in connection with a trade or
business., Under the limitation, the taxpayer's deduction for
investment interest would be limited to the amount of his net
1nveatmen;t incame, plus an amount equal to fhe smount by which
his net long-term capital gain exceeds his net short-term capital
loss, plus $25,000 ($12,500 in the case of a separate return by
a married individual). _

Interest for which a deduction was disallowed in a
year as a result of the limitation could be carried over to
subsequent years and used to offset net investment income
(including capital gains) arising in the later years to the
extent allowable under the limitation in such a year.

In the case of partnerships, the limitation would apply
at both the partnership and the partner levels.
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AICPA Comments

We do not agree‘with this proposed amendment 6f the
Code. It has long been an established general principle of
economics, accounting and taxation that expenses incident to
the production of income are deductible from such income. This
legislative proposal in a sense represents an artificial and
arbitrary mutation of this principle which would tend to
discourage the assumption of risk and the investment of capital -- '
both of which have ‘been important factors in the growth and
development of our economic system. Furthermore, it would
constitute an inconsistent exception to the cash receipts and
disbursements method of accounting under which expenses are
deducted when they are paid and income is taxed when it is
received.

If, however, this proposed amendment of the Code is
enacted in basically its present form, it is auggestged that
the 1imitation be made applicable at both the corporate and
the shareholder level in the case of electing small business
corporations as defined in Code section 1371(b).
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SECTION 231 OF THE BILL--PROPOSED CODE SECTION 82 AND PROPOSED
AMENDMENT TO CODE SECTION 217 '

MOVING EXPENSES

Present Law

A deduction from gross 1qcome 1s allowed for
certain moving expenses related to job-relocation or moving
to a first job.

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

Job-related moves often entail considerable expense
in addition to the direct costs of moving the taxpaycr, his
family and his personal effects to the new job location,

Moreover, the 20-mile test allows a taxpayer a
moving expense deduction even where the move may merely be
from one suburb of a locality to another, and the 39-week
test denies the deduction where a taxpayer is prevented from

satisfyling the test by circumstances beyond his control,
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Proposed Change )
The Bill extends the present moving expense deduction

to also cover three additional types of joherelated moving
expenseé: .

1. Travel, meals and lodging expenses for pre-

move house hnnting trips;

2, Expenses for meais and lodging in the

general loéution of the new Job location
for any period of up to 30 consecutive days
after obtaining employment; and

3, Varlous reasonable expenses incident to the

sale of a residence or the settlement of

a lease at the old job location, or to the
purchase of a residence or the acquisition of
a lease at the new job location,

A limitation of $2,500 18 placed on the deduction
allowed for these three additional categories of moving expenses.
In addition, expenses for the house- hunting trips and temporary
1living expenses may not account for more than $1,000 of the
$2,500, '

The Bill also increases the 20-mile test to a 50-
mile test, and provides that the 39-week test is to be waived
ir the taxpayer is unable to satisfy it due to é;rcumstances
beyond his control. Finally, the Bill requires that reimburse-

ments for moving expenses must be included in gross income.
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AICPA Comments--Oeneral
The Bill provides a maximum deduction of $2,500 for

three additional types of joberelated expenses: (1) travel, meals
and lodging expenses in connection with house-hunting trips; (2)
expenses for meals and lodging in the new job location area for any
period of up to 30 consecutive days after obtaining the new Job;
and (3) expenses concerning the sale of a residence or settlement’
of a lease at the old job location or conpurabie expenses at
the new job location. The deduction for the first two typesof expenses
may not exceed $1,000 of the maximum $2,500.

We do not believe these amounts are realistic,
Many persons transferred own a house yhich has a market value
of $30,000 or more. The average real estate agent's fee for
the sale of such a house is 6 percent, or $1,800. In such
a situation the allowable deduction for the first two types of
expenses would be limited to $700, Thus, a taxpayer transferred
to an area of 100 miles from his present location would prob
ably not be out. of-pocket; however, a taxpayer transferred
1,000 miles would ﬁrobably be out-of-pocket because of the
additional transportation costs for himself and his family,
We recommend that there be no limitation on the amount allowed
as a deduction for these three types of expenses or, in the
alternative, that the $1,000 be increased to $2,000 and the
$2,500 be increased to $5,000. .

Code section 217, as amended, refers to & deduction by
a taxpayer as an employee. We recommend that this section also
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authorize such a deduction by a self-employed taxpayer or by
& partner of a partnership, There is no reason why such tax-
payers should not be entitled to the same benefits as an
employee,

The proposal requires as & condition to allowance
that the new place of work be 50 miles further from the old
residence than the place of former employment. The require-
ment 18 excessive, An employee formerly commuting 20 miles
to his old employment in some cases could not qualify for the
deduction unlesa the new employment was 70 miles from his
former residence. This is not realistic even in our largest
metropolitan areas. The 20-mile rule should be retained,
although an alternative provision of 20 miles or 50 pércﬁnt
ferther, whichever is greater, might provide some restriction
on the supposed favored treatment of a person originally commuting
a substantial distance.

8ection 231(d) of the Bill should be changed to make
the érfective date applicable to taxable years beginning on or
. after January 1, 1964, and should permit the filing of claims
for refund within one year from the date the Bill becomes law
for those taxable years for which the three-year statute of
limitations has expired, It is pntontli unfair to taxpayers who
have moved in prior years and suffered a cash loss not to permit
them to file claims for refund.
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SECTION 301 OF THE BII.L--PROPOSED CODE SECTION 84
LIMIT ON TAX PREFERENCES
Present Law .

Undoi present law, there is no limit on how large
a part of his income an individual may exclude‘tram tax as a
result of the receipt of various kinds of tax-exempt income

or special deductions.

Proposed Change
The Bill would impose & 50 percent ceiling on the

amount of a taxpayer's total income (adjusted gross income
plus tax preference items) which can be excluded from tax.
This limitation would not be applicable if an individual's
total tax preferences for the year did not exéeed $10,000, or
$5,000 for a married person filing a separate return.
AICPA Comments

The provisions of the Bill placing a 1limit on tax
preferences would impose a tax by indirect means on amounts
which presently are fully or partially tax exempt. We agree
that public confidence in our self-assessment systom is
undermined by the ability of individuals to rﬁalize large
amounts of disposable income with little, if any, payment of
tax. However, we recommend that the tax preference items be
dealt with through direct legislation. If this is not practicable
then we would support the provisions of the Bill -~ with one

modification. The tax preference item regarding the excess
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of accelerated depreciation over straight line depreciation
should likewise provide for & reduction when straight line

depreciation exceeds accelerated depreciation,
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SECTION 302 OF THE BILL~-PROPOSED CODE SECTION 277

ALLOCATION OF DEDUCTIONS

Present Law
Under present law an individual is permitted to

charge his personal income tax deductions entirely against his
taxable income without charging any part of these deductions
to his tax-free income. As a result, taxpayers with substantial
tax preference amounts and personal deductions can eliminate
" much or all of their tax liability on substantial amounts of
otherwise taxable income.
Proposed Change

To prevent individuals with tax preference amounts
from reducing their tax liabilities on their taxable incomes
by charging all their personal deductions to their taxable
incomes, the Bill provides that individuals (and estates and
trusts) must allocate most of their itemized personal deductions
proportionately between their taxable income '(MJusted gross
income less nonallocable expenses) and their tax preference
amounts. Only the part of these personal deductions which 1is
allocated to taxable income is to be allowed as a tax deduction
and the personal deductions allocated to the tax preference
amounts are to be disallowed. Tax preference amounts are
taken into account only to the extent they exceed $10,000
(45,000 for a married person £iling a separate return).

We support this section of the Bill. |
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S8ECTION 311 OF THE BILL-~PROPOSED AMENDMENTS TO CODE SECTIONS 1301-1305
INCOME AVERAGING
Present Law

Income averaging permits a taxpayer to mitigate the
effect of progressive tax rates on sharp increases in income.

His taxable income in excess of 133-1/3 perceat of his average
taxable income for the prior 4 years generally can be averaged

and taxed at lower rates than would otherwise apply.

Certain types of income such as net long-term capital gains, wagering
income, and income from gifts are not eligible for averaging.

The exclusion of certain types of income from income
eligible for averaging complicates the tax return and makes it
difficult for taxpayers to determine easily whether or not they
would benefit from averaging. In addition, taxpayers with
fluctuating income from these sources may pay higher taxes than
taxpayers with constant income from the same sources or fluctuating
income from different sources, Finally, the 133.1/3 percent
requirement denies the benefit of averaging to taxpayers with a
substantial increase in income and reduces the benefits of averaging
for those who are eligible.

Proposed Change

The Bill extends income averaging to net long-term
capital gains, income from wagering and income from gifts. It
also lowers the percentage by which an individual's income must
incroase for averaging to be available from 33-1/3 percent to 20

percent,

)
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AICPA Comments

We support this provision of the pill but take exception
to the proposed effective date of tnxablo. years beginning after
December 31, 1969. We note that the provisions of the Bill dealing
with the repeal of the alternative tax on capital gains for
individuals (Bill section 511) are to be effective with respect to
sales and dispositions occurringafter July 25, 1969.' The effective
dates of these two provisions coupled with the 10 percent tax
surcharge now in effect subjects long-term capital gain
realized by 1ndiv1duall in the brief period from July 26 to
December 31 to a u'voro and inequitable tax penalty. We believe
equity dictates that the affective dates for eliminating the
alternative capital gains tax and introducing the new averaging
provisions be the same,

NOTE: Please refer to our comments in the Summary

regarding the effective dates of capital gains and losses.

192



- 87 -

SECTION 321 OP THE BILL--PROPOSED CODE SECTION 85 AND PROPOSED
AMENDMENTS TO CODE SECTIONS 402(b) AND 403

RESTRICTED PROPERTY

Present Law
At present the treatment of restricted property

18 governed by Treasury regulations which provide for no tax
when the employee receives the restiricted stock. When the
restrictions lapse, the value of the stock at the time of trans~
fer to the emploﬁeo (determined without restrictions) is
treated as compensation provided it has increased in value,
If the value decreases then the lower value is considered the
compensation,
Proposed Change

Section 321 of the Bill provides that a person who
receives a beneficial interest in property by reason of
services performed is to be taxed with respect to the property
at the time it is received if he can transfer the property and
i1f it 1s not subject to substantial risk of forfeiture. If
there is a substantial risk of forfeiture a tax is imposed when
the risk lapses. The tax will be on the amount by which the
fair market value of the property exceeds the amount the .
employee paid rbr it.
AICPA Comments

We support this provision on condition that any
legislation finally approved continues to providé for the
50 percent maximum rate on earned taxable income. This provision,

coupled with the capital gain provisions in the Bill, reflects
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& recognition of equality of tax treatment between earned income
and capital gain income, We believe that these provisions,
taken together will continue to provide incentive for those who
have contributod much to our economic progress and will also
lessen the search for transactions motivated by tax avoidance.

*
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BECTIONS 341 AND 342 OF THE BILL--PROPOSED AMENDMENTS T0 CODE
BECTIONS 665-669 and 677 _

ACCUMULATION TRUSTS, MULTIPLE TRUSTS, RTC.
Present Law ©

If a grantor creates a trust under which the trustee
is either required or is given discretion to accumulate the
income for the benefit of designated beneficiaries, then to
the extent the income is accumulated, it is taxed at individual
rates to the trust, ' '

When the trust distributes accumulated income to the
beneficiaries, in some cases they are taxed on the distributions
under a so-called throwback rule. The throwback rule treats the
income for tax purposes as if it had been received by the
beneficlaries in the years in which it was received by the trust,
The beneficiary recomputes his tax for these back years, adding
the trust income to 1t ﬁnd taking credit for the tax which had been
paid by the trust on that income, and pays the additional tax
due in the current year. ' '

In addition to the limitation of its application to
the 5 years preceding the year of distribution, the throwback
rule does not apply to several types of distributions.

The progressive tax rete structure for individuals
mey beavoided wheﬁ a grantor creates trusts which accumulate
income taxed at low rates, and the income in tﬁrp 1s distributed
at & future date. This result occurs because the trust itself
is taxed on the accumulated income rather than the grantor 6r

the beneficiary.
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H.R. 13270 provides that beneficiaries are to be
taxed on distributions received from accumulation trusts in
substantially the same manner as if the income had been
distributed to the beneficiaries currently as earned, instead
of being accumulated in the trust.. The Bill, in effect,
eliminates the 5-year limitation and all exceptions to the
throwback rule, and provides an unlimited throwback rule with
respect to accumulation distributions. Howéver, only distri-
butions of income accumulated by a trust (other than a foreign
trust created by a U.8, person) in years bogj.nnin'g after April
22, 1964 are to be subject to the throwback rule.

In the case of thou accumulation trusts,
all of ftheir accumulated income, other than income
distributable currently, is to be taxed to the beneficiaries
upon its diastribution tothem ., The amounts distributed are to
be treated as if they had been distributed in the preceding
years in which income was accumulated but are includidbls in
income of the beneficiaries for the current. year,

The Bill also provides that in the case of a trust
created by a taxpayer for the benefit of his spouse, the
trust income which may be used for the benefit of the spouse
is to be taxed to the creator of the trust as it is earned,
However, this provision is not to apply where ancther provision
of the Code requires the wife to include in her gross income

the income from a trust.
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AICPA Comments

We agree with these provisions of the Bill in principle,
However, it is wholly inconsistent for the e.quitablo adnministration
of the income tax law to provide effective dates for implementation
of proposed restrictive changes which are retroactive in effect and impact.
Thuas, we disagree with the proposal that the changes embodied
in B111 section 341 should be reflected for distributions made
vubsequent to April 23, 1969 based on amounts accumulated since -
April 23, 1964, Many trusts were set up on the basis of the
exception to throwback available in section’'665(b) of the
Code (prior to the proposed changes), Thess include so-called
minors' trusts which terminate at uge 21 and payment of amountq
as final distributions by trusts which o,r; made more than nine
years arter the date of last transfer to such trust. In
many cases by the terms of the trust instrument, distributions
could not take place prior to April 23, 1969 and in many other
situations taxpayers could not be on notice that action had
to have taken place prior to the proposed effective date in
order to avoid adverse tax impact.

Therefore, it is proposed that the changes set forth
in section 34l of the Bill be applicable only to those trusts
established or additions made to existing trusts after
April 23, 1969 with respect to eliminating the exceptions
available under Code section 665(b). Concomitantly, it is
suggested and i'ecomendod that for those accunullation trusts
which cannot qualify under these exceptions, the effective date
with respect to full or maximum throwback apply only to accumue
lations in fiscal years ending after April 23, 1969,
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SROTION 401 OF THE gg.:.--;gopmn ANENDMENTS TO CODB SRCTIONS
k6, 179, 821, » 1561-1563 AND PROPOSED CODE SECTION 1564

MULTTPLE CORPORATIONS
Present Lew .

Under present law, corporations generally are fmd
at the rate of 22 percent on the first $25,000 of taxable
income and at 48 .porcent of taxable income in excess of $25,000,
The lower tax rate on the first $25,000 of taxable income is
commonly referred to as the surtax exemption.

Present law 1limits to some extent the ability of a
taxpayer tc split his business enterprise into a number of
. corporations so as to obtain multiple surtax exemptions by
providing that a "controlled group" of 'corporations is limited
to one surtax oxeﬁption. Instead of claiming one surtax exemption
for the group of corporations, however, a controlled group may
elect for each member to take & surtax exemption if each of the
' corporutidm pays an additional 6 'percent tax on the first
$25,000 of its taxable income,

Although the surtax exemption was designed to help
small businesses, large organizations have been able to obtain
substantial benefits from the éxomption by diﬂding the organiza-
tion's incoms among a number of related corporations.

In addition to the surtax exemption, there are other
provisions of present law dpu:lgned to ald small businesses.

These other provisions are: (1) the proviqion which allows &
corporation to accumulate $100,000 of earnings without being
subject to the penalty tax on earnings unreasonably acoumulated
to avoid the dividend thi on shareholders; (2) the life insurance
company 7mall business deduction of 10 percent of the company's

198



-93 -

net investment income (this deduction is limited to $25,000

per year); (3) the exception to the general 50 percent limitation
on the investment credit which allows 100 pex;cent of tax '
1iability up to $25,000 to be taken into account, and the invest-
ment credit provision which allows up to $50,000 of uged (as
distinct from new) equipment to qualify for the credit;

(4) the provision which allows an additional first year depre-
ciation allowance equal to 20 percent of the cost of the property
(1imited to $10,000 per year); (5) the provieion which grants
mutual insurance companies (other than life and marine) benefits
similar to the surtax exemption; and (6) the provision which
exempts mutual companies (other than life or marine) from tax

if their investment income does not exceed $150,000.

Proposed Change

H.R. 13270 provides that a controlled group of cor-
porations is only to be allowed one surtax exemption and in
addition 18 not to be allowed to receive multiple benefits under
other provisions of the law designed to aid small businesses.
Generally, the limitation provided by the Bill is to be phased
in over an B-year period and is to be fully effective for 1976
and later years.

A controlled group of corporations 1is limifed to one
$25,000 surtax exemption and one $100,000 accumulated earnings
credit after an 8-year transition pez"iod. ' This is sccomplished
by gradually reducing the amount of the special .proviaions in
excess of one which is presently being claimed by a controlied
group over the yeara 1969 to 1975 until these excess special
provisions are reduced to zero for 1976 and later years.
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The limitation on multiple benefits from the investment credit
. and first year additional depreciation, becomes fully effective
with taxable years ending on or after December 31, 1969, To
ease the transition, controlled corporations are ailowed to
increase the dividend received deduction from 85 percent to
100 percent at a rate of 2 percent per year. ‘

Under the present consolidated return regulations,
preconsolidation losses for a corporation in a group claiming
multiple surtax exemptions may be carried over after consoli-
dation only against the income of the corporation which sustained
the losses. The Bill modifies these present regulations so as to
permit net operating losses for a taxable year ending on or after
December 31, 1969, to be taken as a deduction against the income
of other members of such group in the same proportion as the
additional surtax exemptions of such group.

The Bill also broadens the definition of a controlled
group of corporations, '

We support these proposed amendments to the Code.
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SECTION 411 OF THE BILL-- PROPOSED CODE SECTION 279

CORPORATE MERGERS— DISALLOWANCE OF INTEREST DEDUCTION IN

Present Law

Under present law a corporation 1s allowed to deduct
interest paid by it on its debt but is not allowed a deduction for
dividends paid on its stock or equity. '

It 18 a difficult task to draw an appropriate distinction -
between dividends and interest, or equity and debt. Although this
problem is a long-standing one in the tax laws, it has t_>ecome of
increasing significance in recent years because of the incredsed
level of corporate merger actiyit:les and thé increasing use of debt
for corporate acquisition purposes.

There are a number of factors which make the use of debt
for corporate acquisition purposes desirable, 1nc'1ud:lng the fact
that the acquiring company may deduct the interest on the debt put'
cannot deduct dividends on stock,

Proposed Change .

In general, the Bill disallows a deduction for interest on
bonds issued in connection with the acquisition of a corporation
where the bonds have specified characteristics which make them more
closely akin to equity. '

The disallowance rule of the Bill only applies to bonds or
debentures issued by a corporation to acquire stock in another corpor-
ation or to acquire at least two-thirds of the total value of the assets '

of another corporation. Mbreove'r , the disallowance rule only applies
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to bonds or debentures which have all of the following characteristics;
(1) they are subordinated to the corpoution's trade creditors; ‘
(2) they are convertible into stock; and (3) they are issued by

a corporation with & ratio of debt to equity which 1is yéater,
than two to one or with an annual interest expense on its indebt-
edness which is not covered Qt least three times over by its
projected earnings, '

An exception to the treatment prov;ded by the Bill
15 allowed for up to $5 million a year of interest on obligations
which meet the prescribed test.

This provision of the Bill also does not apply to debt
issued in tax-free acquisitions of stock of newly formed or
existing aubaidiaries’, orlin connection with acquisitions of
foreign corporations if substantially all of the income of the
foreign corporation is from foreign sources.

AICPA Comments

We disagree with section 411 of the Bill, which would
add new section 279 to the Code. It is our view that any )

" restrictions on the "tide of cc;nslomerate mergprg" should be
imposed outside the tax law, In any event, we feel that the
criteria contained in proposed Code sections 279(b) and (c) are
arbitrary and of doubtful validity. PFurthermore, the $5 m;llion
amount contained in proposed section 279(a) is diacrimfory.

_ Other difficulties will involve tracing probief-g ana the question
| of what constitutes a "plan" of quuiaition. ‘Hmlly,. the
section will adversely affect persons who for vciid business
reasons may desire to sell their businesses in that .they my
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be unable to realize a proper price because of the depressing

effect of proposed section 279.
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SECTION 412 OF THE BILL--PROPOSED AMENDMENT TO CODE SECTION 453(b)
CORPORATE MERGERS- LIMITATION ON INSTALLMENT SALES PROVISION
Present Law
Under present law, a taxpayer may elect the installment
method of reporting a gain on a sale of real property, or a casual
sale of personal property where the price is in excess of $1,000,
The installment method, however, is available only if the payment.s
received by the seller in the year of sale (not counting debt obli-
gations of the purchaser) do not exceed 30 percent of the sales price.
The Internal Revenue Service has not ruled as to whether
the installment method of reporting gain is available where the
seller receives debentures. The use of the installment method of
reporting gain where debentures are received by a seller of property
may result in long-term tax deferral. Present law does not specify
the number of installments which are required if a transaction 1is
to be eligible for the installment method of reporting. In other
words, it is not clear whether the installment method may be used
when there 1s only one or a limited number of payments which may
be deferred for a long time. '
Proposed Change -
The Bill places two limitations on the use of the
installment method of reporting gain on sales of real property and
casual sales of personal property,
Pirst, bonds with interest coupons attached, in registered
form, or which are r;adily tradable, in effect are to be considered
payments in the year of sale for purposes of the rule which denies
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the installment method where more than 30 percent of the sales
price 1s received in that year.

The second limitation is containedlin proposed Code
section U453(b)(3). It would deny the use of the installment
method unless the payment of the loan principal, or the payment
of the loan principal and the interest together, are spread
relatively evenly over the installment period. This requirement
would be satisfied if either payments are made at least once
every two years in relatively evén or declining amounts over
the installment period, or at least 5 percent of the loan principal
is to be paid by the end of the first quarter of the installment
period, 15 percent is to be paid by the end of the second quarter,
and 0 percent is to be paid by the end of the third quarter.

AICPA Comments

We disagree with section 412 of the Bill to the extent
that it would adad ﬁroposed section 453(b)(3) to the Code. It is
our concern that proposed section 453(b)(3) will disqualify from
installment sale treatment transactions which presently have good
business purpose. It would add more uncertainties to an already
difficult area, Furthermore, problems presented by extensions,
calls or other modifications are not provided for. It 18 our
view that proposed section 453(b)(4), with which we concur, is
adequate to cover present abuses of the installment method.
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SECTION 413 OF THE BILL-- PROPOSED AMENDMENT TO CODE SECTION 1232

CORPORATE MERGER— ORIGINAL ISSUE DISCOUNT
Present Law ,

Under present law, original issue discount arises when
a corporation issues a bond for a price less than its face amount.
The owner of the bond is not taxed on the original issue discount .
until the bond is redeemed or until he sells it, whichever occurs
earlier. '

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

This results in a nonparallel treatment of original
issue discount between the issuing corporation and the bond-
holder. The corporation deducts a part of the discount each year.
On the other hand, the bondholder is not reqixired ':,o report any of
the discount as income until he disposes of the bond.

Proposed gm e " | ‘

The Bill generally provides that the bondholder and the
issuing corporation are to be trea.ted conéutenfly with respect
to original 1asuo' diécbgnt. Thﬁé, the Bill generally requires a bond-
holder to include the original issue discount in income ratably over
the life of the bond. 'l'his rule app;ies to the‘l original bdondholder
as well as to eubéequent bondholders. i

Corporations issuing bonds in registered form would be
required to furnish the bondholder and thé Govermment with an annual
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information return regarding the amount of original issue discount

to be included in income for the year.
AICPA Comments '

We do not agree with section 413 of the Bill., We feel
that the proposed changes violate the well-established rules of
the cash method of accounting and further that they will add
to complexity and information reporting difficulties far out of
proportion to the problem which section 413 is deaighed to solve.

We should like to reccﬁnend an alternative solution to
the problem. We suggest that Code section 1221 be amended to exclude
from the definition of a capital asset all corporate ﬁogponvertiblo
debt (sometimes referred to as "straight" debt). Such a provision
would make all gains and losses on sales of nbnconvertible
corporate debt ordinary income or ordimry'dedudtions » re;pectively.
Nonconvertible corporate debt is acquired by an investor for
the principal purpobe of realizing a yleld 'on the money invested.
It appears that the market value or‘ nonconvertible corporate debt
obligations fluctua..tes in large measure with reference to prevailing
interest yields. Accordinglf, it seems reasonable to tax as
ordinary income or allow as ordinary deductions gains or losses on
disposition of the obligations which are primarily mere adjustments
of ylelds. | . o ,
Heie‘sre cognizant of the fact that changes in market value
of nonconvertible corporate debt can also be attributadle to a
change in the credit rating of the issuer, and it 1s true that it
might be appropriate to reflect this element as capital gain or loas.
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However, we feel on balance that the tréatmgnt of nonconvertible
corporate debt as a.' noncapital asset will eliminate or reduce
the importance of many complexities, including those resulting
from Code sections 171 and 1232,
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SECTION 414 OF THE BILL--PROPOSED CODE SECTION 249
CORPORATE MERGERS--CONVERTIBLE INDEBTEDNESS REPURCHASE PREMIUMS
Present Law ‘ ‘ '

Under present law, there 1s a question as'to whether
& corporation which repurchases its convertible ‘indebtedness at
a premium may deduct the entire difference between the stated
redemption price at maturity and the actual repurchase price.
The Internal Revenue Service takes the position that the
deduction i1s limited to an amount which represents a true
interest expense (i.e., the cost of borx"oning) and does not
include the amount of the premium attributable to the conver-
sion feature. This part of the repurchase is viewed by the '
Internal Revenue Service as & capital transaction analogous to
a corporation's repurchase of its own stock for uhich no
deduction is allowable,’ There are however, two couri: cases which -
hold to the contrary in that they alloied the deduction of the
entire premium, Other court cases have been filed by
taxpayers to test the validity of the Service's position on
this matter.
Proposed Change

In order to clarify the treatment of premiums paid
on the repurchase by a corporation of its indebtedness which 1s
convertible into its own stock (or the stock Qf‘ a controlling
or controlled corporation), the Blll provides thgt the amount
of the premium which may be deducted 1s to ba‘ limited to an

amount not in excess of & normal call premium for noneonvertible
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corporate indebtedness. The 'mount of the premium paid by the
corporation upon the repurchase is to be the excess of the
amount paid over the 1ssue price of the indebtedness (plus

any amount of d;acount previously deducted and minus any amount
of premium previously reported as income).

. It 1s further provided by the Bill that a la.rger.
deduction may be allowed with respect to the premium where the
corporation can demonstrate to the ‘satisfaction of the 8ecretary
or his delegate that the amount of the premium 4n excess of
that otherwise allowed as a deduction is related to the cost
of borrowing and is not attributable to the conversion feature
of the 1ndebtodneaa. This exception is designed to alloi
for changes in the interest rates and to permit Mkot and
credit conditions to be taken into account,

‘ ‘We support this "pr.oposed amendment to the Code.
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SECTION 421 OF THE BILL-~-PROPOSED M(END)ENTS TO CODE
SECTIONS 301 and 305

TAX TREATMENT OF STOCK DIVIDENDS

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

On the other hand, stock dividends may also be used in
a wWay that alters the interests of the stockholders, For example,
if a corporation with only common stock outstanding declares a
dividend payable, at the election of each stockholder, either 1n
additional common stock or 1n: cash, the stockholder who receives
a stock dividend 1s in the same p’osition as if he received a
taxable cash dividend and purcha.sed additional stock with the
proceeds. His interest in the corporation.is increased relative
to the interests of stockholders who took dividends in éanh‘.
Under present law, the recip:lént of a stock dividend under these
conditions is taxed as if he had received cash. ‘

Smetimes; by means of such d_evicen as convertible
securities with changing conversion ratios, or sy.stematic
redemptions, the effect of an election to receive cash or stock
can be achieved without any actual distribution of stock dividends,
and therefore without any curre;\t tax to fhe stockholders whose

1nferesta in the corporation are increased.
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Proposed Change ‘ : r
. ‘ . /
The B11l provides that a stock dividend is to be

taxable if one group of shareholders rsceives a distribution
in cash and there is an increase in the proﬁortionate interest
of other shareholders in the corporation., In addition, the
distribution of convertible preferred stock is to be taxable
unless it does not result in-such a dispropo:pionate aistridution.
The B;ll also deals with the related problem of stock
dividends on preferred stock. S8ince preferred stock characteris-
tically pays specified cash dividends, all stock dividends on
preferred stock (except antidilution distributions on convertible
prefbfred stock) are a eubsfitute for cash dividends, and all
stock distributions on preferred stock (except for antidilution
purposés) are taxable under the Bill,
We support this section of the Bill,
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SECTION 501(1:) OF THE BILL-~-PROPOSED CODE SECTION 636
NATURAL RESOURCES - MINERAL PRODUCTION PAYMENTS
Present Law -

A mineral production payment 1s a right to a spegiﬁed
share of the production from a mineral property (or a sum of money
in place of the production) whén.tho.t production occurs. Depending .
on how a production payment 1s created, it may be classified as a
. carved-out production payment, or ’retained produétion po.yxﬁent which
may then be used in a so-called "ABC" transaction,

The use of carved-out production payments can be used to c;lr-
cumvent the limitations on the depletion deduction an;l the foreign
tex credit and to distort the benefits that the net operating loss
provisioha were designed to provide. In addition, in ABC trans-
actions, taxpayers are able to pay off what 1is essentié.li.y a
purchase money mortgage with before-tax dollars rather than after-

tax dollars.

Proposed Change
The Bill provides in general that carved-out payments

. and retained payments (including ABC transactions) are to be

treated as a loan by the owner of the production payment to the

owner of the mineral property. '
In the case of a carved-out production. payment, “he Bill

provides the payment is to be treated as a mortgage loan on the

mineral property (rather than as an economic interest in the property).
This treatment 1s not to apply to a production payment

carved out for exploration or developmen£ of a mineral property if,

213
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under existing law, gross income 1s_not realized by the person creating
the production puyment. , | ' _' |

In the case of retained production paymenta (tha.t is, the sale
of mineral property aub:]ect to & production payment), the Bill provides
that the production payment is to be treated as a purchase money
mortgage loan (ro.ther than as an econanic 1nterest in the minera.l
property).
AICPA Comments . . ‘ ,

We recommend 'thatl an exceptior’t‘be we to tfxe treatment
provided for in section 501(b) of the Bill for production payments
used to equalize the investment of pa.rticipmts in a unitization. .
Producing properties are often unitized in the interest of
conservation of natural resources and more efficient production.
Some of the owners in a unit may have done more to develop .
production than others. In order to recognize the greater invest-
ments of those who have already done more development work than
their share in the unit, adjustments have to be made when the unit
18 organized. Sometimes these adjustments take the form of cash
payments which generally produce an imediste tex impact to the
recipient. Therefore, often ﬂhose perties who have e@ended more
than their share of the cosfe of development are pemitfed te .retain“
a larger share of production from the propertiee until they have
recouped their excees mveatment. This has the efrect of 'spreading
the a.d;]ustment over the period of time during which the funds are
‘ realized from production a.nd also will tend to allow greater percentase
depletion to the owner of the more highly developed properties and
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correspondingly 1@53 to the owner of the leas‘dev'eloped properties,
The revenue is not: hurt since the income 1is bc;und to be reported

by one of the pa.rticiﬁants or the other, Inasmuch as the unitization
of mineral properties ought to be encouraged because 1t leada to
more efficient a.nd less expensive production, an exception for ‘
production po,yments used in connection with poolings and unitizations
of mineral properties to adjust the pro rata 1nvestments of "’
participants seems justified. '
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SECTION 501(c) OF THE BILL--PROPOSED AMENDMENTS TO CODE
SECTIONS 615 AND 617 = -

Pregent Law l

, Present law allows a taxpayer to elect to deduct, without
dollar limitation, mining exploration expenditures (that is,
exploration expenditures for any ore or mineral other than oil 'or
gas) which are made prior to the development stage of the mine,
The availability of this deduction is limited to mines located in
the United States or on the outer continental shelf. When a mine 'S
reaches the producing stage, the exploration expenditures previously -
deducted are recaptured, generally by disallowing the depletion
deduction with respect to the mine.

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

The allowance of a current deductgion for exploration
expenditures without applying the recapture r&ies in the case of
expenditures for which the limited deduction is avallable provides
more generous treatment than in the case of most mineral‘ producers
which are under the unlimited deduction provision.

Proposed Ch_a__nge‘ ' o

The Bill provides thaﬁ the general recapture rules of
present law are to apply to mining exploration expenditures
which are deducted ﬁnder t;he limited provision of preseﬁt law,

Thus, a deduction will continue to be allowed for foreign or ,,‘
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oceanographic explorations under the limited provision, but
the general recapture rules will apply with respect to these
expenditures. | '
AICPA Comments

Section 501(c)(1) of the Bill would amend Code
section 615 to provide that all expenditures after July 22, 1969,
to which section 615 applies would be subject to the recapture
provisions of Code section 617. Expenditures made prior to
July 23, 1969, are included in determining the $400,000
limitation under section 615. Section 501(c)(2)_or the Bill
would amend Code section 617'to,permit in the case of foreigﬁ
and oceanographic explorations deQuctions to the extent the
expenditures do not exceed $4oo,000,>geduced by the total of
expendiéurea previously deducted under Code sections 615 and 617,

We support @he approach of the Bill.‘ Howevqr, present |
Code section 615(f) provides thaﬁ a taxpayer who hﬁs elected either
section 615 or section 617 and has not revoked the election cannot
elect to apply the other qeetion. The present Bill if ehacted may
cause inequities to taxpayers who made an election gnder ei@her Code
section 615'or section 617 whereag if they'had knowh of the
proposed amendments, they might have elected otherwise. ,
Although the time within which fo revoke the electiona under
section 615 or section 617 has not yet expired (see section 615(e)),
provision should be made in the proposed amendments to protect
those taxpayers who hgve made elections. The amendments should
permit new elections to be made;’éhd provide that this right doesl
not expire until after the final regulations with respect to the
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Bill section 501(c) amendments have 'beon published in the
Federal Register (last day of the third month following publi-
cation, for example). The reason for such a lengthy period

of time to make the new election rests on the fact that the ‘
new electipp should be made only after the to.xpaygr io fully ‘
informed of the ‘position the 'Internal Revenue Service may take
in the lfinal regu}a.tiom. |
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1211 and 1212 ,
CAPITAL LOSSES OF INDIVIDUALS

.SECTION 512 OF THE BILL--PROPOSED AMENDMENTS TO CODE SECTIONS

Present Law ‘ A
| Under present law, both'individual and corporate
takpqyers may deduct capital losses to the extent of their
capital gains. In addition, if an individual's capital losses -
exceed his capital geins, he may deduct up to $1,000 of the
excess loss against his ordinary income. Any remiinins loss
may be carried forward for an unlimited number or‘yéars and
deducted against ordinary income provided it is not offset by
capitul gains. On the other hand, where an individual has a
net long-term capital gain rather than a net capital loss, a
maximum of only one-half of the net long-term capital gain 1s
subject to tax. ' |

If a husband and wife each have capital transactions
and & joint return 1s filed, their respective gains and losses
are treated as though they had been realized by only one tax-
payer and are offset agaihst each other. On the other hand,
when both spouses have capital losses and file separate returns,
each spouse 1s allowed to deduct up to $1,000 of net capital
losses from ordinary income. Thus, by filing separately, a
married couple may receive a total capital loss deduction
against ordinary income of $2,000, ‘

The present treatment of long-term capital losses is
inconsistent in the case of individuals with the treatment of -
their long-term capital‘gaihs. Although a maximum of fifty "

219 ’
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cents of each dollar of long-torm capital gains 1s subJect

to ordinary tax, when capital losses oxceed capital gains, the
excess loss is deductible dollar-for-dollar against ordinary
income (up to & maximum of $1,000).,

In addition, when 1t 1s more advantageous to them,
married couples can file separqte returns, be treated as two
separate taxpayers, and each be allowed to deduct up to $1,000
of capital losses from ordinary income, This treatment 1s
permitted even though married couples are generally treated as
one taxpayer. This treatment of losses tends to provide an
advantage for people living in community property states bqpéuse
all gains and losses'rrom community property are attridutable
in equal amounts to each of the spouses by operation of community
property law and, therefore, they are automatically eligible
for the benefit of the double deduction. On the other hand,
spouses living in noncommunity property states must have
separate losses in order to claim this advantage-—hence, they
must either sell assets held in their joint names or each must
gsell his own assets.

Proposed Change ’ :

The Bill provides that only 50 percent 6f an
individual's long-term capital 106898 may be offset against
his ordinary income, (Short-term capital losses, however, would
continue to be fully deductible.) In additioh, the deduction
of capital losses against ordinary income for married persons
filing separate returns is limited by the House Bill to $500 for each
spouse.

| We support this section of the Bill.
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SECTION 513 OF THE BILL--PROPOSED.AHElDMENT TO CODE SECTION 1221
CAPITAL G 1Q88ES MBY ETC

Present ‘ ‘
Under present law, copyrights and literary, musical

~or artistic compositions (or similar property) are not treated

as capital assets it they are held by the person whose personal’
efforts created the property (or by n‘pérson‘vhé'acquired the
pfopérty a8 a gift from the person who created it). Thus,

any gain arising from the sale of such a book, artistic work

or similar property is treﬁted'as ordinary income, rather than
as a capitsl gain. Collections of papers and letters prepared -
and collected by an individual (1nc1ud1n§“papers prepared

for the individual), however, are treated as capital assets.

Therefore, a gain from the sale of papers of this hature is
treated as a capital gain, rather than as ordinary income. B

‘ The rationale underlying the treatment provided
in present law for copyrights, artistic works and simiiar"
property in the hands of the peraon vho created them (or in
the poasession of a person who received the property as a .
gift from the person who created it) is that the person is,’
in efteet, engaged in the businese of creating and selling the
artistic work or aimilar property. '

-

The collections ‘of papers and letters are essentially

similar to a literary or artistic compositioh which is created -

by the pereonal effort of the taxpayer and should be claasified

- for purpoaeu of the tax law in the aame manner.

221
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Proposed Change ‘
The B1ll provides that. letters, memorandums and

similar property (or collections thereof) are‘not to be
treated ag capital assets if they are held by .s taxpayer
whose peruonalletforts created the property or for whom the

property was prepqre¢'or producgd (qr by a person‘who,receivedmm

the property as a gift from such‘a taxpayer). For this purpbaq,:/.;

letters and memorandums addressed to an individual are conai@ered,“

as prepared for him, Gains from the sale of these letters
and memorandums,. accordingly, are to be taxed as orginafy
income, rather than as cgpitqlrgainsr ‘ |

We support this section of the Bll,

o
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SECTION 514 OF THE BILL--PROPOSED AMENDMENT TO CODE SECTION 1222
HOLDING PERIOD OF CAPITAL ASSETS ... . .~ .~ ..~

Present law ’ - . S ‘
Capital gains on assets held longer than six_montﬁs' .

are considered long-term gains.

Proposed Change » ' ) '
_ The Bill provides that a long-term capital gain 18
to be a gain from the e&le”or exchange p; a‘capitgl agset held

for more than 12 months,

"y « .y

'

AICPA Comments

Admittedly, the proposed 12, month holding period 1s !
arbitrary. We do feel however, that it is desirable to lengthen
the six month period. We believe that a holding period beyond
8ix months would more accurately indicate the intention to invest
and thereby serve more closely Congressional intent that gpecial
tax treatment be afforded gains,ffom(investment as distinguished
from speculative gains.
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Present Law

" but instead only when the stock 1s subsequently sold by thie employeo.

~ 118 -

830'1‘12"3515 O;zTHB BIIL--PROPOSED Amnm'rs '1’0 C(DE SEGTIONS 402,

ENSION

An employer whgneetabliehcs a qualified employee pension,
profit-sharing, stock-bonus or annuity plan is allowed to deduct o

B 4
contributions to the trust, or. 1f annuities a.re purchaaed, the .
ehployer may deduct the premiums. The employer contributions to,
and the earnings of, a t_a.x-»exompt trupt generally arq not taxed ) o

to the employee until the amoﬁnt credited to his account are
distributed or "made available" to him, Retdrement benefits -
generally are taxed as ordinary income under the amuity ruléé
when the amounts are distributed, to the. extent they exceed the
amounts contributed by the employee. Thus, employ&e uontributiona ,,:: '
to a pension, etc. fund are not taxed when received since. thau A

‘amounts were contributed from after-tax dollars or the employee. T

An exception to the general rule of ordimty mcou

treatment of pension benefits, however, provides that 11‘ m

- employee (except a aelt-employed person) receives his total accrued

benefits 1n a dutribution within one taxable year on account of

' geparation from service or death, the distribution is taxed as a ';;'ff

capital gain, rather tha.n as ox‘dinary incame, . -

It part or ;11 of this total dlstribution conmta ‘ |
of employar aocur:ltuc, the- onployoo 16 10t tuad on the net T
unrealized appreeiatim in thc ucuritieo at tho ‘time of diatributwn ;
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The employee 1s taxed only on the portion of the employer securities
attributable to the employer's coat at the time of the contribution
to the trust. Furthermore, this portion is taxed at:the 1ong-term
capital gain rate, rather than at ordinary income rates.
) The capital gain treatment of lump-sum pension distri-
- .butions was originally gnacted in the Revenue Act of 1942 as &
solution to the so-called bunched~-income problem of receiving an
_ amount 3n 1 taxable year which had accrued over several years,
. : , The capital gain treatment’ afforded lump~sum distrie.
| butions from qualified pension plans usually allows employees to
receive deferred ccmpeneation at a more favorable tax rate than
other compensation received for services rendered.
Proposed Change '
o The Bill liﬁits the extent to which capital gain treat-
" ment will bey&llowed for 1ump-éum distributions from qualified
‘employeeﬁ' trusts made within 1 taxable yéar} Capitéi gain
 treatment is to.bellimited to the amount of the total disﬁribution
in excess of employer contributions,
' - The Bill also provides for a speclal 5-year "forward"
‘ averaging of the amounts to be treated as ordinary 1ncome. The
taxpayer computes the 1ncrgase in tax as a result of including
20 percent of the ordinery income amount of the distribution in
his gross income for the taxable year in which the total distri-
. © bution is made, and then multiplies the 1ncreaaé.1n tax by 5 to
obtain his tax iiability on the ordinary incoms portion. The B1l1l
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further provides that the taxpayer may recompute his tax on
‘the ordinary income port'on at the end. of 5 years by adding.
20 peréent of the amount u‘{ tﬁe gross mc.ome- in each n‘f the
5 taxable years, and if this .method results in at- lower tax than.
prev;ously.paid, he 1s entitled to a remnd, .
fde 'suppbrt th‘ig qectién of the Bili.



- 121 -

SECTION 516(b) OF THE BILL--PROPOSED AMENDMENT TO CODE SECTION 1231
CAPITAL GAINS AND LOSSES—-CERTAIN CASUALTY LOSSES UNDER_SECTION 1231

Present Law

Generally, under present law if the gains on the disposition
of certain types of property exceed the losses on this same type -
of property, in effect, the excess is treated as long~term capital
gain, On the other hand, if the losses exceed the gains, then the -
net loss 1s treated as an ordinary loss. The types of property
subject to this provision generally are depreciable property and
real estate used in a trade or business and capital asset: which

are involuntarily converted.

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

The exception to the general section 1231 rule has 1ed
to anomalous results. A business taxpayer with a casualty loss
on two similar business properties, one of which 1is 1nspred and
one of which is not, 1s allowed to deduct the uninsured loss in
full against ordinary income and at the same time is allowed to
treat the gain on the insured property (the excess of the amount
of insurance received over his adjusted basis in the prbperty)
as & capital gain. 1In other words, the gain and loss do npt have
to be netted under section 1231. On the other hand, the netting
is required where the business taxpayer only partially (perhaps

227
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5 percent) insures a business property.

Another problem that has arisen under section 1231 - . ;
is whether it is applicable to casualty losses on uninsured ’
personal assets. ' |
Proposed Change

Casualty (or theft) losses on depreciable property
and real estate used in a trade or business and on capital assets
held for the production of income are to be consolidated with ' .
casualty (or theft) gains on this type of property. If the
casualty losses exceed the casualty gains, the net loss, in
effect, will be treated as an ordinary loss (without regard to
section 1231), On the other hand, if the casualty gains excéed
the casualty losses, then the net gain will be treated as a -
section 1231 gain which must then be consolidated with other
gains and losses under section 1231, This rule 1s to apply where
the casualty property 1s uninsured, partially insured or totally
insured. ’ o

‘ The Bill also clarifies the fact that uninsured casualty
losses on personal assets are subject to the basic section 1231.
provisions, '

We support this proposed amendment to the Code,




- 123 -

SECTION 516(c) OF THE BILL--PROPOSED CODE SECTiON 1252
CAPITAL GAINS AND LOSSES--TRANSFERS OF FRANCﬁISEg

Present Law . S
The subgtantial growth of franchising throughout the
United States in recent years has ralsed two significant ppoblems!
.firet, whether transfers ofrtranéhises are sales or lieensés or,

more particularly, whether the retention of powe:s,'rights or a
continuing interest in the franéhipe agreement is significant

enough to preclﬁde a sale; and, second, whether franchisors are
selling franchises in the ordinary course of business.

The first problem 1s not dealt with specifically under
present law, and must be resolved under general tax principles.
Although section 1221 of the Code deals with property held for
sale to customers, it does not appear that its relation to franchises
has been fully explored by the courts. .

Since present law does not specifically deal with these
matters, and since there appears to be considerable divqrsity of
opinion among the courts as to_whether the transfer of a franchise
constitutes a license or a sale and whether part or all of sale
of a franchise constitutes the sale of a capital asset, the Bill
attempts to clarify these probleﬁs.

Proposed Change

The Bill adds a new section to the Code providing that
the transfer of a franchise 18 not to be treated as a sale or
exchange of a caplital asset or of property to which section 1231

"applies, if the transferor retains any significant power, right
or continuing 1ﬁterest with respect to the{subject matter of the

franchise,

33-768 O - 69 == No, 16 - 16
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The general rule is not to apply with respect to moﬁnts
received or acciued, in conneciion wii;h a transfer of a franchise,
which are attributablé iﬁo the transfer of all substantial rights
to a patent, trademark or trade name (or the transfer of an
undivided interest therein which includes part of all such riqhta),
to thé extent thevamounts are separatgly' identified and are
reasonable in amount. These amounts, as is the case with the
transfer of a patent under Code section 1235, would be entitled '
to capital gains treatment. T

We support this proposed amendment of the Code.

230
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CAPITAL GAINS AND LOSSES--EFFECTIVE DATE

General Comment

The effective date for the capital gain and 10881
provisions of the Bill is generally July 25, 1969. This déte
can impose serious tax penalties for those sales or dispositions
vwhich are made after July 25, 1969 pursuant to action taken prior
to that date. We therefore suggest that the effective date be
established at December 31, 1969, or, in the alternative, .
eliminate from the proviaions of the B111 any traneactiona to
vwhich the seller vwas committed in writing on or before July
25, 1969, Further, we suggest that insofar as the repeal of the
alternative capital gains tax for individuala and the character
of the gain is concerned collections or other diapoaitions in
connection with trgqsactiqns in which the installment method was

elected should ﬁq treated as 1f they occurred on or before July

25, 1969,

281
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SECTION 521 OF THE BILL--PROPOSED AMENDMENTS TO CODE SECTIONS 167 and 1250

REAL ESTATE DEPRECIATION
Present Law ) ‘

Under present law, the first owner may take depreci@tioﬁ
sllowances for reqi property under the double declining balance
method or the sum of the yearé digits-method. Thése rapid .
depreciation methods generally permlt large portions of an asset's
total basis to be deducted in the early years of the asset's useful
life. A subsequent owner is permitted to use the 150 percent
declining balance method which also provides more rapid depreciation
than straight 1ine in the early years, :

Deprecistion 1s allowed on the total cost basis of the
property (minus a reasonable salvage value), even though the
property was acquired with little equity and a large mortgage.

Net gains on sales of real property used in a trade or
business are, with certain exceptions, taxed as capital gains and
losses are treated as ordinary losses. Gain on the sale of buildings
is taxed as ordinary iﬁcome to the(éxtent of depreciation taken
on that property after December 31, 1963, if the property has been
held not more than 12 months. If the property has been held over -
12 months, only the excess over straight-line depreciation is
"recaptured”. That amount is reduced after 20 months, at the rate
of 1 percent per month, until 120 months, after which nothing is
recaptured. . '

The present tax treatment of real estate has been used
by some individuals as a tax shelter to escape payment of tax

on substantial portions of their economic income, The rapid

232
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depreciation methods now allowed make it possible for taxpayera‘
to deduct amounts in excess of thdse roquired'to service the

mortgage during the early life of the propefty.

Proposed Change
Under the Bill the most accelerated methods of real

¢

estate depreciation (the 200 percent declining balance and the
sum of the years digits.methods) are limited to new residential
housing. To qualify for such accélerated'depreciation at least
80 percent of the income from the building mustfbe derived from
rentals of residential units. Other new real estate, including
commercial and industrial buildings, is to be limited to the 150
percent declining balance depreciation method. In general the |

new rules will not apply to property if its construction began

~.before July 25, 1969, or if there was a written binding contract

to construct the building before July 25, 1969.

Only strelght line depreciation is to bde allowed for
used buildings scquired after July 25, 1969. ‘A specilal 5-year

_amdrtization deduction 1s-pr6V1ded under certain conditions in

. the case of expenditures after July' 24, 1969, however, for the .

: Uréhabilitdtion of bulldings for low-cost rental housing.

Pinally, the Bill provides for'the recapture of the excess

" .of accelerated. depreciation over straight line depreciation on

-~tﬁé disposition after July 2&; 1969, of depreciable real property

(but only to the_ektent of depreciation taken after that date). -

‘Thus, to the extent of this excess depreciation, the gain on the

sale of the'real property will be treated as‘ordinary income rather

than as capital gain, ,
' We support this section of the Bill,

288
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SECTION 541 OF THE BILL--PROPOSED CODE SECTION 1379
SUBCHAPTER S CORPORATIONS '
Present law

Subchapter S of the Code was enacted in 1958
to provide tax relief for small businesk corpordtiéns.

These provisions do not deal with employee retirement plans; . e
consequently, Subchapter S corporations may establish corporate |
retirement plans for the benefit of shareholders who are also
employees of the corporgtion.»

Prior to 1962, self-employed persons (proprietors and
partners) were not able to establish such plans to benefit them-
selves. In 1962, however, Congress enacted the Self-Employed
Individuals Retirement Act (H.R. 10), permitting self-employed
persons to be treated as employees of the businesses they conduct
80 that they may be covered under qualified employees retirement
plans in much the same manner as their employeea. These provisions,
though, contain cert@in specirfic requirements as to proprietors
and partners which limit contributions to 10 percent of the
proprietor's or part.ner's earned income, or $2,500, whichever
18 less. ‘ .

The H.R. 10 limitations on retirement income plans de-
scribed above do not apply to corporations.

Proposed Change » X ‘ o . :

The Bill provid'es limitations, similar to ihose : ..'
contained in H.R. 10, with respect to contributions made by Sube |

chapter S corporations to the retirement plans for those individuals

234
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vho are "shareho;ﬁer-employees,” defined as employees or officers
who own more than 5 percent of the corporgtiép'qutock. Under
the B1l1, a shareholder-employge must include.in ﬁis 1ncom§ the
contributions made sy the‘corporation under a qualified plgﬁ .

on his behalf to the extent contributions exceed 10 percent of

his salary or $2,500, whichever 18 less..

AICPA Comments . . , L

We‘strqngly support the objective of achigfing similarity
of tax tregt@eﬁ@ as between shareholdefs of electing corpofat;onq
and partners, If parallel treatment of retirement‘

plans is required to attain this goal, it would be acceptable,
However, we believe that the rules govgrning self-employed retire-
align the treatment of electing corporations with them would be .

a move in the wrong direction., Rather, we urge that the rules
governing self-employed retirement plans be amended to make them
more nearly comparable to thosg covering corporate executives.

Tn th§ event the principle of the Bi1ll is accepted in
its present form by your Committee, we believe that modification
in the treatment of forfeltures should be included,

A separation will have to be made between forfeitures
applicable to contributions made, while an electing small business
corporation, in years beginning prior to January 1, 1970 and
those forfeitures appliéable to contributions madecnlorafterthat
date. This imposes an administrative burden on the trustees but
it is one thit is necessary to prevent a shareholder - employée

from receiving a greater contribution than_allowablq under proposed
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Code section 1379(b). An alternative plan which we suggest and
which could reduce this burden would be to allow forfeitures
to be credited to the shareholder-employee with any excess of
the aggregate share of forfeitures applicable to contributions
for years besinning after December 31; 1969 plus the share of
contributions for such years over the lesser 5: (i) 10% of
compensation or (B) $2,500 limitation being included in gross -
income by the shareholder-employee. ) B
In connection with forfeitures, the Bill aimply
refers to rorreitures attributable to contributions, with no
mention made of the earnings (or loss) applicable to such
contributions. We believe that the term forfeitures ‘should
apply to contributions adJusted for earnings (or losses)
since the dates of such contributions, -
Proposed section 13%9(0) prohibits carryovers of
unused contributions froo Subchopter S years to nonéubchaptor'
S years. Code section uoh(a)(a)(A).shoold be aménded to.

conform.

280 .



- 131 -

SECTION 80) OF THE BILL--PROPOSED AMENDMENT TO CODE SECTION 141
INCREASE IN STANDARD DEDUCTION
Present Law '

Under pfeaent law, a taxpayer may deduct his peieonal
exemptions and also eiiher his itemized deductions or the standard
deduction in order to determine his taxable income. The standard
deduction is the larger of the 10-percent standaid deduction (10
percent of adJusted gross income) 6r ihe minimum standard deduction,
but in neither case may it exceed $1,000 ($500 in the case of a
married individual filing a aeparate return)

The 10 percent standard deduction was introduced in 1944
to reduce the compleiity of fhe 1nc6me fax:for the vast m&Jority
of taxpayers. Instead of keeping récords of deducﬁible ﬂersonal
expenditures and itemizing deductions on their tax returns, more
than 82 percent of taxpayers were able to use the simpler standard
deduction when it was first introduced.

The combined effect of increased personal expenses and
rising incomes has reduced the proportion of taxpayers using the
standard deduction from over 82 percent in 194l to an estimated
58 percent in 1969,

Proposed Change v

Tt is desirable to simplify the preparation and auditing
of individual income tax returns by increasing the number of
taxpayers using the standard deduction. For this reason and to
provide tax reduction to middle-income taxpayers the
Bill increases the atandard deduction to 15 percent with a $2,000

ceiling in three stages.
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The Bill provides that the staanfq:deduqtion will be
13 percent with a $1,400 ceiling in 1970,” 14 percent with a
$1,700 celling in 1971 and 15 percent with ﬁ $é,000 ceiling in
1972, _' | S
We suppoit this proposed amendment to the Code,

238:
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SECTION 801 OF THE BILL--PROPOSED AMENDMENTS TO CODE SECT;OﬁS 3 and 141
" LOW _INCOME ALLOWANCE

Present Law , ,
The minimum standard deduction was engcted by Congress

in 1964 to relieve from income tax persons with 1ow‘1ncomeé. while

the action taken in 1964 providing for the minimum‘sfandard deduction

provided some relief for low-income 1ndiv1du§13, it still left

some 5,2 million returns at or below the recognized "poverty level”

who are still paying income taxes.

Proposed Change
The B1ll supplements what in the past has been called

the "minimum standard deduction” to raise the minimum amount of
exempt income for a family unit to $1,100, plus the number of $600
exemptions available to the family unit.

Under the bill for 1970, the new "low income allowance"
conslsts of an amount called the "basic allowance” (formerly known
as the minimum standard deduction) and the "additional allowance"
(the new feature added by this Bill). The basic allowance (as is
true of the minimum standard deduction under present law) generally
amounts to $200, plus $100 for each personal exemption allowed to
the taxpayer up to a total of $1,000.

Thus, in the case of a single person entitled to one
exemption the amount added to the $300 basic allowance is $800;
in the case of a family unit of two members, the-amount added to
the $400 available under the basic allowance, is $700. As the
amount of the basic allowance‘ihcreases (by $100 for each exemption),
the additional allowance added by this Bill (in order to maintain
a uniform $1,100 of tax-free income per family unit) decreases (by $100)
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In 1970 only, the Bill provides a phase-out of the
low income allowance, to tﬁe ektent it exceeds the present
minimum standard deduction. This excess is to be reduced by
$1 for each $2 that the taxpayer's gross income exceeds the
nontaxable income level. The phase-out is repealed after A
calendar ye.r 1970.

We support this proposed amendment to the Code.
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SECTION 802 OF THE BILL~--PROPOSED CODE SECTION 1348
MAXIMUM TAX ON EARNED INCOME

Present Law

Under present law, the individual income tax rates
reach a maximum of 70 percent for taxable income in excess of
$100,000 for single persons and $200,000 for joint returns.
The 70 percent rate 1s applicable to all taxable income other
than capital ga’ns subject to the alternative rate of 25 percent.

The high rates aie, in part, responsible for attempts
to shelter income from tax and for the diversion of considerable
time, talent and effort into "tax planning" rather than
economically productive activities,
Proposed Change

The Bill provides that the maximum marginal tax rate
applicable to an individual's earned income is not to exceed
50 percent. This is, in effect, an alternative tax computation
for eérned income under which earned taxable income in the taxable
income brackets where the tax rate would otherwise be greater
than 50 percent is subject to a flat 50 percent rate.

We support this section of the Bill.
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Testimony on H.R, 13270, Tax Reform Act of 1969

presented in the interest of
Investors in Mutual Funds under Periodic-Payment Plans
by

Richard L. Goldman, Tax Counsel
Association of Mutual Fund Plan Sponsors, Inc.

to

Senate Finance Committee
Washington, D,C,

Jdetober 2, 1969

SUMMARY OF POINTS

A proposed Sec. 517 18 needed in the Tax Reform
Bi11, after "other changes in capital gain treatment".

It 18 needed to avoid threat of two capital gain
taxes on one gain, and perhaps one tax on no gain. It is
a perfecting amendment, involving no revenue loss.

It would protect small and unsophisticated
investors who accumulate mutual fund shares under a periodic
payment plan (by which they may invest, for example, $25 a
month for a period of years). -

When one investor liquidates his interest under
the plan (his shares being sold back to the issuing fund
by the bank custodian to give him his cash), his gain is
taxed to him, as is proper. But it may be taxed a second
time because the investors are considered an "association"
equal to a corporation for tax purposes and the "association"
18 regarded as having sold the fund shares and realized @&
goin. The association, electing to be a "regulated invest-
ment company”, should not be taxable on the gain because it
i1s distributed., 3But the gain is threatened with being
treated as if not distributed, for technical tax reasons.
The second tax would be borne in effect by the other, contin-
uing investors not interested in the gain. A prior threat of
double tax was done eway with in 19€4, and Congress indicated
tggt one person's liquidating gain should not be taxed to
others.

In another instance, there could be a gain tax on
no sain at all.

The perfecting amendment would abolish "association"
status for such investors, They are unrelated and the action
of one should not affcct the tax qtatua of the rest.
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Testimony on H.R. 13270, Tax Reform Act of 1969
presented by
Richard L, Goldman, Tax Counsel
Association of Mutual Fund Plan Sponsors, Inc.

October 2, 1969

INTRODUCTION

Mr. Chairman, and distinguished members of
the Committee, I appreciate the privilege of making
this Statement to you,

.

I am Richard L. Goldman, I am tax counsel
to the Association of Mutual Fund Plan Sponsors, Inc.
The Association is an organization of mutual fund
underwriters which sponsor periodic-payment plens for
the accumulation of mutual fund shares. Under each
plan, investors make monthly payments to accumulate
shares of a designated fund. Typically, an investor
may pay $25 a month for 10 years, The payments are
made to a bank custodian, which buys shares of the
1ssuing fund from the fund and holds them for the
respective accounts of the investors.

There are nearly 2,000,000 such investors,
Usually, they are small investors and unsophisticated ones.

NEED FOR CORRECTIVE AMENDMENT

A perfecting amendment is needed because
these investors are threatened with two capital gain
taxes on one gain -- one of the taxes belng levied,
8t11T more remarkably, on investors other than the one
who is entitled to the gain -- and, conceivably, they
are threatened with one gains tax on no gain at sll.

In a tax reform bill, there should be room
to reform such @& situation., A draft of amendment 1s
submitted with this Statement.

NO REVENUE 10SS

No revenue loss would result, and no opposi-
tion has been encountered. We have submitted the draft
of amendment to the Treasury, and to Dr. Woodworth and
his staff. There has been some study by each office,
and we have responded to questions. -

AR 52
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NATURE OF THE INVESTORS' TAX TRAP: "ASSOCIATION" STATUS

At present, periodic-payment investors, though
unrelated and having nothing in common, are lumped to-
gether for tax purposes as an "associnyion” equivalent
to a corporation, required to file corporste returns and
subjected to certain corporate rules. The corporate
rules are 1na§propriate, when applied here, and can lead
go unbelievably wrong results, is is so even though

regulated investment company” treatment 1s elected
and should avoid such results.

For example, suppose that an investor wishes
to liquidate his interest under the periodic-payment
plan. Let us assume his fund shares have a cost of $2,000
and present value of $5,000. He terminates his periodic-
payment program, ordering the bank custodian to sell his
shares back to the fund and distribute the proceeds to
him including his gain of $3,000, He is taxable on the
gain, of course, and rightly so. But the "sssociation',
regarded as acting through the bank, has sold the shares
technically realizing a gain to it of $3,000, Tax on the
gain at the association level can be avoided, under the
so-called "pass-through" treatment allowed to a regulated
investment company, but only if the gain is honored as
having been distributed. This is because a regulated
investment company gets a deduction for distributions
paid (Code Sec. 852(b)(3)) so as to be taxed only on
gains which are not distributed. Unrortunatolg. our
association"” may not get this deduction even though the
gain actually is distributed,

This would leave the gain subject to tax, not
only to the liquidating investor, but again at the associ-
ation level to be borne by the other, continuing investors
who are not entitled to his gain. , :

Thus in 1964, it was suggested that the gain
could not be regarded as distributed -- that is, the
deduction would not be allowable to the association --
Recause the d%ntribution. though actually made, was

preferential” unless made pro rata to all the investors
uncer the periodic-payment plan including those not en-
titled to the gain. It may be explained that the deduction
itself was conceived originally for "personal holding
company" purposes, and for those purposes was not to be
allowed if made "preferentially” to one shareholder instead
of all. (Secs., 561, 562,) But these rules have been
extended into the regulated investment company area, to
afford pass-through treatment., As extended into this erea,
they work imperfectly. It seemed to do no good to suggest
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to the Service that one person's gain could not be
divided among the others as well, and that the others
had no gains which could be the subject to a pro rata
distridbution to them, too. This, as just stated,
threatened to leave the liquidating investor's gain
taxable also to the other, non-liquidating investors.

" 'That view Beemed senseless, Indeed, the last
investor would have lost his entire 1nveatmen€ through
taxes on other people's gains,

Fortunately, the Revenue Act of 1964 -- by
action initiated by this Committee -- corrected the
situation by adding to the Code Section 852(d), which
grovides against disregarding a distribution as

preferential™ where an investor is 1iquidating his
interest under a periodic-payment plan,

The same problem has cropped up agsin, in
another form fE has been InﬂIcaEes, at the Infernal
HRevenue Sirvfce. that the distribution to the liquidating .
investor still may be disregarded, in spite of the 1964 -
legislative record reflecting, in 5o many words, Congress'
intention that a liquidating investor's gain 1s not to
be taxed to the continuing investors too.

The theory now suggested is that if the
1iquidating investor owns, for example, 1% of all the
fund shares held under the periodic-payment plan, then
only 1% of his gain could be regarded as distributed to
him because (1ikening his case to that in a real corpora-
tion) there is a sort of redemption of his equity :
interest in the "association" and, under rules applicabl
to real corporations, when a corporation redeems a
fraction of its outstanding stock only the same fraction
of its profits can be regarded as distributed. The
balance remains on the books, for tax purposes, so as
to give rise to dividend treatment upon future distribu-
tion. This would mean, where periodic-gayment investors
in a mutusl fund are imagined to be an "association”, :
that 99% of the liquidating investor's gein would be
regerded as undistributed -- leaving that 99% subject to
tax st the association level as well as to the liquidating
investor, but this time to be borne by the other investors.*

#14 of the dividends received during the year

by the "association" would have to be regarded as
distributed to the liquidating investor, too. He would
8till get only capital gain treatment, under the snalogy
to corporate stock-redemption rules,  But this would mean
that although 100% of dividends received by the bank
custodian are distributed to the periodic-payment investors,

8 reag%seg under the glfn the imsginary association would
e re ed as having ebser amount in profits--so that the

excess of dividends over profits would have to be treated as
a return of capital, avoiding dividend tax.
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Thirdly, it has been suggested that an investor
merely withdrawing the fund shares credited to his
account -~ that is, terminating his periodic-payment
program and taking out his fund shares in kind -~ would
be terminating a sort of "stock” interest in the
association, this time for a distribution in kind, dut
nevertheless equivalent to a stock redemption by a
real corporation. Under stock redemption rules (Code
Sec. 302), that would mean that he would be taxed on
the value of his fund shares in excess of his cost
basis -- on the appreciation in the shares he would be
withdrawing -~ even though he would merely be in the
same position as shareholders directly holding shares -
in the fund, He would not have cashed in his investment,
which might fall in value (or rise further), yet he
would be resarded as if he had closed out his investment
and be taxed, ‘ B .

Such threatened tax treatments do not comport
with economic reality; or with the public's understanding;
or with a sensible reading of the Internal Revenue Code -
in 1light of Congress' underlying policies. They make
no sense, in short. :

SOLUTION AFPORDED BY THE PROPOSED AMENDMENT

These problems arise repeatedly. They arise
because of flaws in the law, as administered, growing out
of the imagined assumption that total strangers have been
"associating” with each other like people who knowingly
invest in a real industrial corporation. ‘

Our amendment would do away with "association"
treatment: the corporate rules would not apply.

Instead, each investor would be regarded as
owning his fund shares directly, through the bank custodian
as a mere nominee, It would be the same as if the shares
were held by a brokerage house in "street name", foi the
investor. as real owner, : - - :

This would simplify the tax law, and --

(1) save the investors from threat of
unintended double taxes on capital gains, or
single taxes on no gains;

(2) save the Service from having to ad-
minister a technical maze of rules producing
no revenue; and .

(3) conform the tax law to reality as
the public knows 1t, and to the policy intended
by Congress.
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WY UNRELATED INVESTORS ARE TREATED AS AN "ASSOCIATION"

The technical reason for treating periodic-

payment investors as an "assoclation” equivalent to a

corporation 18 that the bank, serving as custodian

as required under S, E. C, rules, 18 regarded as if it
were a -central management like the President and Board
of Directors of a real corporation,

In fact, the bank custodian does not manage
at all, The fund is specified in the prospectus of
the periodic-payment plan as the investment medium
and it cannot be ehansed except, under 8, E, C, rules,
in an emergency.*

The proposed amendment would, if adopted,
prevent any imaginary form from being imputed to the
periodic-payment investors, No assoclation or corporate
form would be 1magined, as already diucuued. Also,
there would be no "partnership” or "trust".

This 1s because our hope is to have done with
this imaginary-entity problem once and for all. We do
not want to have to come back and bother this Committee
a third time, having been here in 1963-64 and again now,

Also, in a very few cuoa the inveators seem
to be regarded as a large group "trust”. The Service view

# Such as failure of the mutual fund, or its
ceasing to offer shares. No change to a new fund could
be made for an investor if he objected.

The sponsor company (that is, the underwriter
distributing shares of the fund under the periodic-payment
plan) contracts to make the fund's shares continually
available, If it fails to act, the bank has to step in.
The bank serves as a watchdog for investors presumed to be
unable to act readily for themselves. The bank would have
to find another sponsor company or itself act as sponsor;
or if the fund shares were no longer available to be
purchased, it would select a different fund -- giving
the investor notice and an opportunity to object. An
objection would have to be honored.

{ o
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1s that an investor liquidating his interest in such a
group trust can have a deductible loss even if he merely
withdraws his fund shares.,# This implies a threat that
he could have a taxable gain by merely withdrawing the
fund shares, even though he would not really be ending
his investment,

LINMITED SCOPE OF AMENDMENT

The amendment 18 intended only for periodic-
payment plans for the purchase of shares of a single
mutual fund, not various funds. The amendment would
apply if some emergency requires discontinuing purchasing
shares of one fund, and switching to another,

But it would not apply to any so-called "fund
of funds” in which a portfolio 13 actively managed, and
which 18 set up on a periodic-payment basis, There has
been indication of Treasury concern over this, and of
a desire to 1imit the scope accordingly. (Of course,
in our usual case, a single fund 1s designated in the
prospectus and S, E. C, rules would prevent shifting to
other funds on an actively-managed basis.)# '

EFFECTIVE DATES.

The proposed perfecting amendment should apply
in 1969, to do the Job best.

No taxable event would result from enactment
of the perfecting amendment. Periodic-paxment investors
would no longer be regarded as in a plan "association"
for tax purposes. But there would not be any actual
event, of liquidating the "association", so as to give
rise to tex.

PLACE OF AMENDMENT IN THE BILL
The perfecting amendment could be added as Sec.,

— ¥ Rev, Rul, 68-633, 1963-50 I. R, B, 15, .

# Similarly, the amendment should not apply
where the investment medium of the periodic-payment plan
is a managed portfolio of industrial stocks. A few mutual
funds are set up on this basis, rather than as a corpora-
tion, and there is no occasion to change their tax treatment.

However, there are a few plens for the accumula-
tion of shares of a designated industrial corporation,
specified in the governing prospectus, (Sponsors of such
plans are not members of our Association.) Covering those
glana in this amendment appears appropriate, and has,

herefore, been provided.
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517 of the Tax Reform Bill, immediately after "Other
Cha?ges in Capital Gain Treatment" (Sec. 516, at page

.

That positioning would be appropriate, since
the corrective effect will be on capital gain treatment.

~END- o 4
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TEXT O AMENDMENT

SEC. 517, _PERIODIC PAYMENT PLANS TO INVEST IN MUTUAL FUNDS,

(a) Section 852 of the Internal Revenue Code of 1954 -
(relating to special rules for the income tax treatment of ‘
-regulated investment companies and their shareholders) 1is
am:ndeg by adding at the end thereof the following new
subsection:

“(e) For purposes of this title:

”$1) the terms 'corporation,' 'partnership,' end
'trust' shall not be construed to mean or include a
unit investment trust (as defined in the Investment
Company Act of 1940)--

"(a) which is registered under said Act and
issues periodic payment plan certificates (as
defined in said Act), and

"(b) substantially all of the assets of which,
or of each series of which, consist of securities
1ssued by a management company (as defined in said
Act) or issued by a single other corporation;

"(2) notwithstanding that such assets shall be
held by and/or registered in the name of {or in the
name of a nominee of) a trustee, or custodian,
contemplated by section 26(a)(1} of said Act, each
holder of an interest in such unit investment trust,
to the extent of such interept, shall be regarded
as owning such assets directly through such trustee, or
gu:godian, as mere nominee acting on behalf of such

older;

"(3) the basis of such assets to such holder
shall be the same as that of such interest; and

"(4) 1in determining the period for which such
holder has held such assets, there shall be included
the period for which he held such interest if such
assets have the same basis, in whole or in part, in
his hands as such interest under paragraph (3) of
this subsection,"”

(b) Effective Date, The amendments made by
subsection (a) shall appiy w respect to taxable years of
such unit investment trust ending after December 31, 1968
and with respect to taxable years of such holder in which
such ending date shall be included. No taxable event shall be
deemed to result from such applicstion,
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PINALDO AND ASSOC IATES

3004 EAST SEVENTH ST.
LONG BEACH. CALIF,
PHONE_ 4381040

Our fira prepares tax returns for 10,000 middle incone
taxpayers per year.  Based on the proposed 1969 Tax Reform
Bf{il (HR 13270) our clionts would receive only a very linited
' tax rolief by the increase in the standard deduction. Further
using the statistics available through the Internal Revenue
Service the average taxpsyer who itemiged deductions would
receive no benefit, in either simplicity of £iling or in
reduction of taxes, ' )
Description bf Statistical Techniques Used
Using an B 1130 oomputer all d-ta on all our olients
~ was analysed according %o the effeot of the adoption of the
proposed stendard deduction, Ovur clients are divided according

to adjusted gross income as follows:

0- 1000 0.5% 12000-13000 5,8%
1000- 2000 2,03 13000-14000 5,6%
2000~ 3000  3,4% 14000-15000 7.5%
3000~ 4000 3.0% 15000-16000 1.5%
4000~ 5000 4,79 . 16000-17000 2.8%
5000~ 6000 8,1% © 17000-18000 3.9%
6000- 7000 8,53  °  18000-19000 3.5%
7000- 8000 9,15 - 1900020000 3,0%
© 8000~ 9000 5.6% T 20000-21000 1.5%

9000-10000  4.3% 21000-22000 0,54
1000011000  5,0% 22000-23000 1,29
11000-12000  5.3% 23000-24000 1.2%

24000 plus 2,15
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RINALDO AND ASSOCIATES

3004 EAST SEVENTH ST.
LONG BEACH, CALIF.
PHONE 438.1040

Pata cerds for a2ll clients were cnalyzed to determine the
number of clients who used the percentage stendard deduction in
1969, This represented 7.2% of all clients. Using the same

- data hayds from 1969 we anelyged the nﬁgﬁer'pflclienfé who
would heve used a 13%(1400,-meximm) standard deduction.
The percentage thus using the standard deduction encreased
from 7.2% to 9.0%, Using the same method we deternined the
percentage of clients who would use the 14%($1700.~maximum)
standard deduction, The.percentage thus uéing the standard
deduction would be 11.7%. Finally we anelyzed the number
of clients who would have used the 154($2000,) standard
deduction., The resultant percentage was 18,2%
According to our data their would be a oross over of 11% of
our clients from itemized deductions to the new 15% standerd
deduction, all other data remaining constant,.

Using the same data cards we then computed the total
income tex, before credits and surtax, paid by all our clients
in 1969, This total tex figure was £9,578,280,-

We then proposed the ssme question allowing for the 15%(£2000.)
standerd deduction where such deduction would be greater than ‘
that uéed in 1969, 'In other words projected the tex revenue
from our clients for 1972 under section 801: HR 13270.

The total revenue, before credits and surtax, would be $9,480,180,
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RINALDO AND ASSOCIATES

- 3004 EAST SEVENTH ST. -
LONG BEACH. CALIF.
PHONE 438-1040

The difference would represent less than one percent tax

reduction for our total clients, It should further be noted

" that the treasury statistics based on adjusted gross income ‘
. broken down into categories as follows $5-8i3 $6-TM; 87-8M3
‘$8-0M3 $9-10M; $10-15l'3 15-20M; $20-504; and £50-1008

all had average itemiged deductions greated than 15%,

Therefore we recommond to the Committe that the tax rates
for individuals Sec. 804 be retained in 6rder that the middle
income tax payu" receive gome limited tax relief from the
1969 Tax Rbfoym Law,
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MR. CHAIRMAN:

MY NAME IS ERNEST GIDDINGS. I AM LEGISLATIVE
REPRESENTATIVE OF THE NATIONAL RETIRED TEACHERS ASSOCIA&ION, )
_AND THE AMERICAN ASSOCIATION OF RETIRED PERSONS. ACCOMPANYING
ME IS MR. PETER HUGHES, ALSO LEGISLATIVE REPRESENTATIVE OF
OUR TWO ASSOCIATIONS WHICH CONSIST OF AN INDIVIDUAL MEMBER-
SHIP NATIONWIDE OF APPROXIMATELY 1,800,000 OLDER PERSONS.
THE NATIONAL CONFERENCE ON PUBLIC EMPLOYEE RETIRE-
MENT SYSTEMS HAS ALSO AUTHORIZED ME TO SPEAK FOR THEM TODAY
iN BEHALF OF AN UPDATING OF THE RETIREMENT INCOME TAX
CREDIT, SECTION 37 OF THE INTERNAL REVENUE CODE.
A NUMBER OF GROUPS OF RETIREES WERE NOT COVERED BY
SOCIAL SECURITY DURING THEIR WORKING YEARS. INCLUDED
WERE MANY TEACHERS IN FOURTEEN STATES, POLICE, FIREMEN,
CIVIL SERVICE EMPLOYEES, AND SOME OTHER CLASSIFICATIONS.
GENERALLY, THEREFORE, I AM SPEAKI&G IN BEHALF OF THESE
GROUPS AT THIS TIME.
MR. CHAIRMAN, WHEN YOUR COMMITTEE AND THE CONGRESS ENACTED
SECTION 37, THE RETIREMENT INCOME TAX CREDIT SECTION OF
- THE REVENUE CODE IN 1954, YdU REMOVED AN OUTSTANDING INEQUITY
IN THE TAX TREATMENT BETWEEN TAX-EXEMPT SOCIAL SECURITY AND
RAILROAD RETIREMENT AND NON-EXEMPT RETIREMENT INCOME. WHEN
YOU UPDATED SECTION 37 in 1§62, YOU AGAIN PRESERVED THE
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PRINCIPLE OF EQUAL TAX TREATMENT OF VARIOUS FORMS OF
RETIREMENT INCOME. SINCE THIS ISSUE HAS NOT -BEEN BEPORE
YOUR COMMITTEE FOR SIX YEARS, I WILL DEVOTE THE NEXT FEW
PARAGRAPHS TO THE EARLY HISTORY AND ORIGIN OF THE TAX

CREDIT.

" ORIGIN OF RETIREMENT INCOME TAX CREDIT IN 1954, CONGRESS

ADDED TO THE TAX LAWS THE RETIREMENT INCOME TAX CREDIT,

A INDICATED IN THE REPORT MADE ON THE BILL AT THAT TINE.

THE CREDIT WAS ADDED BECAUSE --
"UNDER EXISTING LAW BENEFITS PAYABLE UNDER THE SOCIAL
SECURITY PROGRAM AND CERTAIN OTHER RETIREMENT PROGRAMS
OF THE FEDERAL GOVERNMENT ARE EXEMPT FROM INCOME TAX.
YOUR COMMITTEE BELIEVES THAT THE TAX-EXEMPT STATUS
OF SUCH BENEFITS DISCRIMINATES AGAINST PERSONS RE-
CEIVING RETIREMENT PENSIONS UNDER OTHER PUBLICLY
ADMINISTERED PROGRAMS, SUCH AS TEACHERS, AS WELL
AS AGAINST PERSONS WHO RECEIVE INDUSTRIAL PENSIONS
OR WHO PROVIDE INDEPENDENTLY FOR THEIR OLD AGE."

IN VIEW OF THIS SITUATION, CONGRESS PROVIDED A CREDIT AGAINST
TAX WHICH IN EFFECT ALLOWED AN EXEMPTION OF RETIREMENT INCOME
(AT THE PIRST TAX BRACKET RATE) PATTERNED ALONG THE LINES

OF THE SOCIAL SECURITY ﬁENﬁFITS WHEN PAYABLE, BUT AVAILABLE
TO INDIVIDUALS ONLY TO THE EXTENT THA* THEY DO NOT RECEIVE |
SOCIAL SECURITY, RAILROAD RETIREMENT, OR OTHER SIMILAR TAX-
EXEMPT FORMS OF INCOME.
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THE FORMS OF RETIREMENT INCOME ELIGIBLE FOR THIS
CREDIT ARE PENSIONS AND ANNUITIES, INTEREST, RENTS AND
DIVIDENDS.

EQUAL TAX TREATMENT AGAIN PURPOSE  THE RETIREMENT INCOME -
. TAX CREDIT WAS UPDATED LAST IN 1962. AS A RESULT OF THE
AMENDMENT PASSED BY THE CONGRESS AT THAT TIME, A BASE OF
$1,524 WAS ESTABLISHED FOR COMPUTATION OF THE RETIREMENT
"INCOME TAX CREDIT. '

THE PIGURE OF $1,524 WAS DETERMINED BY YOUR JOINT
COMMITTEE ON INTERNAL REVENUE TAXATION AS THE MAXIMUM
PRIMARY SOCIAL SECURITY BENEPIT AVAILABLE TO ANY INDIVIDUAL
UNDER THE SOCIAL SECURITY PROGRAM AT THAT TIME.

SINCE THE LAST AMENDMENTS TO THE RETIREMENT INCOME
CREDIT IN 1962, A NUMBER OF INCREASES HAVE BEEN MADE IN
SOCIAL SECURITY BENEFITS. AS A RESULT, THE RETIREMENT
INCOME CREDIT NO LONGER PROVIDES EQUAL TAX TREATMENT FOR
THOSE WHO MAY BE RETIRED UNDER GOVERNMENT OR PRIVATE PENSION
SYSTEMS OR MAY MAKE PROVISION THROUGH INVESTMENT INCOME FOR

THEIR OWN RETIREMENT.

SPECIFICALLY, THE 13 PER CENT INCREASE IN SOCIAL SECURITY
BENEFITS IN 1967 ADDED TO A FEW LESSER INCREASES BETWEEN
1962 AND 1967 JUSTIFY AN AMENDMENT TO THE TAX CODE, THIS YERR,
TO PERMIT COMPUTATION OF THE CREDIT ON THE INCREASED BASE.

-3-
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BASIC CHANGE  TO AGAIN EQUALIZE THE RETIREMENT INCOME
CREDIT WITH THE SOCIAL SECURITY BENEFITS, THESE CHANGES
SHOULD BE MADE: ' . .

PIRST, THE MAXIMUM AMOUNT OF INCOME WHICH MAY QUALIFY

" AS RETIREMENT INCOME SHOULD BE RAISED FROM $1,524 TO

$1,872 A YEAR. THIS LATTER PIGURE CORRESPONDS IDENTICALLY

" WITH THE MAXIMUM PRIMARY BENEFIT NOW AVAILABLE UNDER THE .

SOCIAL SECURITY PROGRAM. TO DETERMINE THE MAXIMUM RETIRE-
MENT CREDIT, THE $1,872 IS MULTIPLIED BY‘15 PER CENT. THUS,
THERE WILL BE A MAXIMUM CREDIT OF $280.80 PER PERSON AS
CONTRASTED TO $228.10 UNDER PRESENT LAW.

REDUCTION DUE TO EARNED INCOME THE REDUCTION MADE IN

THE RETIREMENT INCOME CREDIT ON ACCOUNT OF EARNED INCOME
SHOULD BE CHANGED TO CORRESPOND WITH THE CHANGES MADE

IN THE EARNED INCOME REDUCTION PROVIDED IN THE SOCIAL SECURITY
LAW. THUS, WHILE UNDER PRESENT LAW, EARNINGS BETWEEN $1,200
AND $1,700 A YEAR REDUCE THE TAX CREDIT BY ONE DOLLAR FOR
EVERY TWO DOLLARS EARNED; UNDER A TRUELY CONFORMING AMENDMENT,
EARNINGS BETWEEN $1,680 AND $2,880 REDUCE THETAX CREDIT BY
THE SAME FORMULA, NAMELY; BY ONE DOLLAR POR'&VERY‘TWO DOLLARS

EARNED.

RIBICOFF AMENDMENT WILL RESTORE EQUAL TAX TREATMENT SENATOR

ABRAHAM RIBICOFF, ON SEPTEMBER 29, 1969, INTRODUCED A BILL WHICH
WILL RESTORE TAX EQUITY TO THOSE PERSONS WHO DEPEND UPON

-4
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PUBLIC PENSIONS OR OTHER FORMS OF RETIREMENT INCOME IN. LIEU
OF SOCIAL SECURITY OR RAILROAD RETIREMENT.

THE RIBICOFF BILL IS DESIGNED TO REMOVE THE DISCRIMINATION
WHICH HAS ARISEN GRADUALLY AS CHANGES HAVE BEEN MADE IN .
THE SOCIAL SECURITY PROGRAM WITHOUT CORRESPONDING CHANGES

. IN THE RETIREMENT INCOME CREDIT.

MR. CHAIRMAN, S. 2968 DOES NO MORE AND NO LESS THAN
TO AGAIN ADJUST COUNTERPART SECTION 37 PROVISIONS TO CONFORM

‘WITH EXISTING SOCIAL SEGURITY LAWS.

8. 2968 WOULD INCREASE THE RET&REMENT INCOME CEILING
?ROH $1,524 TO $1,872 THUS CONFORMING IT WiTH THE PRESENT
SOCIAL SECURITY PRIMARY BENEFIT CEILING; IN THE MOST EXTRSME
CASE, THIS WOULD MEAN AN ADDITIONAL TAX CREDIT OF $52.70,
BUT, GENERALLY, THE CREDIT WOULD AMOUNT TO APPROXIMATELY
ONE-HALF OF THAT FIGURE. FURTHERMORE, WITH THE GREAT
INCREASE IN SOCIAL SECURITY COVERAGE, THE NUMBER OF PERSONS
USING THE RETIREMENT INCOME CREDIT IS CERTAIN TO DECLINE
YEAR BY YEAR.

IN SUMMARY, I WOULD POINT OUT THAT WHILE THE DOLLAR
BENEFIT IN S. 2968 IS IMPORTANT TO EVERY RETIRED PERSON,
THE PRINCIPLE OF TAX EQUITY UNDER THE TAX LAWS OF OUR NATION
IS OF EQUAL IMPORTANCE AND THE PASSAGE OF S. 2968 WILL
AGAIN REASSURE RETIRED PERSONS THAT NONE OF THEM ARE
GOING TO BE DISCRIMINATED AGAINST BY THE TAX WRITING COMMITTEES
OF THE CONGRESS. n

THE NATiONAL RETIRED TEACHERS ASSOCIATION AND THE
AMERICAN ASSOCIATION OF RETIRED PERSONS RESPECTFULLY URGE

5



YOUR COMMITTEE TO ADOPT S, 2968,

SENATOR RIBICOFF.
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Amenoan Federation of Government Employm

APFILIATED WITH THE APL-CIO
. WESSER mnurmtou
" enenr EXECATIVE VicE PRRSIBRNT NATIONAL B3G..TREAS.
WASHINGTON. 0. C.
'Y EEEEEREEEEEEREREIEIRI I NI S I I

'STATEMENT OF JOlﬁl F, GRINER, NATIORAL PRESIDENT
. AMERICAN FEDERATION OF QOVERNMENT EMPLOYEES
BEFORE THE SENATE COMMITTEE ON FINANCE ON
H.R. 13270, THE TAX REFORM ACT OF 1969, PROPOSING -
THE EXEMPTION PROM INCOME TAX OF CIVIL SBVICE umms
OCTOBER 2, 1969
.In t«ho name of the Aurtun Fodornt.ion ot Govermment Emplayees, I wish
to express gratitude to the distinguished chairnn of the Senate cmme on
Finance and to its other members for this opport\mv to testify on the important
subject of tax reform as it ufrqqu Pederal employees. |
Our orgendisation which now has more than 320,000 dues-paying members and
which represents more than 560,000 Federal employees in exclueive recognition units,
is composei, of couru; of taxpayers. Zvery one of our members has the Federal
( income tax deducted at the time he receives his FPederal pay cheok,
These auployees have become increasingly sware that certain major inequi~
. ties, certain vestiges of serious tax injustice, continue to exist in éurrent tax
. practices. These injustices exist in our gemeral tax poucy;‘ ﬂuy also exist in
specific discrimination and selective injucstice auft'erod by Pederal auployoea ’
especially in the oonuming unfair Federal pructice of incou taxes levied on t,.twiz :
Civil Service annuit:l«.
. Your Commdttee has already receivod testimony from George Meany, the
President of the American Federation of Livor and Congress of Industrial Organiza-
tions, regarding certaln grave injustices in our gensral Federal tax policy, espocie-

ally ﬂ.u failure of the "loophole ae*", as e Gaescribod them, to bear their fair

T0 DO FOR ALL THAT WHICE NONE CAN 00 FOX RIMSELF
-«
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.ahcn of f.ho ux burdon As a member of the American Fedantion of Labor and

Canposl of Indutr:lal Orgmiutiona s we endorse the poait.ion w:an by Mr. Meany
and associate ouraolvaa uith him. For tho sake of brevity, hovever, 1 shall not
dwell upon or x-eput wha_zt he has alreecv said and I shsll restrict my comments

to tWe matters vhich‘he did not touch but which are of especial significance to
us. ) A

Tax justice, likehvery other kind of Justice, must be based on the
principle that the persmﬁ affected uﬂi‘bc granted equitable treatment in 1w
and in practice. mut.evor tho law grants to one class of citizens, the same
should be granted, in ailiur panner, to all cmpnnbla classes.

Morever, tax Justice, like every other kind of Jjustice, should reflect
the general standards and norme of cdnt.eaiborary society. As we knou, in ouwr
society it has been accepted that it would be improper to place a heavy taxation
burden on persons who are on the fringes of paverty. -

Yot I must come before you tomy ¢o infore yo.x that theoe noble proceom
of owr contemporary society arc not beoxz carraed out in the cuse of more than
870,000 human beings who were eltier Feacral empicyees and are now rotire& or who
are the survivors of Pedvral employces. .

Annuitant beneficiaries of the Social Security system, for exarmple, am"
of the system established by tne Railway Ret.ra:aent Act pay no income tax whatso-

ever on their annuities. Yet retirea Fadiral em,;mﬂu. and tneir swr vivora musi

pay this tax in full on that portioa of ticir annuities which is dorived from cou-

tributions by their Pederal employer.

OQur owganiza'{ion fa?ora y of coursc, the exeoapiions gramted so wicely b‘y
our government tu pensioners of vhe Social Security systss. Hhox'z onc 1ovke .*:t tho
amounts of these pensions, it *.s"a%wiaus vaat this 16 ¢ hwsane and Just cowrse for

our nation to pursue.
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' Our oi'uuuuon likewise favors and supports the provisions of the '
Rallvay Retiremet Act. Wo are gratified that the Congress specifically exempted
all income received by thess amnuitants from income taxation,

We mst ask you, however, the following question.: Are nod amuitants
under the Civil Service Retirement system entitled to the same kind of humane and
wise consideration from their Congress and from their Federal government as bene- . ‘
ficiaries of the Social Security system and the Railway Retirement Act?

In our judgment, the sagwer 1s cbvicusly *yes®. .

Let us'lock gt the facte, ,

Participatin in the Socfal Security oystem 1s mandatory for all categories
of person3 covered., Participation in the Ratlway Retiresent Act is also mandatory,
But 80 is participation in the Civil Service system, ' ‘

The Civil Service system, just like the Social Security and the Railway
‘Retirement systews, is a mandatory system, It is not a volwntary system, '

Even though the mandatory peyroll deductions from eamings in the Civil
Service System are technically called fcomtributions®, the fact is that the deduc~
tions are mandatory for both the employee and the employer,

I we were to call things by their right name, we must recognize that
these "contributions® are in fact a tax. And, as you know, wder the temms of
another Bill before the Senate, the rate of thess mandatory "contributions® might
som be raised from 6,.5% respectively by exzicyee and emplayer to 7.0% each, Theve-
fore, the current total tax of 13,08 of payroll may somn be 1i.08. This compares
with a total current tax in the Scolal Security system of aaly 9.6% of payroll,
shared equally &% 1,88 esch by emplayer s3d expiayee.

As thess facte show, one can reaily find no mesmingful ksal digtinction
betmeen the three systems, Social Security, ailuay Retirement and Civi) Service so
far as mandatory contributims are caacermcu or the financial sharing of the burdmn
by the employer and emplayee, Yoo, o Cavil Service annudtant must pay an income
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tax on that portion derived from the Federal employer's "contridbution”.

We believe this is discrimination, discrimination unworthy of our con-
temporary society with its great emphasis on equal rights.

There are some persons who have been ssying that Civil Service annuitants
_ are in such a favorable economic position that they do not need tax justice, thaf,
they do not need tax relief. :
| I wish those people were right.

But thoy are wvery, very wrong.

The mout recent comprehensive figures, compiled by the Civil Service Com-
mission, show that on June 30, 1968, almost 100,000 Pederal employee anmiitants and
survivor annuitants received lees than $50.00 a month in annuities. This is less
than $600.00 a year. Moreover, this amount was subject to invome tax.

The statistics also show that 276,073 esployee annuitants and survivor
annuitants received less than $100.00 a montk. This is less then ¥1,200.00 a
year. MNoreover, this ws subject to income tax.

Almost 400,000 employee and survivor annuitants received less than $150.00
per ncnfh, or less than $1,800.00 per year. This too was subject to income tex.

0f the total number of 871,072 persons on the Civil Jervice retirement
rolls on that date, 51k,863 received lesy than $200.00 per month, or less than
$2,400.00 per yoar. Moreover, the overnnelxing nusber of thess persons had wives
or other dependents. Yet, the ammuities were subject to incom tax.

Other people buve argued that this is largely the inheritance from the’
past and that the ecoromic concitions of Pederal eaployees currently entering the
anuitant rolls are mwh better, |

Again, I yust state that they are very, very wong. Again, I say, let
us lock at the facts, let us look at tne statistice of those Pederal employees
and survivors nevly added to the ammuity rolls in fiscal year 1968.



During the fiscal year 1968, the following persons were added to the
rolls:
A. = 19,262 widows, with an average age of 61.2 years, who receive an average
anmity of $136.00 per month or $1,656.00 per year. On this income, these
widows paid an income tax.
B. 10,347 children, with an average age of 1L.6 years, who received an aver-
age anmity of $50.00 per month, or $600.00 per ysar. On this incoms, the
parent or guardian had to pay income tax.
C., = 52,579 employee ar;miunts, with an average age of 60.3 years, who re-
ceived an average annuity of 3291.00 a month or $3,492.00 per year. The
very great majority of these employee anmuitants, totally 35,045 had wives
and other dependents. Yet their ammities were subject to income tax.
Distinguished members of this Senate Committee, that is the very sad pice
ture of the financial state of affairs of those Federal employses and aurvivor
annuitants who came onto the rolls of the Civil Service annuity system for the
first time in fiscal year 1968. .

Yot everyone of t.hiu persons must pay income tax on that portion of his
or her retirement income which comes out of funds contributed by the employer.

In xy presentation, I have choeen up to now only the n;at. representative
statistics in order to illustrate the injustice antfoged by Federsl annuitants as s

* class. I could have chosen, of cour:ce, large numbers of cases of a far more pathetic

and pitiable nature. There are, for axample, over 1,000 widows with an average sge
of 75.2 years who receive agund total of $51.,00 per month, or $612.00 per year.
There are, for example, widows over 75 yecars of age who receive $31.00 per month,
or exactly $1.00 per day. Their total annucl income is thus $365.00. Yet, this
is subject to income tax. .

I shall not burden you here with more statistics and examples. Instead,
I requast your peraisaionA to place into the record four tables giving the facte.
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The first table shows the grand total o!’ all annuitants on the Civil Service re-
tirement roles as of June 30, 1963, by monthly rates of annuity,  The second table
shous .the total number of survivor annuitents as of that date, The other two tables
gshow the numbers of etiployee amnuitants and survivor annuitants added to the Civil
Service retirement roles during the fisoal year ending June 30, 1968.

SUMMARY AND CONCLUSION ‘

A comparison of the Social Security, the Hailvay Retirement Act and the
Civil Service retirement systems shows that, although all are mandatory, the Civil
Service employee suffers discrimination because his annuities are subject io mcﬁne

tax payment on income derived from contributions of the Federal employer,
‘ An analysis of the annual income of both the Civil Service employee and
survivor annuitante moﬁa'that an overwhelming uﬁjori’oy are living at the poverty
level, Children are receiving $600,00 per year as total income; some widows, aged
75 and over, are receiving as little as $365.00 annually or one dollar per day.
Over 51,000 annuitants receive less than $200.00 per noath _and. many of these must
aupport wives and other dependents,

The precepts of tax Jjustice rquire that we extend to Civil Service annui~
taets the same tax policy that now applies to Social Security and Railway Retirement
Act amuitants «- total exemption from all incame tax,

In the namerot the American ‘Faderatim of Govemnment Exployees, I again
pevition you to remove this vestige of tax discrimination which has oeen endured toc
1022 by our retired Federal exployees, by their dependents and by their survivors,

Tlie great majority of them are now livinz et or near the poverty level and they are
in urgent need of tax reliqr.

In conclusion, I wish again to express my appreciation for the kind cMc$
yeu heve shown to my organizavion by allawins'ms to appear vefore you today and for
the vhought and deli‘oemt;’lm :roﬁ will be giving to my pat.itim.l o

o TR, .
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Annexes ¢

Table 1 = Humber of employes snnuitantdy and survivor annuitants on the
roll g8 of hme 30, 1968, by monthly rates of ammuity

Table 2 =-Surviver smuitants cu;hommtrouuafnlwm.l%ﬂ

Table 3 » Wmdmtaaddodtommmtmndurmgthaﬁa-
oa] year ended June 30, 1968

Table § - Mmmmtawtommmemudummm-
cal year ended June 30, 1968
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Sutviver anmuitonts addid b Lhe retivement tell during the fiscal year

vaded Jun 30, 1968
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SUMMARY

STATRMENT TO THE COMMITTEE ON PINANCE
UNITED STATES SEMATE
BY
THOMAS G, WALTERS, PRESIDENT
NATIONAL ASSOCIATION OP RETIRED CIVIL EMPLOYRES

October 2, 1969

The National Association of Retired Civil Bwployees, of which
Thomas G, Walters is President, is a 48.yecr 0ld noneprofit and incorporated
organization whoss 135,000 plus menbers are retirees of the United States
Government Civil Service.

The Committee is urged to consider, in its deliberations on tax

treatwent of the elderly, the following items:

« Exemption of the elderly from any surcharge tox.

e Exclusion from the gross income of the first $3000 for a fowily
ond the first $3600 for o single person received as Civil Service
annuity from tha United States Government or any ogency thereof,

e Re-sstoblishment of the provision to deduct drug and medical
sxpenses f& persons 65 years and older, (Deleted in 1967),

8. 1564 introduced by former Senator Everett McKinley Dirksen
ond now before this comaittes pwovides for this restoration for
incoms tax purposes,

= Mendaent of Medicare to provide for the payment of preseription
¢érugs outaide-of-hospital.

e Meendeent of Medicare to provide that provisions (a) and (b)
be made available to all Pederal omnuitants and their survivors,

(End)
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STATEMENT TO THE COMMITTRE ON PINANCE
UNITED STATES SERATE :

BY
THOMAS G, VALTERS, PRESTDENT
NATIONAL ASSOCIATION OF RETIRRD CIVIL BMPLOYEES

TAX_BXEMPTION PEDERAL EMPLOYEE ANNUTTANTS AND SURVIVORS
October 2, 1969

Honorable Russell B, Leng

Chairman, Comuittee on Pinance

United States Senate

Washington, D, C, 20510

¥r, Chairman and Menbers of the Comnittee: ‘

My name is Thomas G, Walters, President of the National Association of
Retired Civil Bmployess (NARCE), This organization was formed Pebruary 19,
1921, and has been in continuous opevation sinoe thot date, We now have
over 135,000 menbers with more than 1100 chapters in every State in the
Union, Puerto Rico, Conal Zone, and the Philippines, Our meabership is made
up exclusively of retirees from the Pederal Government and their suxvivors,
and I appecr this worning on behalf of our membership plus all other Civil
Service annuitants and their dependents in the interest of tax reforms
which relate to the treatuent of these xetired people.

As near of humanly possible, equalization of tox benefits has heen the
goal of our orgemization for mamy.years, and I congratulate you,

. Mz, Chairaan, and your committes, for your desire to bring about tax

reforms ond equalize the tax burden, I om happy that these hearings are

being held and that :.cprumtcun- of MARCE are pernitted the privilege of
oppecring before this committea to present the views of our mesbers, We
strongly believe that some ssctors of our coan‘o-y oan help, but we believe
that the elderly should be sxempt from any surcharge tax ond that taxes should
be based on ability to pay,
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The members of the House and Senate, especially the meabers of the
House Ways and Meons Cosaittee and Senate Pincnce Committes, are to be
.oongrctulatod for giving serious consideration to a tax reform bill,

We sincerely appreciate the attespt by the House Ways and Means Committee
and the meabership of the House in endeavoring to scke beneficial chamges,
but we strongly belisve that an across-the-board exemption would be more
easily unlerstood and would make filing of income tax reports much simpler
than any other method of tax relief, especially for the older person,

In the 91st Congress many bills have been introduced to gramt
acxoss~the-board tax exemptions, and we are firaly oonvinced that o
resolution unanimously adopted at our National Convention in San Prancisco,
California, in 1968, endorsing the exemption of the fixst $5000 of Civil
Sexvice annuity from Pederal income tax was a good one.

Our Association believes that a retires's family should have a Pederal
tax exemption of $5000, and a single retiree a tax exemption of $3600,

As we grow older, we require more medical attention, wore drugs and
hospitalization, and vith the ever increasing cost of living and maintain.
ing a home, in our opinion the figures of $5000 and $3600 ore not
unreasonable, Much has been said in the press ond by public officials
that a foaily living on less than $3000 per year is living in poverty,

Most onnuitants ad their survivors are in the low income bracket,
According to the latest statistics issued by the United States Civil .
Service Commission only 986 annuitants receive a wonthly annuity of $1000
or moyze, 281,435 annuitants received less than $200 per month and
231,958 survivor anauitants received less than $200 per month, 110,436
annuitants received less than $100 per month; and 168,288 survivor annuitants
received lass than $100 per -o:th.
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&.Mmdmdthwtm,mmtnmol
letters ond we are oonvinced thot we are not asking for eaything unreascne
able wren we ask for ¢ tox sxemption wnder Pederal Income Tex for
retirees in the amount of $5000 for a family and $3600 for a single
individual, Becamse of age and infirmities most of our members fiad it
impossible to secure supplementary employment and to put it bluntly,
at the age of most of out retirees, dus to mental and physical deterioration
mmeupmummmmm-mamwawm
progroms uxe very limited in their coveroge. wpoa!uulohmvlth
hundzeds of names and addresses, but for the record I am quotiag frem two
letters that oame in the mail to NARCE zeocently:

My husbond's anmuity is $264 o month and he is 88 years old
@d T on 82, and dus to his mental condition, the doctors
have placed him in a nursing home, and the $264 per month
nothing 1ike covsrs the cost," This letter from Alcbama,

Proa the Stats of Colorado: 'With 135 years of sexvioe , . ."
this lody receives '$107 per month," )

It is generally understood that drug and hospital expenss for thoee
over oge 65 are, on the average, t‘hruthnughaehuthou!wau
Amerioons, and approximately one-half of all Americons over oge 65 arse
living ot or nmear the poverty line, We have hundreds of cases of weabers
writing us that though they con see the doator, they con not offord to
have their prescriptions filled, 7o aid these low income retirees, we are
urging eaxly oonsideratiom of a mecsure to have prescription drugs
oovered by Medicore,
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With all of our sembers being vetizred Pedoral employses or survivors,
we also mest with the problem that many of thea are not eligible for
Port A or the Hospitalization portion of Nediocaxe, We should greatly
oppreciete sesing the Medicors lav caended se that all persens over 65
would be eligible for both portioms of Medioare coverage. I would be
Nappy to furnish amy oditionsl infesmation along this line that you desire,

Ve realice that you hove @ sest cenplen problen in ottompting to dring
forth legisletion to equulize the grect tax burden of this country, but
we 4o feel that the younger people amd those that have their life before
then, and the larger compomies and individuals with tremendous sclaries
should becr the greater buzdem of the texes and moke it oo light oe
possidble for the senior citizens who have over the yoors worked hard and
poid all tanes veguived of them, X Delieve most people are of the opinion
that the people of this country who work for a recsomcble or small salazy,
pay a grester percentage of the tames thon eny othaer group, The retirees
of the Pederal Government paid toxes on their salaries during their
working corsers and we strongly recommend that we now have some tax relief, .
Ve believe that if we had @ $5000 tox exemption for ¢ fanily and $3600
for a eingle individual it weuld be o step in the right direction, '

Until 1967 we were cble to deduct our drug ond nedicul expenses
provided we wers 65 years of age, Ve strongly recommend that this
provision be re-established as this would mean @ grest deal to all senior
citizens, 8, 1564 introduced by the late Senator Dirksen, and referred
to this Committee would achieve this,

Mz, Choirman ond ieabers of the Committes, we would like very much to
sumsorize our suggestions as followss |



= BExemption of the elderly from any surcharge tax,.

= BExclusion from the gross income of the first $3000 for a family
and the fixst $3600 for a single person received as Civil Service
annuity from the United States Governwent or any agenoy thureof,

« Re-establishment of the provision to deduot drug ond medical
expenses for persons 63 yeaxs and older, (Deleted in 1967),
8, 1564 introduced by former Senator Everett MoKinley Dirksen
and now before this committee provides for this restoration for
inoome tax puzposes, '

= Anendment of Medicare to provide for the payment of presoription

' drugs outside-of-hospital,

e Aasndaent of Medicare to provide that provisions (a) ond (b)

be made available to all Pederal annuitants and their survivors,

Thanks 80 much, Mr, Chairman, for giving us the privilege and
opportunity of appearing before your Committes,

Thomas G, Walters
President



SUMHARY

Pressatation by
Miss Vivien Kellems
East Haddam, Conneosteut

for the

Sanage Compities on Vinance. rexsrding 32794
Sgptenber 8, 1909
1 = Brief History of the Community Property Law, passed
in 1948, which resulted in the penalty teax on
single people,
2 = Analysis of this law,

3 = Attempt to test the Constitutionality of the penalty
tax,

4 - Bill 82794, Introduced by Senator Eugens McCarthy,
August 7, 1969.

5 = Action taken by Miss Kellems to test the constitu-
tionality of the penalty tax,
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The first incoms tax lew passed usder tbe Sixteeath imsadment in
lﬂ’; consisted of 40 pages, The latest, published July 22, 1968, is
1393 pages. Titles, ‘sudetitles, tables, tents, cross-referemses, specisl
reles, miscellanscus informetion, sll in very fine print, is ons vast
labyrinth of gobbledy~-gook. can the most brilliant lawyer, the most ultot‘t
and versatile sccountant, can the Secretary of the Treasury, m‘u\ym of .
you gentlemen on the Finance Comiittes, possibly grasp snd understend this
faatestic momatrosity we call our Income Tex Lav? Aod this doss not include
volumes of couxt decisions, regulations, specisl rulings, and other paras
phagnalia, .

Congress now proposss to "reform" this hydracheaded mouster; closs & '
loophole bere, put & patch on there, levy more on ome hapless taxpsyer, give
s crumb of benefit to enother, When finished, the whole mess 1s going to be
" wore tncomprebensible and hopeless than it fs nov.

Naturally the whole thing is shot through with favoritism, injustices and
inequities, The most blatant and ungonstitutional of them all is the
" penalty tax ageinat single pacple.

‘r"nn is no lav that says single peoples mmst pay higher incoms taxes
Just because they are single. Congress never has, Am does it dare to pass
such & lew; even this Suprems Court would have to declare it unconstitutional,
Then bow 18 it possible that for the past 21 years, the Vederal Government
"has sucked into its cavernous maw billions of dollars from American citisens
on the pretext that it s legel to penalize. people for not being married?

It was done 1in 1948 with asloighpof-hand trick called the Commmity,
Property Lew which wasn't a Community Property Lew at sll, That was the excuss
- given for the wholesale roblery of mtllions of belpless peopls.



It a1l began uiten the Inveme Tax Amendment to the Comstituticn was adepted
in 1913, end came sbout bouwo our levs are derived from two dulonu systems,
the Spantsli Lav sod the English Comton Law, - At the end of the Mexican Var,

Nexico ceded to the lmm 3tates that territory now comprising New Mexico, Arisoma,
California, Idaho and Mevada, - u esch of these states vas sdmitted to the Unioo,
1t ‘smbraced most of the Eoglish Comson Lav, but retained those Spanish Lews pro
tutm'ﬂi‘i rights of the wife to one-half of the property scquired aftar the
ufd'ac.,' also onehalf of the income earsed by the husband, Thess laws were ine .
berited from Mexico which fn turn, had adopted them from Spain,

Texas came into the Union by treaty, sn independent nation, but Texas had
alresdy put the community property laws in ber Constitutfon, Louisiana was
acquired by purchase from France, but the French Muy property lew was
practically the same as the Spanish, so ons more community property state came
fato the Union,- '

The rast of the states derived rheir lews from the Buglish Common Lew and
gave no such rights to vives, As Senstor Con;ully said, women in many of these
states were little better than serfs. In soms cnu.a it was legal for s man to
beat bis'vite, provided the svitch s no thicker than his thusb,

Vhen the first {ncome tax lew vas passed under the Sixtesnth Amendment, tbe
Internal Ravenue Bervios recogaised these community property lews and permitted
married people in these seven states to split their incomes and pay at & lower
" tets, $ince thess first income taxes were very low and exemptions relatively
high, the rest of the couatry paid no attentfon to this special benefit enjoyed
by their sister states, Howsver, after the firet world war vhen income texes
u‘uhod' astrononical hmu.,' the comon lav states came to with a beng. Now
come? Why weren't they entitled to the same tax break? '

The first BAL1 to equalise thess rates ves ntroduced in Congress in 1921,
but went down to ignominius defeat, The community property states refused poiat
blank to extend this lucrative loophole to the rest oé the country.
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They had & good thing going and didn't propose to give it up. Agein and again
the common lav states tried to pass this bill, but each time they lost. As
Sanator Pulbright said, these bills vere "filibustersd to death”, Dus to the
lover taxes paid by married people in the cosmunity property states they were
sitting pretty; the common lavw states were paying a disproportionate share of
the cost of the Faderal Government,

By 1947 the battle lines wvere drawn and Cealings ran h};h!

The very first bill introduced in the 80th Congress was House Resolution |
No, 1 « to reduce incoms taxes, The House passed this bill and sent it to the
Senate where Senator McClellen ismediately proposed an amendment to pass on the
blessings of split income tsxes to the rest of the country, By this time five
wore states, Michigan, Nebraska, Oklahoma, Oregon and Huhmt.on had passed
community property laws, making s total of twalve such states. Senator McClallen's
smendment proposed to bring the other thirty-six states under this protective
tax vabrells,

It was a lighted match and fireworks exploded on ths Floor of the Senats,
Senator McClellan clglrgod that the Community Property states were getting away
with murder. He claimed the commson law states ware paying $500,000.600 8 year
more than the community property states, an advantage to these twelve states of
$175,000,000, He was grisved that Arksnsas, his home state, paid $5,000,000
more in federal taxes fn 1946 than a comswnity property state of comparable
population would have psid, To the distinguished Senator this was an unbearabls
penalty inflicted upon his state and '"the rankest and most unjust discrimination
that exists anyvhere in ocur tax lavs against three=quartars of the states".
"Such & monstrosity in our tax structurse" was not to be borne and he demanded
"righteous and equitabls treatment for simple justice to all Amexican citizens
alike," But to Senator McClsllan and 99% of that sugust body, such "rightecus
and simple” justice did not apply to single psopls.:
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Throughout the debats the only words used ia vefezring to the taxpiyers
vere fho "gitisens” or “"people of my state” or of the United States, The words
"aingle people" sppesr only three times in that whole, lengthy debate that
stretched out over wonths, Senator Millikin rather tinidly ventured the opintion

that there were other psople to be considered, MNe suggested that there might be

"tmportant effects on the distribution of texes smong tho different income
groups between married and single persons”, And at enotber time, "I am
emphasising that ve are dealing with a group probles, Under the Ssnator's amend-
ment a single person living alone would not benefit. Widows with children would
not benefit, Childrven with dependent parents would not mhe."

But the Senator might just as well have saved his breath, Mot one mesber
of that “most exclusive club in the world" even hesrd the word ginglee Bven
widoy with children feiled to register. Senator MoClellen tartly veplied, "the
bill doss perpetuate a group benefit which now accrues, snd I am trying to quit
perpetuating this group benefit to the community property states." And the
rest of the Sonators went right on prattling about the "citisens of my state,”
or the "citizens of the United Btates," or the "pacple” of the state or hation.
To them there ware no single pesople; gyeryonq was n;nud. .

Incredible! BSuffering poignantly from "blatent injustice” they were utterly
obiivious that they were shunting off onto the frail shoulders of thoss least
able to pay, the vhole weight of the burden which they were determined to dump
from their own, There was no pretenss; it was a straight tex gimeick, 1t une
abashedly gave a tax advantage to one class of taxpayers. One nﬁhr assured
Senator McClellan cﬁu the Ways snd Means Committes would "consider this matter .
vith the greatest syspatby", To vhich the Senator from Arkansas replisd, "I
vant a reduction in taxss, not sympatby,” He then informed Senator Knowland,

"On our present salary ($12,000) I pay $646,00 more Pederal m than does the
Senator from California., I need that money for my !nuy.u much as does the
Senator need that amount of money for his family., All I am asking is tbu

justice be done," The saving on the present Congressionsl salary is over $4500,00, -
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' It was then suggested that Arkensss could pass its owm Muy property
law, but this was not essy., The five states that had passed such laws did eo {n
sslf-defense with the greatest difficulty, Another state, Pennsylvanis, had
passed such a lev only to have the Suprems Court of hmylnnu'docuu it un-
constitutional. Comsunity property lavs created sll kinds of problems affecting
estates, domestio relations and commercisl oredit; they could upset court decisions
snd cause individual and general chaeos, Benator McClellan didn't think u;ch of
that ides; the only solution to hﬁ problem was a hd,nl. Law; he would settle
for nothing less. '

At this point Senator Connally invited the Senator from Arksasas to move to
Texas and this brought up another sore point, While the Senator couldn't very
well move to Texss, that ves exsctly what a numbar of his constituents wers doing,
m tom of Texarkans was divided right down the niddle by the state lins between
Texss and Arkansas and meny wealthy citisens of Arkansss,vhoss businesses were in
that state, found it profitable to move their homes scross tha state lins to tml
vhare they happily split their incomes and paid Uncle Sam at the lover rate, Other
states lamented loudly that the Co—autty Itopo:"ty states were siphoning off the
wealth and business of the non-community property states. They did indesd, have
& good thing going! - c { . '

Senator Fulbright termed it "gecgraphical discrimination” and he challenged
any Senator to "cite any other cass vhers ve make & distinction and & ditterence
in the tax burden because of citisenship in @ perticular state or states."

I ask Senator Fulbright, shov me any other tax law vhich makes a distination
and & difference in the tax burden becayse of the maritsl coadtttoﬁ,o! the
taxpayer? o . . .
The bill d1d not pass in 1947, However, it was one of the fixst bills passed
in 1948, One April 1, 1948 President Trumsn v.‘tood it, calling it v?‘l.uqulubh”.
The very next day Congress passed ¢ over his veto,
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It ehould be made quite elesr that this was ggt & commwnity property law,

Mot ome property law, er any other lew, wes chengel ons fota. Not ons plese of
propérty, or peoay of insome changed hands wnder this Lew, Vo wife suywhere
received one thing except as she bensfited by the tax uvtn'o. Everything re-
mained precisely as 4t ves end the husbend still owaed his inooms, It vas &
strafght ux simaick, class h;uldttoa and disorimination of the most flegrant
sort, Thers was absolutely no pretense, It vas s rich, married taxpayer's bill,
Ith higher the focome the greater the parcentess of uv‘u.’. Poor married couples,
those recetving 45000 or lowsr, didn't save o dise, The single taxpayers were
left holding the bu_. They had to pay at the confiscatory rates of World War II
without & penny of relisf. MNever has a law been psssed saying they must pay at
these exorbitant rates, but under this so-called community property law, the
'latoml Revenue Service has arrogated to itself the power to illegally collect
billions and billions o.! dollars from thess helpless péople.

But more than this, the law gave the rich, married people in the community
property oéuu something they had not bad before, They could now split gl
income, including that derived from premsrital estates. This they could not do

" before. But under this 'hv rich, married people in all 48 lc;tql could split

this incoms, snd thereby save themsslves billions of dollars, Add to this the
estate tax which g'ontt'o them to pass on one-half their estate with no tax, ﬁ:th
the other half is taxed st the lowest rates, snd the picture is cosplete, They
hed 1t made! To finish off the single taspayer, vhar be dies 100% of bis

estate is taxed,

But before bis sad deatse, one more {ndignity = the Surtex! BSince thers
wasn't ooe more thing to tax, Congress taxed a tax, This was not & tax on ingoms,
thumnmonﬂuhconm'ad again the eingle people had to bear the
brunt of it. ' 10% for litt_hd p.'coph, ‘but up and up and up for llﬂ!h people be~
csus they have to pay 108 on the penalty they are alvéady paying, In thousands of
cases it runs over 14%, I make no comment on this action; the facts ipnk for

. themsalves, *

Has thers ever besn such rank, disoriminatory, unjust, uncomstitutionsl legis-
lation against millioms of American citizens? Why! Beesuse they are not married,
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T\;lb has been one attempt to test the comstitutionality of this system.
The dey sfter Christmas, 1953, ons Mr, Farago died, The very next year, the
incoms tax of his widow was rvaised 40% because shs was now & single person,
Mrs, Faraco regented this unjust penalty for having lost her husband, and
brought suit to recover this monsy in the Tax Court of the United States,
The Tax Court xefused to consider the constitutional issue, and the case,
Antofnatte M, Faraco, 29 T C 674 (1958), was appesled to the Court of Appsals l
for the Fourth Circuit and that court held that the lew was constitutional
(Faxace v Coum,, 261 P 24 387 (4th Cir., 1958)),
The Court of Appaals stated, page 389:
"Taxpayer seaks to recovar the difterence in the
tax paid upon her 1954 income and the smount of tax
which would have besn due if a husband and wife
reported the seme income and deductions upon & joint
return, Permitting married taxpayers to use the split
income device of #2 of the 1954 Code, 26 USCA #2, while
withholding the privilege from single pexsons, she says
is such an arbitrary and unreasonable discrimination that
it cannot be ailou.d under the Constitution, Clessification
of taxpayers according to marital status is not unreasopable,
however, and thers was much reason behind the purpose to
equalize the tax burden as it falls upon married couples in
common law states in comparison with tholc'tn comunity
property states. The fact that thq change gave a propor-
tionately greater tax reduction to married couples with
large incomes is wholly irrelevant; 1if the rapid sccelera-
tion of the progressive tax rates ran afoul of no constie ,J !
tutional guaranty, a slight withdrawal may not be said to
have dons so, .Hotftnd no merit in the taxpayer's conten~

tions,"
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In plain Boglish, thie decieion says that becauss the inesensed tex of
40K vas 00 "sLight" it 414 mot violate the Comstitution, asd vithout doudt,
is the most idiotic decision in ths whols legal history of the United luui.

Since when does the gmount of damass determine the constitutionality of a law?

That decision wes rendered by Judge Clement . Haynsworth, who has
recently been nominated for the Supreme Court. '

The Suprems Court refused to rula on this question by denying certiorart M
(359 U 8 925 (1959)) and until it does rule, the constitutionality of the

penalty tay m single people simply because they are single, has not been '
estadlished,

In 1962, Senator Bugere McCarthy, of Minnesots, introduced a bill (833)
which would permit certain parsons 35 years of sgs, or over, to qualify as Head
of Housshold, and pay & lower tax, however, not as low as sarried persons in the
Same incoms tax brackets, There was already a rather nebulous classification,
Nead of Household, vhich Gongress hed added in 1951, to partly still the crius of
outrage from indignant taxpayers, but the requiremsnts were so strict that very
fow pecple could qualify. For sll the relfef it afforded, it might as well not
have been there.

Senator McCarthy lwt to emplify vthu classification to inilude many more
ovexr~burdensd single taxpsyers, He got exactly nowhere, His was a lone voice
crying in the wilderness. In spite of the lack of understanding and co-operaticn,
even ridiguls, the Senator persisted and has reintroduced this dill in uch
succeeding Cougress (88th, 89th, 90th), Convinced of gho injustice of the penslty
tax and aleo persusded that it was unconstitutfoval, Senstor McCarthy folt that
St wes the best,bill that could be considered at that time, since there vas such
opposition to the whole idea of fairness and justice for single psople. Later
other Senators joined him in sponsoring the bill and seversl Congresswen have
introduced similer bills in the Bouse of hpnpontaﬁtvu.

And the Vays and Means Comittes recently sctuslly included such s messurs in
fte proposed tax reform bill, This sction reflects the change in the political
Yelimate" regarding this tax.
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Tinally, Senator MoCarthy stood on the Floor of the Senate om August 7th,
this year, and introduced a bill (8 2794) to abolish the whole unsavory, unconsti-
tutional mess, He vas beartily commnded by Senstor Ribicoff, of Comnecticut, who
pledged bis support of the bill, Senator Ribicoff said, "The Senator from
Minnesots has been in the forsfront of this fight for many, meny years, He hes
been & lone voice, rc&otvm.wry 1ittle i\;pport from anyons else in the exscutive
branch or in the legislative branch, I will certainly be pleased, s a membar of
the Committes on Finance, to suppo:i the Senator's efforts to bring justice in
this importent field." ’ '

It 4is this bill, Gentlemen, which brings ma before your Committes today.

On April 13th, I sigmed & blank income tax form (1040) and sent it to the
Director of Inturnal Revenue, Andover, Messschusetts, I then wxote the ﬁcrotaq
of the Treasury that I would not pay any mors taxes until the Yederal Government
refunded to me the sum of $73,409,03, taxas which have been illegally collected
from me for the past twenty yesrs, plus {nterest,

From that time, letters have poured in from sll over the United States. As
their mumbers increase, my blood pressure rises! They come from all over the
country, from all kinds of people, yomi people working their way through college,
elderly vidows trying to make ends mest on meager incomes, school teachers, I
nurses, telephone operators, stenographers, secretaries, factory workers, and
thousands of retired psople - & cross saction of America, All tell one bitter,
heart-brasking story, a crushing penalty tex by an sll-powerful, greedy, .n\thlcu‘
government fo.); onea reason only, these millions of people are not married,

What began as a simple test of the constitutionslity of this tex, has now
becoms & flaming, emotion-packed crusade,
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Ve are cuutnj pavpers out of decent, ui!-nlmtla.. self-supporting
Misrican citizens. Read these letters snd see if you can stay calm; widows
vith smsll children, wouen whose husbands have bsen killed in Vietnas and who
sust pay & penalty for the ssorifice they have made, other widows using the
capital of the small estate left by a husband to pay current taxes, one
woman living on crackers and tea, Thousands terrified at what the futuxe
holds; thase are proud psople who cannot bear to asx for public assistance,
and alvays the cost of living spiraling ever up snd up vhile their standard
of living goes down, 1Is this what this Committes wants? Is this what the ‘ L
Congress of the United States wants? ’ '

1 have no quarrel with the split income tax provision, and certainly
there fen't any intention to tske this tax p;tvtluo awvay from nprtf.cd pevpls,

More power to them and to mouo else vho can legally save on their taxes!
All we single people ask is the same tax break, We vant simple justice for
single people., And millions of married people un\c ;rtth ne,
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STATEMENT BY ADRIAN H. PEMBROKE, REPRESENTING THE NATIONAL OFFICE
PRODUCTS ASSOCIATION AND THE BUSINESS PRODUCTS COUNCIL ASSOCIATION,
TO THE SENATE FINANCE COMMITTEE, OCTOBER 2, 1969, AT ITS HEARING
ON HR 13270, THE TAX REFORM BILL OF 1969.

SUMMARY OF POINTS

1. Accumulated earnings tax is really a penalty, the liability
for which often arises from ignorance, bad advice, misunderstanding,
or mistakes in business judgment. It is too complex to be coped
with by small corporations. It should be repealed.

2. The accumulated earnings tax is applied only to closely-
held corporations which are for the most part small businesses.
.Large, publicly-held corporations with which small businesses
-ulE compete don't have the problem. This gives a competitive
advantage to big business in addition to all of its other
advantages .

3. Growth must be financed through retained earnings.
Financing growth with borrowed capital is unfeasible, particularly
in the present high-interest rate money market.

4. The recent decision of the Supreme Court in U. S. v, The
Donruss Company has made the taxpayer's life under the accumulated
earnings tax even more difficult.

5. If the statute cannot be repealed, amend it to make it
easier for small business to live with it.

(a) Overrule in part the Donruss Company decision.

(b) Do something further to alleviate the taxpayer's
burden of proof.

(¢) 1Increase the amount of the minimum accumulated
" earnings credit to reflect the changes in the
value of the dollar due to inflation since
such credit was fixed at $100,000.

297



STATEMENT BY ADRIAN H. PEMBROKE, REPRESENTING THE NATIONAL OFFICE
PRODUCTS ASSOCIATION AND THE BUSINESS PRODUCTS COUNCIL ASSOCIATION,
TO THE SENATE FINANCE COMMITTEE, OCTOBER 2, 1969, AT ITS HEARING
ON HR 13270, THE TAX REFORM BILL OF 1969.

My name is Adrian H. Pembroke. I live in Salt Lake
City, Utah, where I own and operate a small business., I am a
Past President of the National Office Products Association, of
Washington, D. C., and a Past President of Business Products
Council Association, of Chicago, Illinois. The first of these
éssociatiohs, as its name indicates, represents business organi-
zations engaged in the manufacture, distribution and sale of
office products. It has more than 5,000 members. The second
association has about 63 member organizations which are dealers
in 100 cities in the United States in the products, including.
office equipment, of a @ajor manufacturer. All the members of
each association are independent dealers. Most of them are small,
family-owned or otherwise closely-held, corporations. The office
products sales business which I operate in Salt Lake City is con-
ducted through a corporation owned by me and my family. It is a
member of both of the associations which I have named, and it
would be middle-sized among the membership of each association.

I have been authorized by each association to present
on its behalf views opposing the retention in th§ Internal Revenue
Code of the provisions relating to Corporations Improperly Accumu-
lating Surplus, Sections 331 to 537, inclusive, or, in the alter-
native, if such provisions must be retained, some recommendations

for changes.



I do not and could not speak as an expert on the
accumulated earnings tax or on any other provision of the federal
tax laws. However, as a layman who has studied the accumulated
earnings tax as it has affected my own business and similarly
situated businesses among our membership, I have concluded that
it is indeed quite unlike any other tax. Neither the U. 8. Cor-
poration Income Tax Return (Form 1120) nor the accompanying
instructions for its completion contains any reference to the ‘ L
accumulated earnings tax and there is no separate form for its
reporting, nor, unlike the personal holding tax imposed by sec-
tion 544 of the Code, any schedule for its computation or report-
ing. In the unlikely event that a corporation should desire to
pay the tax voluntarily, its management would be hard put to
find out how to do so. This lack of procedure for self-assessment
clearly indicates that no corporation is expected to pay the tax
voluntarily, and suggests that it is really not a tax but a
penalty. And it appears that, too often, liability for the penalty
arises from ignorance, bad advice, misunderstanding or mistakes
in business judgment rather than from the type of abuse that the
provision is designed t; prevent. Federal taxétion is inherently
complex, but a businessman can, on his own or with professional
assistance, determine with some degree of certainty the probable
7. tax consequences under many sectiops of the Internal Revenue Code.
Not so with the accumulated earnings tax. A small, closely-held

corporation is more often than not confronted with uncertainty
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about the consequences of a proposed retention of the earnings
of a given year for what he considers to be the reasonable needs
of the business. The tests for determining what is a proper or
an improper accumulation are so many and varied, and complex,
that only the most general and obvious guidelines can be made
available by the Internal Revenue Service in its regulations or
by the advice of private practitioners of tax law.

Despite the heavy penalty that can be suffersd, many
executives of small corporaiions learn of the existence of the
accumulated earnings tax only when its imposition is proposed by
an Internal Revenue Agent or through information disseminated by
trade associations such as ours. Whatever the reason for past
ignorance or the circumstances in which such executives first
learn of the tax, their reaction is one of shocked disbelief,
which is followed quickly by cpnsternation. They have diffi-
culty in appreciating a nearly confiscatory tax which will be
imposed if they are unable to make the showings which are neces-
sary under the statute, the Income Tax Regulations and the judi-
cial decisions, if the presumptions against the taxpayer are to
be overcome. The contemplation of such a procedure and the pos-
sible result can be particularly bitter when the Government has
already taken more than half of the corporation's earnings for
the year in question and is demanding a large slice of what was
left because it was not distributed as dividends and subjected

to further tax at the shareholder level.
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Hh;n the executives of a small corporation learn further
that the accumulated earnings penalty is rarely, if ever, imposed
on any of the large, publicly-held corporations but has to he
coped with only by corporations the ownership and control of
which are in a small group of stockholders, there is understand-
able indignation. The indspendent dealers in office products who
are members of our two associations must compete directly with
the giants in the office products manufacturing business who sell *
their products through company-owned stores. ﬁuch corporations
have no problems with respect to the retention of earnings for
the financing of expansion of facilities or other growth. Retained v
earnings are the principal source of their rinanclné and, in addi-
tion, they have great borrowing power, both with lending institu-
tions and with the public. In contrast, small corporations do
not have ready access to the money markets. Such borrowing as
they can arrange is frequently, in reality, borrowing by the
shareholders who must guarantee repayment of the loan which is
made to the corporation. Such borrowing is ordinarly short-terwm.
The retention of earnings is eésentlal for the growth of any
business. The large, publicly-held corporation retains its
earnings with immnity from any Government action comparable to
the accumulated earnings tax and with reaponsipility only to its
shareholders. The small, closely—heid corporation can retain
profits only within certain ill-defined limits, at the peril of
being subjected to a confiscatory additional tax. The competitive

-4-
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disadvantage is obvious. Such disadvantage is particularly acute.
at times such as these with the high-interest rate money market
which has persisted for some 1@ months. This, for practical pur-
poses, precludes even the financing of growth with borrowed
capital. It is not surprising that many dealerships in all lines .
of merchandising have recently been taken over by the manufacturer.
The executives of a small corporation may also be faced
with a major problem in the aica of planning for the future of
the business., Inability to g;t,capital from normal capital sources
necesaitates primary reliance upon the résourcos of the corpora-
tion or the personal assets of its stockholders. These executives
must plan in advance for future expenditures because the amount of
capital that is necessary. to make, for example, a major modifica-
tion in a building, in a product line, or to accomplish any size- -
able expansion, is more than can be obtain;d in a short period of
time. Thus, the accumulation of capital -un{ be made over a
period of years. Executives who look back over the last several
years have reason to bg ;er discouraged. This has been a period
of almost constant lnt;aiion which has recently accelerated. The
small businessman whose corporation needs a new building must con-
sider carefully the fact that if it is to be built four years from
now, the bu-ineQ- must save not what is indicated by present cost
ostimates, but the additional amount nécessary to cover the inevit-
able price 1ncroaqo§'w1th which he will be. confronted uhqn.kon-
struction is commenced. A building which could be built today for
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$100,000 may cost $130,000 or $140,000 four or five years from
now. We have all watched the price increases in labor generally
and in the construction industry specifically, in the cost qf
money, in the cost of materials, and in the cost of land. This
is all very discouraging to the small corporation with aspira-
tions to become larger; and the possibility of being faced with
a substantial penaity'if the Internal Revenue Service does not
agree with his approach in planning for potential future expendi-
tures or obligations adds to the discéurasement.

As the small businessmen operating in the corporate
form for whom I speak leurn'iore about the scope of section 531
and its administration, they see it rightly or wrongly as a
statutory license for Revenue Agents to second-guess the business
Jjudgment of management. Many of the questions requiring exercise
of business judgment are of an indeterminate nature. For example,
management may believg that it is facing a period of industrial
upswing when the corporation can expect to do a much greater
volume of business which will require more cash, more inventory
and the carrying of more accounts receivable. The corporation
retains the earnings of a particular year upon the basis of these
business forecasts. The upswing does not materialize. Instead,
there is a recession which results in lower inventory and receiv-
ables and greater liquidity. The working capital forecasts have
proved to be wrong. The Revenue Agent, examining the return

for the particular year - two or three years later - says,
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"It is clear that your corporation didn't need the earnings that
it retained," and proposes the imposition of the accumulated
earnings tax. Thus, the small businessman has to be right in
his businges forecasts and judgments, even though most of the
economists in the country, including the President's economic
advisors, may have been Qrong at the same time.

Or, take the case of a retention of earnings for a
planned plant expansion or for necessary improvements or repairs.
The need may be obvious but management may be doubtful as to
when the need should be fulfiiled because of rising costs, labor
problems, and fears, doubts and uncertainties, shared perhaps by
many of the Nation's economists, concerning the general business
outlook. Revenue Agents are not at all sympathetic about thaa§
~ fears, doubts and unéettainties, however real and justified.
They are interested in seeing evidence of actual commitments,.
well - documented both in the corporate minutes and in contractual
arrangements. Again, the small businessman has to be certiain
or at least venturesome whén everyone else is uncertain or
cautious about commitments.

o Then there is the case of the small coiporation which
distributes the earnings df a profitable year because of the ever-
present threat of the accumulated earnings tax and its heavy
pena;ties. A.sharp drop in pricés occurs subsequently and‘the
potential profits in current inventories are dissipated. This
may lead to insolvency which could have been avoided by the .

-
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retention of profits which would have provided an adequate
cushion, o N

Take the actual case of one association member. For-
tunately, its management was timely advised that therq would be
vuinerabllity to the accumulated earhings tax at the end of the
then-current year. The corporation distriﬁuted the earnings of
that year as dividends and elected to be taxed thereafter under
the provisions of Subchapter 8 of the Code. It is now being - . § 
told by the manufacturer of the products which it sells that it
must prepare for a doubling of sales, which will require the
doubling of facilities and of capital requirements. lhdopendent
dealerships are continued only by ability to grow and fulfill the
demands of the manufacturer. Management of the corporation now
wishes that it had a cushion otvaccunulated‘earnin;s‘at the cor-
porate level to meet this development which was unforeseen at’
the time it became aware of approaching vulnerability to the
section 531 tax. The operation of the statute under its admin-
istration and‘interprogation does not permit the putting aside
of amounts for unfqros@en developments oi in qnticipatioﬁ of a''
"rainy day." The pittails inherent in the retention of earnings
without any real burpose to avoid the imposition of tax on shafqi
holders are simply too'ror-idable and coupléx for tﬁe management
of small corporétions of the type represented by our associations.
After a éorporation has retained earnings of more than $100,000 it

must be prepared to prove with considerable proglsion what the o
3
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reasonable needs of the corporation wer§ at the end of any year
vhen all or a substantial part of the year's earnings were not
distributed as dividends. . It must now, after tho:decinibn of
the United States Supreme Court in U. 8, v. The Donruss Company,
393 U.8. 297 (1969), establish by a preponderéncq of the evidence,
whatever that means, that tax avoidance Qtth‘reoppct to share~
hoidora was not "one of the purposes" for an accumulation, The .
practical effect of this decision, I am informed by gouncel,Aia,;
that a femily corporation thh as is typical among the members
of our associations, must document in its records such over-~
whelming proof of the business need for the retention of earnings,
and of the plans and commitments for satisfying the need, that
avoidance of imposition of tax on shareholders which would have
resulted if the earnings had been distributed will clearly appear
to have been of minor significance. But, of course, erry share-
holder is aware that he will pay more tax individually if he
receives a dividend than if he does not receive it, and if an
amount that has been retained for a purpose which is 'nbquugntly
determined not to be a reasonable need of the business is large
enough, it will be difficult to say honestly that the tax effect
at the shareholder level should be disregarded as a purpose which
was not significant in the‘dqteriination of dividend policy. .

. I am also informed by counsel that the activities of

’Rovenuo Agents in the section 331 area have increased substantially
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since the handing down of the Donruss Company decision by the
United States Supreme Court. From the point of view of the
Revenue Agent, this is as it should be and if oné should voice
objections to the unfairness of a particular application 6f the
accunulated earnings tax, thé obvious answer by the Revenue
Agent would be that the objection is one that should be made not
to him or to the Internal Revenue Service but to the Congress.
Tha@ is our purpose in making this appearance. 4
We sincerely believe that thistax, as it applies and
as it is administered, is unfair to small, closely-held businesses
which must compete with big businesses unaffected by this tax; 14
that it stifles expansion in prosperous times; that it is an
obstacle to sound planning and fiscal policy; and that the harm
that it does to small business is not compensated for by the
prevention of the abuse at which it is aimed. We recommend its
repeal.
We are aware that repeal of the statute has been urged
at various times since the enactment of the first accumulated
earnings tax by the Revenue Act of 1913. Since it has been kept
on the books, it is obvious that it has been the belief of the
Congress that the accumulated earningp tax performs a legitimate
and necessary function in our tax policy. We would hope that the
changes in our economy that have been occurring in recent years,
particularly due to inflation and increases in interest rates,
the increasing disadvantages under which small business competes
‘¥
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with big business, the increasing confusion created by judicial
decisions and Internal'nevenue Service positions, the decrease
in the disparity between corporate rates and individual rates
which may be decreasing even further, may be considered valid
reasons for repeal of the penalty tax, However, if the Congress,
in its wisdom, decides to retain the provision, we would like to
gsee it modified in ways that will make it easier for the execu-
tives and other representativeé of small corporations to live
with it, to make predictions concerning vulnerability to the
tax, and to avoid its pitfalls in the never-ending potential of
expensive, time-consuming and frustrating controversies with
the Internal Revenue Service.

First, we would like to see the statute amended to
overrule in part the decision of the Supreme Court in the Donruss
case, As herein previously indicated, and as indicated in the
‘dissent by Mr. Justice Harlan in that case, it will be extra-
ordinarily difficult for a taxpayer to prove that the knowledge
of tax savinss,which will almost always be present when earnings
are retained instead of being distributed as dividends, did not
play some pért, however slight, in the decision not to distribute.
The statute should be amended to ﬁrovide a "but for cause" test
which would allow the Government to prevail if it can show, with
tﬁe aid of the section 533(a) presumption, that taxpayer would
not have accumulated the earnings if it had not been for the tax

saving at the shareholder level, and which would permit the
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taxpayer to escape the tax if it can show that the earnings
would have been accumulated even had no tax saving been possible.
Such an approach would give effect to the section sss(a)'presump-
. tion and enable the imposition of a penalty upon a taxpayer
*which had a "purpose” to avoid the tax; and, on the other hand,
it would afford the taxpayer an opportunity to prove the exist-
ence of a purpose "to the contrary.”

Without specifying how it may be accomplished, we
strongly believe that something further should be done about
the urden of proof in accumulated earnings tax litigation, and
that the application should not be restricted to Tax COurﬁ pfo- v ' £
ceedings. A proceeding which leads to litigation of an accumu-
lated earnings issue starts with a statutory notice which simply
states that it has been determined by the Commissioner that
earnings of a particular year in excess of the reasonable needs
of the business have been retained by the taxpayer (or words to
that effect). There is no specification of the facts or con-
clusions upon which such deteriination is based. The taxpayer
must take it trbn there and is placed in the position of having
to negate the existence of all the possible facts or circum-
stances upon which the Commissioner may have based his deter-
mination. This is too great a burden, particularly for the
small corporation with limitations upon the amounts it can spend

for legal advice and assistance in so complex an area of the law.

A
~12-

310



At the very least, we recommend that the amount of
the minimum accumulated earnings credit provided for by section
535(c)(2) of the Code be increased substantially. The value of
the dollar has been decreased so greatly by inflation since the
credit was raised from $60,000 to $100,000 in 1958 that the
necessity for a further increase is clearly indicated. When
this increase occurred in 1938, the House Committee Report (859
Cohg., 2d Bess., H.Rep. No. 2198 (1958)_6) which accompanied
HR 8381, amending section 535(c) of the 1954 Code, stated as
follows: :

"Your committee has increased this $60,000
minimum accumulated earnings credit to $100,000.
The accumulated earnings tax has presented an
especially serious problem for small business,
because the absence of specific plans frequently
makes it difficult for small business to estab-
lish the reasonable needs of the business for
accumulated earnings. It was in fact this which
initially led to the $60,000 minimum credit in
prior years. By raising this amount to $100,000,
your committee makes allowances for rising costs
since this figure was first established and also
provides a slightly wider margin of accumulation
with respect to which business can be free of
worry concerning the accumulated earnings tax.
It should be made clear, however, that this
increase in the minimum credit is not in any
way intended as an indication that accumulated
earnings in excess of $100,000 are necessarily
subject to this special tax."

The foregoing reasons, which prompted the increase
from $60,000 to $100,000 in 1958, apply with even greater force
today after ten years of inflation. The amount which a cor-

poration should be permitted to retain with no questions asked
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should be equated to the decrease in the value of the dollar.

If the higher brackets of the individual income tax
‘rates are to be lowered, it is assumed that there would be a
correlative change in the 27% percent rate for imposition of
the accumulated earnings tax on accumulated taxable income not
in excess of $100,000 and in the 28% percent rate on accumu-
lated taxable income in excess of $100,000, provided by sec-
tions 331(1) and (2). '

1 appreciate very much this opportunity to present
‘views of our association members concerning the accumulated

earnings tax.
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" STATEMENT OF NORMAN TOPPING, PRESIDENT
UNXIVERSITY OF SOUTHERN CALIFORNIA
LOS ANGELES, CALIFORNIA

SUNNMARY OF PRINCIPAL POINTS

Certain provisions of the Tax Reform Aot of 1969 will
discourage vital gifte to higher education.

Speaifio damaging provistons inolude those relating to
gifts of appreciated assete and allocation of deduotions;
life inocome trusts; donative ealese; shori-term trusts; taz
and other rcguiaetona conocerning foundatione.

Taz reform oan be achieved without harm to independent
higher eduoation. |

Independent higher education already facee a finanoial
orisis, and giving ehould be further encouraged by Congress.

A 4 4 4 4

Let me first express my appreciation for the opportunity
to be heard by the committe2 out of the scheduled order of
subjects. I was required to be in Europe most of last month
vhile these hegrings were being held. The matters you are
hearing are of such great importance to higher education that
I felt I must accept this opportunity to make my views heard.

Independent higher education is vital to our system of
socliety-~to our unique way of life in the United States.,
Congress in the past was right to encourage charitable gifts.
In principle, the Tax Reform Act of 1969 also encourages gifts--
it includes a provision increasing the ceiling on deductibility.

In practice, it will not work to encourage gifts.
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You have heard many hours of expert testimony. I will
summarize four major points.

l. Gifts of appreciatéd assets are the major form of
gifts above a thousand dollars. They provide more than half
of the dollars in gifts to independent higher education. The
allocation of deductions provision in the bill before you ke
would severely restrict this kind of gift.

2. Life income trusts would be virtually eliminated.

This form of gift has been growing in usefulness during recent
years. For the year ending with June, 1968, independent higher
education received nearly $45 million in gifts subject to life
income or annuity. This is more than twice the estimated
additional revenue to the government from the tax reform
provisions affecting charitable deductions. Government would
benefit very little; private higher education would auffer
substantially. | ) ‘

Most independent colleges and universities do not enjoy
a huge endowment. Huge funds at Harvard and Yale and at'a
handful of other fine'univerlities are the exception. The
Univer&ity of Southern California, for exaﬁple, receives only
three per cent of its annual revenue from endowment. Before
this bill, we had looked to the life income trust as a major.
means of increasing this vital guarantee of annual revenue.

3. Donative sale gifts and short-temrm trusts no longer ()
would be useful means of giving. Additionally, there are
retroactove provisions in the bill which will cost us at USC. 'i’

two-million dollar short-term trust created last May. I am .
certain other institutions will bé.timilarly deprived.
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I think it is important to n;te that through all these
foxms of gifts, the donor decreases his spendable income. He
does not make money from his qiftAto hlghér education or other
" charitable activities--unlike other kinds of ﬁax'preferenees.

4. Additionally, many of the provisions regarding
foundations would decrease gifts to higher education. Any
tax will, of course, decrease the total amount foundations
have to give away. Even the 2% tax proposed by the Treaiuzy--
let alone the 7.5% provided in the House bill-~is significant.
Half or more of the $28 million estimated to be produced by a
2% tax would otherwise go to education. FPor many independent
colleges, this loss will be critical.

We oppose the 20% ownership of a corporation provision as
unduly restrictive. It would penalize many fine foundations
which have aéted with great responsibility and ara principal
benefactors of higher education.

The point is pertinent to certain of the provisions in
the Tax Reform Act. They are intended to penalize a few persons
or institutions which have abused their priﬁilegés, or to make
laws equitable where only a relative handful ﬁave not paid a
fair share. Unfortunatély these provisions result in hurting
others. ‘ _

We all favor equitable tax laws., Congress is to be commended
for this vital effort to eliminate abuse. But surely these
objectives can be achieved without critical damage to independent
higher education. Indeed, we do not oppose many of the‘provisionc--
for example, those which would insure that everyone would pay

a share of taxes--which will serve to eliminate injustice.
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Higher education everywhere, and independent higher
education especially, is already in a state of financial
ocrisis. Independent institutions have already been forced
to become supported by governments. Others may soon be . .
forced to close.

All the statistics--the taxes required to run state
systems, the gifts needed by independent institutions, the
percentage of actual giving as opposed to the percentage
allowable under our present tax laws--all these statistics y
and others indicate to me that charitable gifts should be
encouraged, not made more difficult.

We have created a great nation in large measure owing
to our system of combined public and private education.

Each complements the other. Each helps to keep the other
strong. Where would we be with only one system? Yet that

" is the very real danger presented by provisions in this Tax
Reform Act. Independent higher education can only be weakened,
with an even greater burden on government for education as

the inevitable result. ‘

I urge this distinguished Committee to create a bill
which will continue to aid higher education, one which will
make our tax laws equitable without damaging our American

way of life.
\
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I am Ray M. Peterson, Pellow of the Soclety of Acotuaries, and
am present ng this statement as the views of a concerned individe
ual representing only himself, I retired from the service of The

uitable Life Assurance Society of the United 3tates in 1966 as
Vice President and Associate Aotuary after 43 years of service,
Many of those years were devoted to the various aspects of old
age retirement programs including actuarial matters, plan design,
administration and Pederal regulation and income tax treatment,

I appreciate the consideration of the Chairman of your Commit-
teo, as oconveyed by telegram from Tom Vail, Chief Counsel, in a-
Fooing to acoept a statement from me with the assurance that it

will be printed in record and be given same consideration as
though delivered orally,"”

The purposes of this statement are (1) to provide the Commit-
tee and the Congress with information relating to what will be
demonstrated as situations conatituting nenalties etime
W preceded by a backgroun scussion o na-

retirement provisions and the pseudoesemantioc setting
that prevails, and (2) to make recommendations that will elime
inate such tax penalties, Xt is believed that such recommendations
are consonant with the avowed objectives of H.R. 13270, 1.0., to
achieve a higher order of equlty in taxation,

the conclusions of & Task Force Report to the Senste
Special Cormittee on Aging, dated March, 1969, entitled Loopomics

of Aging: Toward a Full Share in Abundance,was the following:

Private group pensions and personal savings--tailored as they
are to individual noeds, proferences, and financing ablility--
will continue to be essential supplements to basic social se-
ourity bonefits in the future, The Government should oxplore

g% lend gmort to _various methods of promoting and e

aging such supplementary sources of retiremont income, (kmph, added)
In the spirit of this recommondation, this rresentation is en

exploration of methods by which Government oan promote "supple~

mentary sources of retirement inoame" in the private sector by, -

not encouraging, but merely ceasing to discourage the oreation

of legitimate retirement income provisions«-discouragement that

takes the form of a tax penalty on lifetime incume spreading
for millions of persons in our soclety, '
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Lifetime income spreading is the spreading of a part of income
earned during productive years, together with investment ea
thereon, over the non-productive years of retirement, Under 1025..-
imave retirement programs, the taxation of the inpuv.econtribue
tions from earned income and investmen. earninga on such contri-
butions=~instead of taxation of the output-~incope during retire-
ment years--constitutes a Lax penslgy. . -

Over twenty~-five years ago, this truva was expressed by an em=
inent suholar and recognisged tex authoriiy, Dr, Erwin B, Griswold,
Dean of iarvard University Law School from 1950 to 1%/ and oure
rently Solicitor General of the United States, Writing about the
status of ermployee contributions under employer-instituted pen-
sion plans and the contributions set aside by individuals not cov-
ered by sucha plan, ne had the following vo say:

From the point of vaew of the employee, & true rension or re-
tirement allowance is income in the year in which he recoives
the money, An individual knows that his productive capacivy
will decline before his life ends, 1f he 1lives a normal span
of life, or longer, rhorefore, a part of has activity in .us
productive years should in fairness and wisdom be attrabuved
v0 his years of retirement.....what the employee earns dur-
ing his produotive years musy, for ail practical purposes,
be spread over the peraod of his life, that he BLYes &
,, A ality ni

DA _Iotiremen a1L_To8 hig income ¥
S Vo 1% OoNel #0 hiM, io tax

mo _Lnod OX DR
of the araduated rates of his earnings years is an uniaj
hard to d any subatantia ' T g
vion between amounts paid by the employer to provade future
pensaons and vhose withheld from the employee for the same
purpose, .n botn cases, the employce's current productive
capacity is being utilized to make provision for his re-
tirement, Neither amount is received by the omployee any
moro than the other, for he does not have any more rignt
10 obtain presontly the wount withneld from hus paey than
vo obtain the addlvional amount paid by tne enployor.

+seotho tax statutes shoudd be expressly amonded so as to
provide that amounts paid by an employee to provade bona =
fid. pension bonofits after retiremeni should be deductible
from his currenv income, Such a deduction would have to be
guarded to insure that 1t was available onl% for the pur- .
pose of provading true pension benefits...,With sucu limi«
tations, proyisio 14 also be mde tor the de
DI pOns Ay B DY .
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seseSuch a development would not omly ensourage employses to
sake provision for their retirement, dut would be a recogni-
tion of the eoconomic realitios of iding for retirenent
under our present taxing system,'. ilhohuh added,)

Frovision has been made for the self-employed and their employ-
eos under the Self-Bmployed Individual Tax Retirement Aet but
tvo major areas of tax disorimination contimue to exist: (1,
omployes contributions and assooiated investment income by ine
dividuals Wb’ a qualified or other employer-insti-
tued plan enployes oontributions under qualified or
other employer-instituted plans. Note that the second cate
includes members of the Civil Service Retirement System and -
thus svery member of the Congress partioipating in that System,

e _Iseude-Semantic Setting

It seoms 4iffiocult to believe that no member of the Congress
would fail to support the general proposition that W
should have the opportunity, throug legitimate ret pro-
viaions, to spread the benefit of their productive years over
their entire 1lifetimw--and to do it without tax penalties, .t
is probable that the achievement of this order of tax oﬂiw
has been unnecessarily obstructed by the lmgunfo used dos~
oribing the income tax treatment of qualified plans, For ex-
ample, deferred tax treatment is usually referred to as "fa-
vorable taxation" by government representatives and by many -
private pension practitioners, But an examination of the ore
igin of the 1942 legislation will reveal that its objective was
not to status of favorable taxation but to impose
tax penalties--unfavorable tax trestment--on nomequalified plans--
plans or arrangements whose main purpose was tax avoidance, For
bona fide retirement inoome gropm , the deferred tax treat-
ment should be desoribed as "tax-penalty free" or non-tax-pens .
aliged®, not " tax fesored." The presence of a "tax incentive"
is not enjoyed, rather the absence of a tax disincentive is ex-
perienced, , i I ' T ‘

. After a careful survey and analysis, this writer reached the
fellowing conclusion in a paper published by the Joint Kconomis
Committes of the U.S. Congress: ‘

Yhe present Fed~ral income tax treat ient of employer contri-

butions and investment income for qualified plans, a long

existing application of the principle of deferred taxatiom,
. 1s the natural method of treatment since-- _

(1) There is no workable or equitable alternstive for the
~vast majority of plans as they operate today; ‘ .
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(11) There are persuasive ts that the treatment -
forms to the general prinoipin of tax law; amd oom

(1141) This treatment, as te the employee (in relation te
employer contributiens), has besn accepted for many years,
without gquestion and without special legislation, for plans
oﬂounzn‘)ﬂommt ewployees,©
Aeotivists the private pension £ield have preobably contributed
to this pseudo-semantic setting by strewing desoriptive materidl
and advertising with such terms and phrases as "A Break for
the Self-Baployed”, "FPederal income tax benefits®, "tax-savings
advantages", "a tax shelter can be working for you during your
entire business life®, "a tax-sheltered fund", and "Tax Sheltered
Annuities®., st as programs for the self-employed have been iden~ J
tified by the unemciieanl and non-desoriptive term as “H.R.10 ‘
Plans®, the popularly called "iax Shsltered Annuities" might bet-
ter be identified as simply "403(b) plans or programs,

Thus, we have been sealed in the cement of a semantic faocadej g
or, to the figures of speech, wo have been imprisensd by
the pexrvertingprism of parlous pnrimco!

Megnltude of xax Penalties

Very little published information has been found to show the
magnitude ef the effect of taxing the input of retirement pro-
visions instead of taxing the output of sueh provisions, 48 in-
dicated, ene ose of this statement is to provide extensive
Momgiea and analysis of this tax penalty, It oan have three
sources: (1) taxation of investment income at time of input, (2)
tatation of oontributions at time of input and (3) taxation of
input at the marginal tax rate at time of input instead of at
the marginal tax rate at time of output, _

To demonstrate the magnitude of such tax penalties, three
situations are used: Case i-~contributions and investmint inoome
taxable at time of input; Case II--scontributione taxadle at tims
ef imput but investment income taxable at time of output; and
Case ilX--contributions and investment income taxable at time

of output,

Case I is exemplifiod by the individual who sets aside a part
of his earned income by accumulating funds in & regular savings
bank aseocunt, mutual fund or other facility, and '
for 014 age ome either by purchasing en annuity at ege 65 or
othervise providing for regular income payments,

1016- ze inoome Assuraice by Lifetime .ncome Spreading with Defexred )
mim&ﬂﬂm‘h AUMON Ay M, Petoraon, F.3.A. ‘))
sspend{um of Fapers on rroblems and Policy Issues in the Fublio
and Frivate Pension System submitted to the Sub-Committee on Fisoal
Polioy of the Joint Economic Committee, Part iil: Publio Prograns,
Pe231e , (',
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Case II is exemplified by the preseat status of employee cen-
tribuciens under a qualified plam er additional volunug ‘centri-
butions by the employee under sush a plan, .

Case III represents the status of empleyer centributiens wunder
8 qualified plam or that of am individual who purchase a .,,03(b)
deforrad ammuity,

The tax penalty for the individual not covered by an employer-
instituted plan, i.e., Case I, is the percentage reduotion in in-
come that results from the t%ng of omtri%tig %lﬂ invest-
nent incume at time of inpu stead of a of output,i,.e,,

oxcos3 of Case ill income over Csse i income divided by Oase
Iil income,

ihe tax penalty for the oase represented by the status of em-
ployee ocontributiens under a qualified plan,i.e,, Case il, is the
percentage reduction in retirement income that results from the
£ on o \7 at time of input instead of at time of
sutput, i.0,, the ess of Case IiI inoome over Case LI income
divided by Case 1II insome,

in the Appendix hereef, Part I states the assumptions as te
interest rates, marginal tax rates, contributions and mortality,
Pert 1I gives the mathematiocal formulas used and Part iii dls-
plays the results of the caloulationsgineluding illustrations
oi the magnitude of the tax penalty for a wide range of circum-
stances,

Coertain highlights of Tables (A) and (B) of fart iil are
notewerthy,

1, Although there 18 & common impression that the lower mar-
1 tax rate that may prevail after retirement is the only
actor that produces a difference in the net ameunt of retire-
ment i :hotuct is that the offee Lone, ¢

ting : f tax d

dividual not covered by an omp r-instituted plan (Case 1) whe
invests each year beginning at age 45 in a savings facility that
$lelds 5.5% interest, whose marginal income tax rate is 30, be~
Tore and after retirement and who arranges to have his accumlated
fund, after taxes, paid to him in equal menthly installments over
a period corresponding to his expesation of 1ife at age 65, His
income, after taxes, will be 2,.,2+ less than that realized by an
eomployes whose employer makes corresponding contributions with
respest to him under a qualified plan (Case 1II),

Where tho marginal tax rate is the same before and after re-
tirement, the illustrations shown range from & na

. for contributions commencing at age 55, intersst and
U marginal tax rate tvo i_m_ for contributions commencing at
age 25, 7% interest and L0~ marginal vax rate.

- .
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sxpressed im anether way, the Case i1l empleyee realises 3)1,.9f
fisul retirement income than the Case I up:lcy«"rr- a given
ameunt of eontributiems, Fer the of illustrations, the Oaso
1II enployees realige frem m&m&m income than the
Case 1 empleyes, . ‘

2, If in the individual oase sited sbove, the m
-a fairly cal situatiome~
cireunstances are other wise same, the Case i employes
will realise 31,1% less ineome than the Case iii employes,

For the range of illustrations with a 103 difference betwsem
preo- amd pest-retirement marginal tax rates, W ranges
frem 17,0f for osntributions eemmoncing at age 55, 4w~ interest and
20» pre-retirement mar tax rate te 57,18 for centridutions cem~

meneing at age 25, 7% interest and a (Or DPre-retirement marginal
tax rate, o

Viewed im another way, the Case III employee realises ““t EP
retiremnt incoms thamn the Case I empleyee frem a given amoun

sontributiens, For the of illustrations, the Case ... employ-~
eos weuld receive Mﬁw than the Case I

edpleyces,

3, Although the effect eof taxing the imput of both eontributi

and investment income 1: very s:bota::hl, as just shown, th ‘-
he input of contributions alone ig also ef oongic

rable magnitude, this is the situation that now exists
pect to employee centributions under employer-instituted p! .

fo show the magnitude of this effest, sonsider a eontributery
plan where empleyees and the employer are making squal ceatribu.
tioms en a "meney purchase® basis similar to the plans of the lea~-
chers Insurames and Annuity Asscciatiomn-Cellege Retirement Equity
Fund, Assume an employes,and his empleyer,start to contribute at
age l}5, interest earnings are at a 5,57 rave and the

be, tor ret \ o the retiremen oms de-

rive s conbtr. ons 0 18,0, ag than that prodused
by the employer's contributions, - :

" Where the marginal tax rate 1s unchanged after retiremeat, the
illustrations range from a of fer ocontributiens .
commencing at age 55, i» interest and a 20~ marginal tax rate te

%;r contributions commensing at age 25, (» interest ama 4O@
nay tax rate, .

Expressed in another way, the employer's centributioms wvith res-
peot to the individusl case produce 22,9 5?3' income than the
employee's contributions, For the range of illustrations, the eme~
ployer's oontributions produce frem 8,9. COMR
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4o If in the individuel eass oited in item 3. abeve, %ﬁh
‘».. 'A,VA _—— 1V. p R C v N,..r - . . ,'

‘ sltu ?o 7Y’ othervise the same,
the empleyee will »ealise e his own eontri-
butiems tham frem the employer cemtributions. ‘

Per the renge of illustrations with a 10, difference between
 pre- and posteretiremont marginal tax rates, the viva
respest to empleyee contributioams ranges frem or oeAtri-
butiens cemmencing at age 5y, 4. interest and 20, pre-retiremsnt

tax rate to for contriuiiens commenocing at age
25, T% interest and & y4U» pre-retiremmt marginal tax rete.

Again, viewing another way, the income derived from empleyer
ceatributions in the individual case will be "
that derived frem his own ocontributioms, Per TAngo 1llus-
tratiens, employer contributioms will produce frem L
ingomo tham that produced by swployee contributiens as a
rosult ef the differenss in tax treatment, o

"o Under the majority of contributory plans, the amount of re-
tirement inoome is mot a direet function of the amount of employee
oontributions but the employee eontributes toward am oversll form-
ula of benefivs (as under the Civil Servies Retirement System.) In
such cases, the tax penslty illustrated in items 3.afld 4, as a "
lesser amount of incoms is borne by the employee in the form of
inoreased taxes the value of which is represemted by the valus of
the ameunt of income redustions. cccasioned by the tax penalty,
Thus, the retirement income be inoreased to the extent in-
dicated if the empleyee were .relieved of such taxes and corres-
ponding amounts were chanmelled into retirement benefits, ~ = .

0¢ Tho higher the inrg:ln;l income tax rate, the greater the -
tax penalty. :

_ ie The higher the rate of investment inoome, the mhuﬁf the
tax ponalty, ' o

0. Based on studies mot shown, the tax penalty is about the same
for men and women for & givem retirement age; alse, for a given
ccamenoing age, the tax penalty increases only moderately as the
retirement age besomes older, o C o

Payout Pensl

The tax pemalties should be eliminated enly with respect to
legitimate or bona fide retirement provisions,s.e,, programs under
svhich sceumulaied contributiens are either "loskadein" so they
ean bo availed of only at retirement as incame (or 1 sum sot-
Slement; or are subjest vo & "premature payout penaluy'if taken
in oash before retirement,
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The premature payeut penalty should appreximately offset the
gain that weuld otherwise bs enjoyed from taxing ooll,ltriiutim
and investment income, or investment insome alens,as the ease may
Be, at time of eutput instead of at time of imput, In Tables (0)
and (D) of Part III of the Appendix, am illustrative analysis of
ﬁ:twn is showm where contributions are made without inter-

Y .

Whers doth contributions and investmemt income are involved,
Teble (B), the analysis supperts a penalty ef 1/2f er 2/3f for
each year of contribution, Thus, for tozoa’yuu of contributiom,
it would be 5F er 6 2/3%, The uniform 10f ineresse in tax under )
H.Re 10 plans for " ture distributions” applieadle te owner- HE
enpleyees amounts to of the distributica fer a 308 marginal
tax rate, LS for a L4OX tax rate, and so on,

Where enly investment income is involved, Table (D), the ml-
¥sis supperts a penalty, for each year of sontributiem, of 1

of the excess of the ameunt withdrawn over the sum of coutribue
tions, Thus, for ten years of contribution, the penalty would be
2 1/2% of such excess,

An interesting parallel to the tax treatment of investment ine
oome with respect to employee contributions under qualified plans
is found in the deferred tax treatment of investment income under
& "locked-in" arrangement offered for special savings acoounts by
at loeast one New York City bank and a Long Island Bank, The
deforment is based on the principle of constructive rece
glslation such as applies to "qualil
an Under thls arrangement, erest on deposits is guaraanteed
Ey oné bank for any sele cted period of years up to thirteen or se,
subject to no right of withdrawal of capital or interest for the
depositor but the bank eould permit withdrawal in accordance with
Seotion 217.4{d) of Regulation Q of the Board of Governmors of the
Pederal Reserve System, This seotion is captioned: "FPayments im
emergencies,” The bank has receievd an epinion form a qualified
tax attorney that inooms tax on interest acowmlations is not
payable until the pre-selected maturity date, The opinion asserts
that the interest is not conatmctivel* received, as defined by
Treasury Regulation 1,451-2(a), since "the taxpayer's contral of
1ts receipt is subject to substamtial limitations or restrictions.”
Alse, acoumulated interest on the deposit has no "oash equivalent®
that would make it ourrently taxable,

Recosmendations for Tax Reform

In order to eliminate the tax penalties on lifetime incone
spreading identified in the foregoing pages, it is recommended o
that the Internal Revenue Code be amended to effoct ths followe -
ing changes: ,

\ 4

v
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1é M-wlcnuint eovered an leyer-instituted
(er whe are cevered by & meager p n).m o ;r-m
sarned income that are applied to a bema rotirenent income

ST iy o eL e e
on such oon ons un ret 8 are recelv

provided that the scoumulated ocontributions are "looked-in" ei-
ther absolutely or practieally dy a "prematurse payout penalty®
if taken in ocash before retiremeant, 1.0., & oondi.z:ln einilar
to that which applies to owmer-smployees under H.R, 10 plans,
(gxo Rog%storcd Retirement Savings Plan in Canads is & similar
progran, : '

The following adventages would be gained by such a measures

(1) The disorimination against empleyees not covered by an
employer-instituted plan would be eliminated; ' -

{41) Sueh ecmployees would have the epportunity to share im
the growth of the ecomomy through tke purehase of variabdle
amuity contracts or the use of other facilities for savings
ao%atimo sch as are now available to partieipants in
oR. plans} '

(111) Such employees, who are paying taxes to provide peas-
fions for publioc employees with tax deferment features, would
have sinilar opportunity to previde for themselves without
tax penalties; . ) ‘

(iv) By op the door for the oreation ¢f non-tex-psasale

iged prograns for the milliens who have net had the chamce

to partiocipate in employer-instituted plans, am opportunity,

at least and a would be p:ovid::‘ to have 100% pep=
o ate seoto

.t

{v) Insurance companies, banks, mutual funds uhd other fmd-

ing instrumentalities would be encouraged to extend their

services b{ offective sales promotion aot;vitiqs %o tl}b"‘tor- ‘

gotten man" -« the "man-in-the-street”, ,
2, For employees who are contributing under an employer-insti.

tuted plan, h tible (including
tiona}, provided such acoumulated

con
sontributions are "looked-in" absolutely or phactieally by &
"presa ture payout penalty" if withdrawn before retirement.

The fellowing advantages would be gained by such a measurel

(1) Disorimination against employes contributions, vis-a-vis

enployer contributions, would be eliminated;

(41) The present discouragement of contributory plans would
be discontinued; . , _
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{111) The prespect of greater benefits would be emhanced since
the level of benefits for contributory plans is generally high.
or than that for non-contributory plans; - B T

(iv) Vested benefits, derived from employer contributioms, mow
frequently lost by vithdrcm of employee contributions upoa
smpleyment terminatiom, would be preserved. ( A geod or, perhaps,
disturbing example is the experience under the Civil Service
Retirement System); and . S )

{v) Oontributing employees would have identifiable and fully
vested squities that are in terms of dollars and that would
properly be oconsidered by employees as their personal savings
for retirement purposes, v

Assooiated with these two proposed amendments, it may be Qe~
sirable to establish a reasonable limit on the aggregate amount
of retirement inocome derived from all sources to whioh deferred
taxation applies, It 1s suggeated that consideration be given te
e limit equal to 75f of the average earned income ef the last
five years of full employment and that a special income tam be
imposed on any amount in excess of such limit, :

Gensjuding Observations

In the svont of continued inflation, the taxation of the input
of retirement provisions instead of the output at a later date--
perhaps wany years later--results in the payment of taxes of
greater purchasing.power and, in effect, an additional tex penal-
ty that 1s not reflected in the figures here presented,

The recormended amendments will stimulate additional sav
and thus inorease the supply of osapital in the years ahead,
such years, the prospect is that expanded welfare programs and
sooia) seourity benefits will produce spending rates that will
have an inflationary potential since the marginal propensity te
consume of the recipients will tend to be greater than that of
those who pay the taxes to provide the funds for such purposes,
Thus, the economic effesct of these recommendations could be an
important influence in combatting inflationary pressures,

As noted, the higher the marginal tax rate, the greater the .
tax penalty. But, recalling Dr, Griswold's words that "To tax
him on it at the top bracket of the graduated rates of his earn-
ings years is an unfair failure to recognise the economic facts
of 1ife", then, the higher the individual's top bracket, the
more unfair the situation, It is a fair principle that the
greater the injury, the greater the recompense deserved, Con-
sequently, there 1s no justification for a demagogle declara-
tion that elimination of the tax penalty constitutes favoritism
to those in the higher income brackets, o

y
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Is it too much to say that if the wagnitude of these tax
penalties en legitimate ¢ld savings previsions was gen-
orally imow by milliens empleyees not covered H [
ployer-instituted plans bdut many whom are struggling with
old-age provisons on their oun, a mew tidal wave of the tax
revolt eould engulf the Oongress? .

Is it too much to say that if the magnitude of the disorim-
ination against employer-instituted plans where employees share
the cost vis-swis plams where the employer pays all cent
was widely known, theinew tidal wave of tax revolt could be
reinforced by the pretests of the millicas of such centriduting
empleyoes inoluding participants under the Civil Serviee Re-
tirement System?

May we hepe that the tmthﬁ here presented will produse

aotions resulting in tax justice? As Benjamin Disraeli saids
"Jastice is truth in aotiom," ‘
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Theso may be takem as 10f of a yoarly salary or earnings that is

)
ARPRBYDIX .o Pary ]

000
1 ’ 300 3’000 5.000

ten times the amount of the contributiom, The different Scales

are distinguished by the salary level and by the rate ef inorease,

&
Pre-re-

tirement

Post-re~
tirement

i

Seale of Contributions

A 3 e
204 of Los
AL L
0° 20" 30"
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L % 55%ad 7%,

Males at Age 65,

Ga 1951 Mortality Teble (without projeetionm)
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(1)
P_PI’ -
o PORONAS
A, Axaua) Betirement Ineoms

RX(I), RI(XX) and RI(III)s unm! retirenent inoeme, after tax iy

for Oases I, II and III, respective

u.d t $ pre-retirement and put-ntimut narginal income
tax rates, respestively,

4t amnual rate of imvestment earmings before tax.

33 annual rate of investmont earmings after tax,i.e., (1-%, )i,

om and O“,I asoumulations of oontrtbuum te retirement age
at rates 1 and j, respectively,

0 t sum of contributions to retirement sge, wikhout interest,

'\l oo:timé.ou: 1life anmuity value fer retirement ngo n at intere
est ™a

“s eomplete expsctation of 1ife for retirement age m,

Case I BI(I) = (1..;.).01(‘:). Em )
1 t’- t.. c

-t LI |
BI(1) = (1-%, )00l )e E.__\_;’ N
n

. i ] 1 -
Sase I RI(IT) = (1-8,)e (1-t_)e0') . 6.0
Ittet, L | %
’ ;I(II) = (1=t _)e (1<t ).q(“ & o0
_ (

x +
. . o

(1-t_)e0ft)

Case IIX RI(III) = ____i_.__:__

1f tr. t‘.
wolt)
araon) o U800 .




i
i :;:;:;;

S

0.‘“) nd 0(”: assumtlation of ontribuum for a lom at ratn
4 and §, respeetively, where J = (1 .
c g sum of cmiﬁuﬂm for L3 yom w!.thout mtor«t.

Qase_I (1=t )e0fd) "

Cage II (1) El-t )oc“’ ot oc;]
Gase 31T (1-t,)00f1)

.

*w "1:11;':"“11;** rﬁmm

A léwsr post-retiremeat marginal tax rate producol additimal
inocome that san have Shree elements whioh are related te
zl) investment inceme earned during retirement years,

11) investment incowe earned prior to rotirmt, and
111) contributicas,

In the following formulas,

Ir, II and III, represont the retirement imou for Cases I,Il '
and 1II, respectively, where t is less than ¢ a®

I.. II. and III‘ represent the retirement inom ror Cases I.II
and m, respectively, where t =

Item (1) = (Z =1 ) = (t =t )e(1at ) _gl 2;1’:‘
o - r- a = ‘- » *'{le a L4 -
. . v ' ' .

Item (11) = (XL~ II) - (I~ T,)

. ' c(i) - 0(3) c(” - o—‘
- (5,- ‘r""f‘." .L..:_t.. + .A‘..T.J

Item (111) = (III,- I, ) - (II - I, )

[ c‘“ (1t )-c]
- (t -, )e .
.

The sun of Items (1), (i1) amd (111).1.0.. (III - 11X ),

PALY
- “.- tr)o\..l...
%

In eomp Cases I, II and III, only Items (i1i) and (111)
beecme invelved,
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20,38 26,76 33,08  27.3F 35,68 L3.28
3701. '

16,6% 22,9" 26,5"  22.4"

13.,1" 18,6® 23.6*

Qo™ 13,7 179"

) \J

17.3%
12,14

30,3"
2y,2"
17.7"
P -

30,5"
22.9' .

.08 13,78 s2u8
2707. 37o°. ' uka'

212" 294" 3%.7" "
A6 2,2* 273

9o

23,08 30,68 3745 30,36 IB.TIE 6,55 B.5F 46,28 Shoof

20,5° 27.0" 32,9

17,0 22,8" 20,3"

13.5" 18,2" 23,0°
- '] I

23,8" 30,5* 36.8"
20,47 26,57 32.4"
17,0 22,2" 27.4"

29,88 36,9 143,65

26.8" 33.6" 4o,1"

2305. 29.8" 3600"‘

20,2" 25,7" 3.2

Tax Penalty = RI‘IiI‘ =~ RI(I)

R

25,6"
20,6"

T 15,7

t

33,6"
27.9"
21,6"

Post-R
21,08 33.95 4OIE 32,98 L1.S h9.3%

407" °
3h.5"

27.4"

20.14" 36,6 B3.9"
- 23.6"
- 18,9"

R ') Tax Rat

- ”09’

26,3"

2‘.8"4

L SO SRR

3"

25.1".

38,0"

n.2"

Pogt~Ret

39.2"
33.9"
28,2"
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35,38 43,68 51,68

L6.6"
410"
.5"*

304" 39.8" 47.8°
21" 32,5" Lo,1"
’ '708' 21'»07" '3 oz.

38,78 4B.ug ST.1%

32,8" 42,3" s0.4"

'2607. 3503" h3-0'?
20,7" 27.8% 34,6"

1.2

29.1" 37.7" 145.6"

. 2302" 3005‘ 3705.

40.6% 50E 59,05
3500" MJ&" ‘5206. '
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19,18 25,08
175" 22,8"
15,2" 20,0"
12,3" 16,3"

21,58 27.9%
20.3" 26.1"
18,5" 23, 8"
16,3" 20.9"

17,08
16,0"
14.8"
13,1"

Pogte

29.9%

27.5"

2hely®
20,2"

29,9"

2. 0"

ah"’ k] 08‘ ’
23,07
211" 27.4"
18,5"

17,38 25,25
16,1% 23,6"
03" 211°
11,7 17.6"

18,18 26,38
17.2" 25,0"
16,0" 23,1"
14.,2" 20,3"

Pre-Ret, Marg'l Tax Rate minus Post-Ret, Marg'l Tax Rate: 10%

17.1%
16,5"
15.7"
W7

Pro«

18,6%
18,3"
18,0"
17.5*

2307’ 300’" ' 1801’ 2508’ 3305‘
22,7" 28.9" 17.5" 2h.8* 32.0"
214" 271" 16,7 23.3" 30,0"
19.7" 2‘{..8" 1507. 21,4 2703'
Harg'l T te minus Post-Ret, Marg'l T
25.5% 32.5% 19,15 27.0% 3u.9%
2,8 314" 18,8" 26,3" 33.8"
230 9. 3000“ 1 80“*‘ 2503. 3202.
22,7 28," 17.9" 23.9" 30,1"

Tax Penalty =

RI(11

» RT
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18,68 27.2%

18.2" 26.3'

17.4° 248"

16.3" 22,7"
te:

19.4% 26.0%
19.2" 27.4"
18.8" 26,3*
18.31! 2".9.

33.3%
340"
27.9"
23.3"

3,68
32,7"
30,2°
26,5"

35.7%
2"
32,2*
29,3"

%.6%
385"
33.9"
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X )1 :“ IS rosg Acoumilation
(nats.o or (a) excess of u‘tor tax Case III ucmuhticn
over after tax Case I aecumulation to (b) bororo tax
Case III asoumulation.)

Come Period C Made_ay
nende 5 §Ei; : i& %ﬁ!a&iﬁ.

ing
Age wm&s&m
. 12. 1
B LE M owE e
5 245" L3t
Ses)e B Contributions (0% MIR)--5,5% Interest
08 [ { ] ’ ‘0 '
I
5 2,81" .,gw' 10,64"
55 2.80" 5.5
Seale B Gontributions (308 MIR)o-7,08 Intorest
. 19.1 25.0%
2? 3.?&'; 6.32* ggﬁ 13.&% 5
gs X
5 354" 6.,98" S
Suggested Premature Payout Penalty
e e e 0 Fre B0 are,
1/2% for eash josr of gontributies .

2,506  5.006 10,008 15,006 20,008

L/ 3

g‘ﬁ for each year of contribution
3.33% 6,67 . 13.,33% 20,008  26,67%

to be spplied to the total amount paid ocut,
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APPRENDIX -« Port IIL (eon,)

, IJIIEI“H’EMEII”IW l"lL gn
ANS o1 s 68 Toproontage of Exes

(Ratio of (a) excess of Artor tax Case II acou-
mulation over after tax Case I accumulation to
(d) excess of before tax Ouse III ascumulstion

over sum of ocontributions without interess.)

Soale A cmzpuc;m (20% )R z_._s.wm

g.ggg 2,01 ﬁ§°§ 7.181 10,008
0.83"  2.02" ufsgv |
0083" 2003 : . . ’

Soale B Contributions (30% WIR)--5,5% Interest
0.9y*  2.26" u.gg' ’

0,90" 2,268" , A

, ¢ B C ibutions MIR ) ew orest
1.»§ 2,90% 6.31% 9,02  13.,34%
R« R

1.19" 2.92" ,

Suggested Premature Payout Penalty

Poried Contributi 4 Aco ated g
L 0 yrs, 40O 3rs,

. /4% for each year o;‘ gontrj,bggg.g ,
1,256 2,508 5,008  T7.506 10,008
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