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V-A. LIBERALIZATION OF THE MINIMUM STANDARD
DEDUCTION

GENRUL EXPLMNATON

BACKOROUNIY

Under existing law taxable income is computed by subtracting a
taxpayers aI1lowble deductions and personal exemptions from ad-
justed gross income. As an alternative to itemizing his allowable de-
ductions separately, a taxpayer may elect to claim a standard deduc-
tion equal to 10 percent of is adjusted gmss income up to a maximumof $1,000 ($500 for married persons filing separately). A separate
minimum standard deduction provides that in all events an electing
taxpayer is entitled to a minimum deduction of $200 ($100 for mar-
ried persons filing separately) plus an additional $100 for each exemp-
tion claimed subject to a ceiling of $1,000.

PROPOSAL

It is recommended that the minimum standard deduction be in-
creased from $20 plus $100 for each exemption to $600 plus $100 for
each exemption (subject to a ceiling of $1,000).

The minimum standard deduction represents the most equitable
and efficient method available of directing tax relief to persons in thelowest income ranges. As shown in table 1, under the present tax sys-
tem, there are single individuals as well as families who are paying
income tax even though their total incomes are below the poverty
level. The proposed increase in the minimum standard deuction
would drastically alter this situation. It would greatly reduce the
income tax payments of all persons at or near the poverty level and
would completely exempt from tax the majority of those persons
below the poverty level who now pay income tax.

TABLE I.-BEGINNING TAX LEVELS AND POVERTY LEVELS

Exemption Estimated number of poor
and family units (thousands)

minimum
standard l Tresenly

deduction 01 Tota t

family size:
1......................900 $1,7356 4620 1,150. ,2,240 2,600 03.................................. 2,0 765 I4 ........................................ " 3.o S

............................................. 444,0 430
70o l .................................... s,40

Toal family units ......................................................... 10,60 2,160
SAssumed to beS percent above the HEW nonfarm poverty levIs for 196
I Averages S per family.

(127)
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In addition just as the proposed increase in the general standard
deduction will benefit a wide range of taxpayers by bringing that
general )rovision into closer alineinent with todliy's relative cost and
expenditure patterns for deduction items, so, too, the increase in tile
minimutm standard deduction will provide benefits for those taxpayers
above the poverty level who are in the lowest income ranges.

MlFFEOT' OF TIil PROPOSAL,

The income levels at which individuals would become sul)ject to tax
would be increased uider the proposal, as shown in talde %). Under
)resent law a single individual begins paying tax at an income level of

$900. With the new provision he wol"a not inclr any tax liability
until his income exceeds $1,300, a level at #which he plys $156 in "t.A
tinder present law. Presently, a married couple with two children be-
gins to pay tax when their AGI exceeds $3,000. With the prOlposed
revisions they would not begin to pay tax until their income exceeds
$3,400, a level at. which they currently pay $156.

About 28 million taxpayers, of which almost two-thirds have in-
conies leq titan $5,000, would benefit from the proposed changes ill the
ninimum standard deduction-ai)out 2.4 million of these beColining
completely nontaxable. Most of those taken off the tax rolls would be
ill tie under$3,000 grollp.

Table 2 shows, by family size, the estimated distribution of poor
people, the number made nontaxable Ibv the minimum standard deduc-
tion change, and the number that would receive some tax reduction
without becoming nontaxable as a result of the change. Out of about
11 million poor families, about 2.2 million are taxable u1ider1 i)resilt
law. Of the latter number, IA million would becomlo nontaxa1le and
I million would still be taxable but would get tax relief, all as it r sult
of the higher minimum sta ndard deduction.

In terms of the number of poor people there are almost 28 million
poor, of which 4.3 million are now taxable. rThe minimum standard
deduction change would result in 2.6 million of these becoming non-
taxable.

TABLE 2.--EFFECT OF CHANGES IN THE STANDARD DEDUCTION UNDER THE PROPOSAL ON PERSONS BELOW
THE POVERTY LINE, CALENDAR YEAR 1969

Exemptions and minimum Poverty Estimated number of poor persons (in thousands) I
standard deduction Income

allowed Iel Number of Number Number1969' poor now made helped, but
Family ide Present law Proposal Total taxable nontaxable still taxable

I ..................... $900 8130 $1,735 4,620 1,150 550 600
2.............. I.,$0 200 2,24 5,200 1,220 790 4303 ................. . . 300 2,700 2755 2,640 460 400S............. 70 4003,00 400 3,535 2,550 490 360 11s ............... 3.000 4,165 2,620 270 220
6 ............. 4400 4,600 4.675 2 250 10 70
?or moro . .. . . . .. . . 5,800 5,600 5,755 7,60 450 so 400

Total. .............................. 27,20 4, 2, 5 1,740
Total family units....... . .............. 10,630 2.160 1,250 940

11969 poverty levels are assumed to be 6 percent above the HEW nonfarm level for 1966. This conlorms to the method
by which the number of poor was projected.

Includes both adults and children.
I AveralsU about I persons per family.
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I Taxpayer elects the minimum standard deduction rather than the standard deduction.
I Taxpayer pays the same amount of tax with either the minimum standard or the standard deduction.
a Taxpayer elects the standard deduction rather than the minimum standard deduction.

TABLE 4.-TAX DECREASE FROM $6004- $100 MINIMUM STANDARD DEDUCTION ($1,000 CEILING) AND 14 PERCENT
STANDARD DEDUCTION ($1,800 CEILING), MARRIED COUPLE, 2 DEPENDENTS, WITH STANDARD DEDUCTION

Tax decrease
Tax decrease Percentage as a percent .

Wil Income Present tax (2)-(4) New tax tax decrease income "

(1) (2) (3) (4) (5) (6)
,S , 0............................... 0 ...................................... -................

,000 .................. .. ....... 0 ............... . .. ... .. ......... .. ............... .2
00........................ ... .$60 $230. 2 . ............................... 56 630 8 .I000 .............................. ,114 1,038 7 .8

120,500 1....,. ....... 622 165 1,457 10 1.3S.... ........................
2000 .......................... . 3,428 215 3,210 6 1.0
$000 .............. 4,892 256 4,3 5 t.0
~~000 ......... ... 8,504 312 8:,1 4 .9

000.. 15.360 400 14.960 3 .8

The tax relief from the liberalization of the minimum standard
deduction amounting to more than $1 billion temild go to the lower
ineoins. More thae70l percent would go to the under $5,000 group
and 18 percent would go to the $5,000 to $7,500 group. (See table 5.)

Taxpayers with AMI less than $3,000 would receive the largest
I)ercentage decrease in tax liability under the minimum standard
deduction increase. Tax liability would decrease by 36 percent. The
$3,0004$5,000 group would receive a 13 percent decrease in tax
liability.

334-8910 - 69 - pt. 2 -2
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(A high proportion of poor perons in one. and two-person families
are aged, and almost all of these are prelSwltly nontaxable. Also, about
42 percent of the 28 million ixor are children:)

The higher minimum standard deduction in addition would grant
relatively more t00 rdkf to s4nqle pewom.o thon to o/her twpayers.
This is done by icreasig relatively more for single persons the in-
(01110 levels at which People become taxil)le; for examI)le, an increase
of 44 percent as comparted to 25 percent for married couples. Of the
28 million taxpayers who would get tax relief from the higher mini-
mum. standard deduction, about 17 million are single persons.

Tables 3 and 4 show for single iersos a11d married persons (two
elildren) rmspectivoly tile tax relief a('corded ait selected Income levels
by the liberalization of tlhe standard (leducton and the minimum
standard deduction.

TABLE 3.-TAX DECREASE FROM $600 + $100 MINIMUM STANDARD DEDUCTION ($1,000 CEILING) AND 14 PERCENT
STANDARD DEDUCTION ($1,800 CEILING), SINGLE INDIVIDUAL WITH STANDARD DEDUCTION

Percontage tax Tax decrease as a
Wage Income Present tax Tax decrease New tax decrease percent of Income
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The higher minimum standard deduction would also enable many
low-income taxpayers to shift frm 3 the oomple n di nfg Procedure
to the us of the s/rnpe standard deduction. Table 5 shows that the
revisions would result in a shift from itemization to the minimum
standard deduction by 8.4 million taxpayers, most of them in the
$0-$7,500 AGI group.
TABLE 5.-EFFECT OF INCREASING THE PRESENT 20 PLUS $100 MINIMUM STANDARD DEDUCTION TO $60 PLUS

$100 WITH $1,000 CEILING
Iollar amounts In millions; number of returns In thousands

Number of
Tax decrease Number of returns

aS percent returns Number of shifting to
AOl Present Tax present with tax returns made standard
(In thousands dollars) law tax decms law tax decrease nontaxable deduction

0 to ............... C1R'i 1 2,02 .7:::::%:::::::::: ", *,., ,,, 400,,0to 10

to. ?, ................ -!9......... ...........
i................

00 and ............
Total ............ 75,490 1,130 1.5 27,900 2,360 3.370

Note: Details may not add to totals because of roundlat

V-A. LIBERALIZATION OF THE MINIMUM STANDARD
DEDUCTION

TCHNICAL EXPLANATION

PRESENT LAW

Under existing law each taxpayer may, as an alternative to item.
izing his personal expense deductions, elect to claim a standard deduc-
tion equal to 10 percent of his adjusted gross income subject to a
$1,000 ceding. For eleoting taxpayers the-law presently provides a
minimum standard deduction of $200 plus $100 for each exemption
subject to a ceiling of $1,000.

BASIC PROPOSAL

Under the proposal the minimum standard deduction available to
electing taxpayers would be increased from $200 plus $100 for each
exemption, to plus $100 for each exemption. Thus, a single person
would have a minimum standard deduction of $700, i married couple
$800, a married couple with two dependents $1,000.

LIMITATIONS

$1,000 ceiling.-The provision of existing law which limits the
minimum standard deduction to $1,000 would be retained. Tius a
married taxpayer with two dependents would be entitled to a minimum
standard deduction of $1,000 and the amount of the deduction could
not exceed this amount. even if the particular taxpayer had more than
three dependents. A married taxpayer with two dependents who did
not itemize his deductions would be using the minimum standard



deduction unless his income exceeded $7,142. If adjusted gross income
exceeded that amount, the taxpayer would find it advantageous to
use the new general standard deduction of 14 percent.

Married tapayer filiUng separate retur.-For a married taxpayer
filing a separate return, the minimum standard deduction would be
$300 (rather than $600) plus $100 for each exemption and would be
subject to a $500 coiling (rather than a $1,000 ceiling).

As under existing law, if a taxpayer is married and files a separate
return, he may not use the general standard deduction if his spouse
itemizes deductions and may not use the minimum standard deduction
if his spouse either itemizes deductions or uses the general standard
deduction. If a taxpayer's general standard deduction Is greater than
the minimum standard, he may nevertheless elect to use the minimum
standard if his spouse's minimum standard deduction is greater than
the general standard deduction.

Dpendenht of other taxpayer8.--Under the proposal the minimum
standard deduction may not be used by taxpayers who are claimed as
dependents by other taxpayers.

Under existing law a taxpayer is entitled to a $600 dependency
exemption for each of certain specified relatives who receive more than
half of their support from the taxpayer and have less than $60 of
gross income. An exception to the gross income limitation is made in
te case of children of the taxpayer who are under 19 or students. As
a consequence, under existing law children of tite taxpayer may have
gross income in excess of $600 as to which they may claim their own
$600 personal exemption and also claim the minimum standard deduc-
tion even though they are supported by a parent who also claims them
as a dependent for tax purposes.

The minimum standard deduction is intended to aid taxpayers and
their families in the lowest income ranges. There is no justification for
prmitting that deduction to taxpayers who, while nominally in the
power income ranges, are in fact receiving in addition to their own

income more than half of their support from parents. For example,
were the proposed minimum standard deduction extended to such
persons, a wealthy parent would be able to create $1,300 of tax-free
income annually for each child by transferring property yielding that
amount to each child.

Under the proposal a dependent would still'be permitted to claim
a $600 exemption against his own income even though the person sup-
porting him also claimed a $600 exemption, but the dependent would
not be permitted to use the minimum standard deduction as an alter-
native to the general standard deduction.

PERSONS OVER AGE 65

Persons over age 65 will be entitled to the same minimum standard
deduction as persons under age 65. However, as a consequence of the
proposed revision of the tax treatment of the aged, the interrelation-
ship of the minimum standard deduction and the aged exemption will
considerably reduce the tax burden on persons over age 65 who are in
the lower income ranges.

Under the aged proposal social security benefits will no longer be
exempt and the retirement income credit and extra $600 aged exemp-
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tion will be repealed. As it consequence of the repeal of the extra $600
personal exemption the extra O1) of minimum standard deduction
will 1e eliminated. However the.% provisions will be replaced by a
uniform aged exemption of W2,500 for single taxpayers and married
couples with one s1)oue age (15 or over, and an exemption of $4,200
for a married couple where both are age 65 or over.

As it consequence of the aged proposal and the change in the mini-
mum standard deduction a single individual over ag 65 would not
pay taxes until his income exceeded $3,800 and would switch to the
general standard deduction at $5,000. A married couple with one spouse
under age 65 would pay no tax until their income exceeded 4$4,50
and would switch to the standard deduction at, $5,714, and a married
couple where both are over age 05 would always find it advantageous
to use the general standard deduction and would not become taxable
until their-incom exceeded $6,279.

PHFIMIVP, DATE

The recommended changes in the minimum standard deduction
would be applicable to tax years beginning after )ecember 31, 1069.

V-B. MINIMUM INI)IVIDITAI, INCOME TAX

G ERFAML ExiINATION

,ACKROUNt

Present. law accords preferential tax treatment to certain types of
income through their total or partial exclusion from the income tax
ba. Some individuals have structured their income to receive so much
of one-and often a combination of several--of these items of excluded
income that they are not. making a fair tax contribution to the Gov-
erinent in relation to the amount of their true income.

This situation has seriously impaired the progressivity of our tax
System. For example even after the other reforms in the program,
almost 50 percent of individuals with income from taxable sources of
between $500,000 and $1 million and over 50 percent of individuals
with adjusted gross income of $1 million or more will pay tax at an
effective rate of less than 30 percent of their true income; that is, their
income from both taxable and excluded sources. On the other hand,
about. 65 percent of the individuals with adjusted gross income be-
tween $50,000 and $100,000 will pay tax at an effective rate of more
than 30 percent even when their excluded income is considered. In
other words, a larger percentage of the taxpayers i the $50,000 to
$100,000 group will pay tax of over 30 percent than in the over $500,-
000 income group.

PROPOSAL

In order to more nearly equate tax liability with an individual's
ability to pay and with that of other taxpayers with similar incomes
but from taxable sources, a mandatory graduated minimum income
tax, computed on an expanded income base, would be added to the
tax structure. This minimuni tax would have the effect of placing a



50-ercent ceiling on the amount of an individual's total income that
cold enjoy tax-exempt status.

ITnder Oile proposal individuals who receive it substantial amount
of fully or partially tax-exempt income in relation to their taxable
income would be required to compute a minimum tax oi an expanded
income base (including both taxable income and the exempt income)
and to pay this tax i fit is higher than the tax computed under the
normal rates. The minimum tax rates which would be applied against
this expanded income base would be graduated from 7 to 35 percent.
These rates have been established to effect a tax that will be approxi-
mately the same as that imposed under the present riles on one -lf
as much income. Thus, the effect of the minimum tax is to place a ceil-
ing of 0t percent on the amount of an individual's total income which
ma y be excluded from his tax base.

An overall limitation on the amount of tax benefits which can be
claimed has ample precedent in the present tax law. For example,
the amount of percentage depletion that can be claimed cannot exceed
150 percent of the taxable income from the property; the charitable
contribution deduction is limited to a specifid percentage of income*
and the maximum investment credit, is limited to the first $25,000 of
tax liability plus 50 percent. of the tax liability in excess of that sum.
I however, there is no limitation on the extent to which some tax prefer-
ences--such as the exclusion for State and local bond interest, and thespecial treatment for capital gain income-mty be claimed, and there
is likewise no limit on t-he extent to which even those preferences with
"ceilings may be combined. It is the basic purpose of the minimum tax "

to impose such an overall limitation.
Vom.po.ition of AMWrnded Ineome Rawe.-The expanded income

base to which the minimum tax rates would be applied would consist
of taxable income plus the following four major sources of excluded
income:

(1) Interest on State and local bonds.
(2) The excluded portion of net Iong-term eoldtal gmn. For

individuals below the 50-percent tax bracket who presently de-
(dlet one-half of their gains from income, this item will increase
their minimum tax base by this one-half of capital gains. Those
in the higher tax I)rackets who l)ay the alternative flat rate of 2
percent on all their long term capital gains have Ixen, in effect.,
excluding more than one-half of their capital gains since the tax
at the 25-percent rate is les.s than the tax that would result by
applying the regular tax rates to one-half of those gains. The full
amount of this exclusion will be returned to the tax base for pur-
poses of computing the minimum tax.

(3) The amount of percentage deldekton claimed after the cost.
of the Iroperty has been recovered.

(4) The amount of appreieolfon on property eonhributed to
charity to the extent. taken as a deduction under the normal
limitations.

In order to maintain a simple stnictuin for the minimum tax, rela-
tively minor items of excluded income-for example, sick pay and the
dividend exclusion-would not be included in the expanded base. For
similar reasons tax preferences which represent a deferwl of tart
rather than an ei'empflon from taxr, would be excluded in defining
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the expanded income base. In these deferral cases, a tax will eventually
be paid assuming adoption of the proposal for including in income
the appreciation on property at the time it is given away or transferred
on the death of the oWner.

In computing his minimum tax base, the individual would be
allowed all of InIs deductions. Moreover, in lieu of these deductions, he
may elect a special alternative $10,000 standard deduction, if this
would be more advantageous to him. Thus, by virtue of the special
deduction, the minimum tax will not apply to any individual whose
expanded income is less than $10 000 (plus his personal exemptions).
This will insure that the effect oithe minimum tax is limited to indi-
viduals who are deriving substantial benefits from the tax preferences
involved.

Com.pidation.-The actual computation of the minimum tax would
be relatively simple for affected taxpayers: The individual would add
to his adjusted gross income, as computed under present law, the
amounts he received of the various exempt items to be included in the
expanded base; lie would then subtract al -the deductions to which lie is
now entitled (without reduction under the proposed allocation of de-
ductions provision), or a miniaur deduction of $10,000, whichever is
larger, and also subtract his present law personal exemptions; the re-
mainder would be his minimum tax base, to which lie would then
apply the minimum tax rate schedule to compute the amount of his
minimum tax. He would pay this if it is higher than his tax under
the regular rates.

The existing 25-percent alternative capital gain tax rate would, how-
ever, be retained with respect to capital gain income representing ap-
preciation of property held by the taxpayer at his death or given away
during his lifetinie. this gain would be included in the regular tax base
under another proposal in the program. The special rule for this in-come recognizes that capital gain incomeon death or at the time of a
large gift may be abnormally large (and, thus, result in a minimum
tf x) in relation to what the axpayer might have realized in any one
year had lie disposed of his investments over a period of years rather
than in a single year.

Relationship of Minimiti. Tax, and Allocation of Deditwtions Pro-
poa.--The allocation of deductions proposal included in the pro-
gram would, in general, require an individual to allocate his non-
business expense deductions between taxable and exempt income, and
would allow these deductions only to the extent allocable to taxable
income. This is a basic reform of the deduction provisions and is justi-
fied no matter how large or small the individual's exempt income is in
relation to his taxable income. However, it would not adequately cor-
rect the tax situation of an individual whose total income significantly
exceeds his nonbusiness deductions and consists of a disproportionate
amount of exempt income in relation to taxable income. This situation
would be corrected by the proposed minimum tax, which as indicated
above, generally applies if an individual's exempt income exceeds his
taxable income. In determining whether the minimum tax is larger
than the regular tax and therefore is to be paid for a year, the alloca-
tion of deductions proposal will apply in computing the regular tax,
but not the minimum tax where the exempt items themselves are in-



Number of
returns with Percent of

AOI class (In thousands of Tax Increase Percentag tax tax Increase returns with Average texdollars) (In millions) IncreaseI (in thousands) tax Increase ncreae

Under .................. 1

10to to SO: -: : 30 0,! 3 .t
soto 56............ ..... .... 6e . (8) .lo to s .......... ........ 10 2.2 4 24.
SO tot00 W 90(13.. 1 42L 91,370
1O00andover,16V 1&2 (8 8 3000

Total ................ 420 .6 40 . 10, 500

I Percentage tax Increase for those with an Increase.
'The returns in these classes affected by the minimum tax have total Income generally well In excess of $2000. Their

excluded income is not Included in adjusted gross Income so the returns appear In the lower Al classes.
SLess than 1/10 of I percent.

Note: Averages computed from unrounded data.
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eluded in the expanded income base. Thus, the allocation of deductions
proposal will have its impact in cases where an individual has less
exempt income than taxable income.

Corporation. Not Affected.--Like the allocation of deductions pro-
posal, the minimum tax would not apjly to corporations. The corpora.
tons whose income would include the four tax-exempt items to any
significant degree are found mainly in only a few industries. The ques-
tion of whether the tax structure for these specifle industries should be
altered depends upon an analysis of their particular economic flnd
competitive positions. On the other hand, with respect to individuals,
the impact o the minimum tax is not so localized. Moreover, the mini-
mum tax is directly associated with the progress ive nature of the
individual income tax.

Effeetl, of the Proposal.--The minimum tax would affect approxi-
mately 40,000 tax returns, and, based on 1969 income levels, would
result in an estimated annual revenue increase of $420 million. The
bulk of this revenue increase-60percent-would be paid by taxpayers
with $500,000 or more of exempt income each year. Another 25 percent
would come from individuals with between *100,000 and $500,000 of
exempt income. The revenue effects of the proposal are set forth in
more detail in table 1.

The minimum tax would have a substantial impact on bringing the
effective tax rates of high-income individuals with large amounts of
exempt income more in line with their ability to pay and with the
rates being paid by taxpayers with similar-but fuly taxable--in-
comes. More specifically, with the enactment of the minimum tax along
with the other reforms in the program, the prolmrtion of taxpayers
with incomes from taxable sources of between $1500,000 and $1 million
who would pay tax at. an effective rate of over 30 percent on the basis
of all their-ineomei, both taxable and exempt would inereass from
about 5 out of 10 to over 8 out of 10. In the class of taxpayers with
adjusted gross incomes of $1 million or more, about 98 percent would
pay tax at an effective rate of over 30 percent as compared with only
about 50 percent without the minimum tax. however, since the mini-
mum tax rates progress only up to 35 percent, the miniunm tax would
not increase any person's effective tax rate above 35 percent.

TABLE I.-EFFECT OF MINIMUM TAX

"t.
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Table 2 indicates the effect. of the minintm tax on effective tax rates
at various income levels. As this table shows, there would still 1* .ione
high-income individuals paying very low effective rates of tax even
after the adoption of a 1 in mn m tax, the allocation of deductions I)ro-
posal, and the other provisions in the reform program. These are
primarily individuals with only relatively small amounts of exempt
income, but with large tinoints of deductions of the type normally
taken by taxpayers at ill income levels.

TABLE 2.-COMPARISON OF EFFECTIVE TAX RATES BEFORE AND AFTER MINIMUM AND MAXIMUM TAX:'
PERCENTAGE DISTRIBUTION OF RETURNS BY EFFECTIVE TAX RATE CLASSES

AGI clan Effective tax rate classes'
(in UnderO 10 to20 20to25 25to30 30to35 35t40 40to45 4StoS5 501060 Over60
sands
dollar)

,0 t., so...4.4 0 .2 ...........................4 8) ('21:1) A l I .9 1 ) 2) .........................
00 .. , .4 3.1 9. 20.0 3.1 22.6 6.3 2.0..........(.5) (3.6) (10.0) (21.8) 5) 6) (6.3) (1.5 (.5.

100to 500...... .4 ,7 5. 18.3 14. .......(.6) (1.0) (8.) (16.1) (11.4) (1.) (20. .2) .0 (1.2)
500"to1,00 ...... 6 6 I2 1 3.7 5.2 33 "

(.9) (6.0) (01) (8.0) (5.2) (4.4)°(9. 2)°(19.*6)
,ooodoer.... 1: " .......... 4 8 . 1 31. 5.... ......(1.) .7) (34)(44.6 (.7 (7.7 (I.) (.) (.)(21

'Numbers in parentheses are after reform proposals concerning deduction changes but before minimum and maximum
tax. The numbers above those In parentheses are after these provisions. The difference between the two rows of figures
In the under-35-percent classes shows the effect of the minimum tax. The difference In the 45.*to50 and 50,and-over
classes shows the effect of the maximum tax.

I Tax as a percent of amended taxable Income, which Is taxable income alter reform proposals concerning deduction
changes plus the excluded part of net long-term capital gains, tax-exempt Interest, and excess of percentage depletion
after recovery of basis.

Note: Percentages may not add to 100 percent because of rounding.

V-11. MINIMUM INI)IVIDUAL INCOME TAX

TEjtNIc,\. EXPLANATION

GENERALI, OIUTLINE OF TItS MINIMUM TAX

This proposal would establish a minimum limitation o the total
tax which an individual would ,be required to pay wiiti respect. to his
income for any one year. Under the proposed minimum tax, an indi-
vidual would apply a'special tax rate schedule to an expanded in-
come base. If the resulting tax is larger than the tax computed under
the present system, he would piy the minimum tax.

,INIMtUM3 TAX BASE

The proposed minimum tax system would build upoi the income
concepts applicable under the regular income tax. Thus, nfl"lM1f



tai g.roms hirone would be defined as gross income (as computed for
IpIposes of 'the regular itivonte tax) increased by (1) the amount of
aly interest excltiled front gross incoine inder section 103(a), and
(2) the ailount of any appreciation in the value of l)ropelty (other
than cash) donited to charity to tile extent it deduction is allowed
for such aplieciation.

Minhium taxv adjusted gro~s iinome would be defined as minimum
aci grou hwome reduced by the same deductions allowed tinder exist-
ing law in coinlput ing adjusted gross income, except that (1) no deduc-
tion would be allowed for Cafp itl gains under section 120'2, (2) the
deduction for depletlon would not be allowed after the taxpayer has
recovered his basis for cost depletion in the property, and (3) certain
conforming modifications would be required in computing the amount
of the net operating loss deduction.

Midnmwu tax taxable hieonw would be computed by reducing mini-
num fi adjusted grs'neon, by the same, deductions by which
adjusted gross icoime is reduced in coni putina taxable income tinder
existing law, except that the proposed allocation of deductions coin-
putation would lnot apply. Moreover, additional deductions would be
allowed for expenses rlt ted to the exempt interest included in tile
lax base. Furthermore, it special $10,X) minimum tax standard de-
duction would be available in lieu of itemized deductions or the regu-
lar standard deduction.

There follows m iore detailed discussion of the exempt income
itents that would be included in the minimum tax base:

Erempt 1nferest.-Minitinun tax gross income would includA the
interest oi aty obligations deseribld it section 103(a) (as limited
)y, s. 103(b)). Thus interest. (including original issue discount)

oil State itiud inuitici 0a bonds is included 1in the minimum tax base.,
Cluiritable (onfi-b uto ns of Apprecated Pipoprty-Minimum tax

gross income would also include applreciation in the value of property
donated to chituity. The anount so included is limited to tile amount.
allowable as a deduction for the taxable year under the normal limi-
tat-ions of section 170.2

Tile appreciation on property donated to charity represents income
that hits accrued during tle period the property wis held. The traitsfer
of tile propertY l'y the taxpayer is the event which properly triggers
recognition of such income as an untaxed item to be included in the
11inittuum tax blse, since it the time of triasfer it becomes evident that.
the donor will pay no regular tax on such appreciation. Moreover, the
donation to charity of such income gives rise to a charitable deduction
which includes the appreciation in value.

As indicated above, the amount of appreciation to be included in the
minimum tax base is limited to that for which a tax deduction is

Futhermore, any tax-exempt interest that Is currently belng paid on U.B. bonds or on
obligations of certain corporations organized tinder an act of Congress will be Included In
the minimum tax base to the extent that. to do so. would not interfere with a contractual
obiigation guaranteed by the Constitution.

SFor the minimum lax treatment of those Indlividuls who qualify for the unlimited
charitable deduction, see the explanation of the proposal to repeal the unlimited charitable
contribution deduction.
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obtained tinder the normal percentage limitations of section 170. In
this context, it should be noted that as part of the allocation of deduc-
tions proposal, the income base 'upon which the maximum charitable
eontributtion deduction is determined would be expanded to include
exempt income items (in excess of $5,(X)0) which are taken into account
tnder the allocation of deductions and minimum tax provisions.
When the value of the donated property plus other contributions

exceeds the applicable charitable deduction limitation, only so much
of the appreciation element shall be considered as an excluded item
as is equarto the difference between (a) the deduction limitation, and
(b) the sum of the cash and the basis of tie property contributed. In
other words, if a taxpayer's section 170(b) limitation is $40,000 as
computed on the proposed expanded base, and he has contributed to
(.harity cash of $10,000 and property with a tax basis of $13,000 having
a fair market alonee of $50,000. only $17,000 would be included in the
minimum tax base for the taxable year in which the contribution is
made.' The $20,000 in excess of the deduction limit which may be
carried over and deducted In a subsequent year would be included in the
minimum tax base for the year to which it is carried.

Long term. eap'tal gains and losse.-The one-half of net. long-term
capital gains which is presently deducted under section 1202 in com-
puting adjusted gross income may not be deducted in determining mini-
num tax adjusted gross income. Moreover, there would be no general
alternative 25-percent tax rate under the minimum tax. The existing
25-percent alternative tax rate would, however, be retained even under
the minimum tax with respect. to capital gain income which, under a
separate proposal, would arise as a result of the transfer of appreciated
property held by the taxpayer at his death or given away during his
lifetime. Thus, like the normal tax, the minimum tax may be computed
either by including the entire capital gain in the minimum tax base,
or by adding 25 percent of the capital gain to the tax determined on a
minimum tax base which excludes the capital gains. Whichever of these
is lower would then be compared with the taxpayer's normal tax, and
the taxpayer would pay the larger amount.

U 'nder the proposed minimum tax, long-term capital losses would be
permitted to offst ordinary income only to the same extent as under
present. law, that is, up to $1.000 in any one taxable year. The alterna-
tire of allowing an unlimited deduction on the ground that long-term
V'apital gains are fully included under the minimum tax would cause
distortion in the interplay of the regular tax and the minimum tax.
It would be possible for an individual to obtain a double benefit from
it loss-once in the year in which incurred under the minimum tax
tid once in a carryover year under the regular tax. On the other hand,
the separate proposal for restricting the deduction of long-term capital
losses to one-half the amount of these losses would not apply under
!lie minimum tax.

I This eomputation Is made without regard to the 3-1ercent threshold for charitable
deductions. which Is the subject of another proposal.
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Perentage depletion.-No deduction would be allowed for mini-
mum tax purposes for any percentage depletion once the cost of the
applicable property has been recouped through prior depletion deduc-
S-percent-of-taxable income limitation on the allowance of percent-
amede letion under existing law.
tions. Yrhis provision would apply on the basis of the same property
aggregations required to be used by the taxpayer in determining the

The deductions allowed in computing the minimum tax base are
generally the same as those allowed under the regular tax base, with
the following modifications:

DeduetioM allocable t exermtt interet.--Expenses disallowed as
deductions under section 25 in the regular tax computation because
they are related to exemp! income would be allowed as deductions for
minimum tax purposes, since the exempt income itself is included in
the minimum tax base. For the same reason, a deduction for amortiz.
able bond premium on bonds yielding exempt interest would be per.
mitted for minimum tax purposes.

No allocation of deduetio.-The deductions allowed in computing
minimum-tax taxable income would not be subject to the proposed a l-
location of deductions provisions. The reason ?or requiring an ahloca-
tion of deductions is not applicable to the minimum tax system since
the exempt income items (to which the deductions would be allocated)
are themselves included in the minimum tax base.

Minimum. tax standard deduction.-An individual would be per-
mitted to elect a special standard deduction in lieu of itemizing his
deductions for the purpose of computing his minimum taxable
income. The amount of the minimum tax standard deduction would be
$10,000 for a married couple filing a joint return and for an unmar.
ried individual, and $5,000 for a married individual filing a separate
return. This relatively large minimum tax standard deduction will
limit the application of the minimum tax to individuals with substan-
tial amounts of exempt income. As in the case of the regular standard
deduction, a married individual would not be permitted to elect the
minimum tax standard deduction unless his spouse does likewise. Fur.
thermore, estates and trusts and other taxpayers (except nonresident
alien individuals) who are ineligible under section 142(b) to elect
the standard deduction for regular tax purposes would also be in-
eligible to elect the minimum tax standard deduction for minimum taxpurposes.

Not operating loses.--For minimum tax purposes, certain adjust-

ments would be required in computing the amount of a net operating
loss, to take account of the additional income items in minimum tax
gross income and the deductions disallowed for minimum tax purposes.

Since the amount of the net operating loss for a year generated
under the regular tax system may differ from that under the minimum
tax, separate carryback and carryover accounts would be required.
For example, if a single taxpayer has exempt interest of $25,000, non-
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usineps, deductions of $12,000, and a net business loss of $40,000, the
computatios would be as follows:

Regular tax Minimum tax
computation computation

Exempt interest ..... .......... ............................................................ $25,000
Less business loss. . ................. ( W0 4 0,000)
Less nonbusiness deductions ... (..................... ................... 000

Net operating loss ......................................................... .. 40,000) ( 000

I Under present law, no deduction for personal exemptions is allowed in computing a net operating loss and nonbusiness
deductions are generlly allowed only to the extent of nonbusineso income.

For this taxable year, tile taxpayer has a ninipnull tax net opel'at ing
loss of $27,000, and a regular tax net operating loss of $40 00() both of
which may Ie carried backward and forward to other taxable years.

Itf the .arbvlack and ear over of these losses were left to operate
cotIpletely il;depelideltly it would be possible that. the regular tax net
o(l-'atillg' loss 1111d the initni tax llet operating loss might be car-
ried to different taxable years and produce a double tax benefit for the
taxIplyer. I'o pnrvent such a double benefit, a taxpayer choosing to use
a reg iar tax ntet operating loss in a year subsequent to it year in which
he used t nininunm tax net operating loss arisig in the same taxable
year wo11d Ibe required to recomlute his minimum tax for the earlier
.'ear without regard to the minimum tax net operating loss deduction.

A's.at,- om/ /rumt.v.-The mintiimunt tax imposed on individuals
would apply in the same manner to estates and trusts. )istributions to
henefllciaries consistin g of.exempt income would be allowed as deduc-
tions in, computing the minimum tax base, and these amounts would
he included in, the nininuim tax base of the recipients.

.lonrv1'1dent al;en. indi,'dual.-The minimum tax gross income of a
tireVsident alien individual would include only his minimum tax gross

icome which is effectively competed with the conduct of a trade or
business within the I niteil States. Thus, the minimum tax would not
6P in.lsed on the investment income of nonresident alien individuals,
which is generally taxed at, a flat 30-percent rate or )urstant to treaty

lndler the regular tax, deduct ims are allowable to a nonresident alienonly against income effectively connected witl a U.S. trade or business
and then only if the deduction (except the personal exemption, the
,hI,,'itibhe cottriluttioi deductioi, and the deduction for certain losses)
is eflectivelv connected with such income. This concept would be car-
ried over to the minimnn tax. Ats a corollary, since the charitable con-
tribut ion deduction would he allowable whether or not connected with
inocne which is effectively connected with a trade or business within
the I united Staltes any appreciation in pI'opety included in that de-
thttio,, would Ie ineluded inl the minimum tax base as though it were
eltectively connected with such trade or business.

Nonlreident alien individuals would Ie eligible for the special $10,-
(111) minimum tax standard deduction, although they are ineligible to
vlaitn the regttlar tax standard deduction. Thus, ais is the case with
othei taxpayers. nonresident alien individuals without substantial
antiounts of exempt income would not be affected by the minimum tax.
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MINIMUM TAX RATES

In general, the minimum tax rates have been established to effect
a tax that is approximately equal to that. imposed by the regular tax
rates ou one-half as much income. The following rate schedule would
apply to single individuals:

If the minimum tax taxable income Is: The minimum tax Is:
Not over $1,000 ------------------ 7% of the minimum tax taxable

Income.
Over $1,000 but not over $2,000 ------- $70, plus 7% of excess over $1,000.
Over $2,000 but not over $3,000 ------- $140, plus 8% of excess over $2,000.
Over $3,000 but not over $4,000 ------- $220, plus 9% of excess over $3,000.
Over $4,000 but not over $8,000 ------- $311, plus 10% of excess over $4,000.
Over $8.000 but not over $12,000 ------ $710, plus 11% of excess over $8,000.
Over $12,000 but not over $16,000 ------ $1,150, plus 12% of excess over

$12oo.
Over $10,000 but not over $20,000 ------ $1,630, plus 14% of excess over

$16,000.
Over $20,000 but not over $24,000 ------ $2,100, plus 16% of excess over

$20,000.
Over $24,000 but not over $28,000 ------ $2,830, plus 18% of excess over

$24,000.
Over $28,000 but not over $32,000 ------ $3,550, plus 20% of excess over$28,000.
Over $32,000 but not over $36,000 ------ $4,350, plus 21% of excess over

$32,000.
Over $30,000 but not over $40,000 ------ $5190, plus 22% of excess over

$3,000.
Over $40,000 hut not over $44,000 ------ $6,070, plus 24% of excess over

$40,000.
Over $44,000 but not over $52,000 ------ $7,030, plus 25% of excess over

$44,000.Over $5 2,000 but not over $64,000 ------ $9,030, plus 26% of excess over
$52,000.

Over $64,000 but not over $78,000 ------ $12,150, plus 28% of excess over
$64,000.

Over $70,000 but not over $88,000 ------ $15,510, plus 29% of excess over
$76,000.

Over $88,000 but not over $100,000 --- $18,990, plus 30% of excess over
$88,000.

Over Y100,000 but not over $120,000 .... $22,590, plus 31% of excess over
$100,000.

Over $120,000 but not over $140,000 .... $28,790, plus 32% of excess over
$120,000.

Over $140,000 but not over $100,000 .... $35,190, plus 33% of excess over
$140,000.

Over $160,000 but not over $180,000 .... $41,790, plus 34% of excess over
$100,000.

Over $180,000 but not over $200,000 .... $48,590, plus 34% of excess over
$180,000.

Over $200,000 -------------------- $55,390, plus 35% of excess over
$200,000.

Income splitting-tird. head of household benefits are applicable to
the minimum tax in generally the same manner as under chapter 1.
Thus, a married couple filing a joint return (or a surviving spouse)
may apply the income-splittlfng provisions in computing their mini-
mum tax. For heads of household, a special rate table would apply
which places their minimum tax about halfway between that of mar-
ried couples and that of single individuals with the same income.

I'
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As indicated above, capital gain income arising from the apprecia-
tion in property held at death or given away 'by gift would be taxed
at a maximum rate of 25 percent.

CREDIT$ AGAINST MINIMUM TAX

The determination of whether the minimum tax or the regular tax
is the greater and which therefore is to be paid would be made before
the allowance of credits against tax. The same type of credits would
be allowed against the minimum tax as are allowed against the regu-
lar tax,' and, in most cases these credits Mi'ill be identical in amount.
However, where the minimum tax is applicable, the amount of the
limitation upon the investment credit and the foreign tax credit would
be increased.

Foreign tam credit.-In a year in which the minimum tax applied,
the applicable limitation imposed by section 904(a) upon the foreign
tax credit would be increasM. The amount by which the limitation
would be increased would be (1) the amount by which the minimum
tax exceeds the regular tax, multiplied by (2) the ratio of the taxpay-
er's exempt income which is from sources without the United States to
his total exempt income. An individual would be required to use the
same limitation (i.e., either the overall limitation or the per country
limitation) for both regular tax purposes and minimum tax purposes.

In.estnent credt.--The limitations on the credit allowed under
section 38 would, in a year in which the minimum tax is applicable,
be applied to the minimum tax liability rather than the regular tax
liability. Thus, the amount of the investment credit for such a year
could not exceed $25,000, plus 50 percent of any minimum tax lia-
bility in excess of $25,000.

EFFECTIVE DATE
The minimum tax would be applicable to taxable years beginning

after December 81,1969.

V-C. ALLOCATION OF DEDUCTIONS

GENERAL ExpLANATo

BACKGROUND

UTnder present law an individual can receive two kinds of income:income which is subject. to tax such as salary and business income, and
income which is exempt from tax, such as interest received from State
and municipal bonds and one-half of long-term capital gains. The law
also allows an individual to reduce the amount of his income which
is subject to tax by deductions for various personal expenses, even
though it is fair to assume that a part of such expenses is paid out of
the tax-exempt income. In this situation, the present tax structure en-
ables the taxpayer to receive a double benefit from his tax-exempt in-
come: Such income is not included on his tax return because of its tax-
exempt status, and he is permitted to reduce his other income which is
subject to tax by the /T amount of his deductible expenses. These
expenses, however, are not directly associated with the taxable income

I The retirement Income credit would be repealed (and. thux, not applicable under either
the regular tax or the minimum tax) under a separate proposal.
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in the sense of contributing to its being earned, and thus are as allocable
to tax-exempt income as tiey are to the taxable income.

An example will clearly illustrate this unwarranted result: Assume
an individual receives total cash income of $50,000 which includes a
salary of $20,000 and a long-term capital gain of $30,000 He makes
charitable contributions of $9,000 in the taxable year. [is income sub-
ject to tax is $35,00 (V20,00 of salary, plus $15,000representing the
taxable one-half of capital gains), and hi tax exempt income is $15,000
(the other one-half of his capital gains). It is only reasonable to
assume that the charitable contribution could have been made out of
either salary or the taxable portion of the capital gain income, or the
exempt portion of the ca gain income, and for that reason should
be dived proportionately between them. Present law does not reach
this result, however. Instead, the entire $9,000 of charitable expenses
is offset only against income subject to tax. In other words, one-half
of capital gains is not taxed, and at the same time the share of the
expenses that is proportionate to that exempt income is used to reduce
taxable income, so that tax is paid on only $26,000.

This misallocation aspect of personal expense deductions (if a tax.
payer has excluded income) exists at all income levels and among high
and low effective tax rate people. But the misallocation problem is
most serious among certain high-income low effective tax rate people.
The magnitude of the interrelationship between the deduction of per-
sonal expenses and excluded income is brought out sharply in a study
of high-1ncome returns in 1964 with low effective tax rates.

Table 1 broadly indicates that personal deductions account for 28
percent of amended adjusted gross income I on 1964 returns with ad-
justed gross income over $200,000 and effective tax rates of 22 percent
or less.l3ut out of total amended adjusted gross income ($658 million)
for these returns, almost 40 percent of such income (or $256 million )
was protected from tax because it was covered by net farm losses'
or excess percentage depletion, or represented the excluded one-half
of capital gains.

The personal deductions were used entirely against the taxable 60
percent of amended AGI.
TABE 1..-.haraoter#eie of the eetmated 1,100 tax returned to 1964 woith AGI

over $800,000 and efleotive t ratei1 of 88 percent or iee8

(Amount in millions)
Amended adjusted gross income" -------------------------- $68

Including dividends -------------------------------- 184
Including wages and salaries .---------------------------

Less % of capital gains excluded from AGI ---------------- 182
Excess percentage depletion ----------------------- 59
Net farm losses over gains ------------------------- 15

Adjusted gross income (income subject to tax before deductions) ------- 402
Less % of capital gains Included In AOl (taxed at 50 percent rate) ------ -182
Ordinary income ------------------------------------- 220
Less contribution deduction' ------------------------- 78

Other deductions ------------------------------ 111
Plus unused deductions ---------------------------- 8

-192
See footnotes at end of table.
I mended adjusted Ioss income is adjusted gross income plus excluded income.

'Includes 1182 million of capital gains, $59 million of excess percentage depletion, and
$15 million of net farm loses.

' These farm losses are the subject of another proposal In the reform package.
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TAuLs 1.-.Characteriulics of the eatirnated 1.100 tax returns in 1804 ioith A01
orer $200,000 and effelire tar rates I of 22 percent or les '-Continued

Taxable ordinary income ....................- $28
Plus taxable capital gains (taxed at 50 percent rate) ......- +182
Total taxable income ......- 210
Tax before credits -------------------------------------- 10 2

Less credits .......................................... -4
Tax after credits ........ -9--
Ioffecti'e rate on amended AOI (percent) - 15
Effective rate on AOl (percent) .............. - 21

1 The effective rate used for selection was the tax over amended AOl.IBased on a I in 15 sample.
s Amended gross Income is AOl plus the excluded part of net long-term capital gains, the

exclusion due to excess Iercentage depletion, and for the group as a whole the excess of
form loesms over forn iains.

'Although the figure shown in the table IN total depletion claimed, It approximates theamount of excess Iercentame depletion since nearly all claimed depletion is In excess of the
recovery of basis.

3 The sampling process Involves a fairly large sampling error on Iteims that are a small
ortllon of the universe. It Is clear that this contribution deduction is low because the sampleeluded only 3 unlimited contribution cases while the expected number in a 1 In 15sample should have been 6.

Thus, 40 Percent of total inconie-$258 million-was taxed at a zero
rate (income covered by net farm losses, excess percentage depletion,
and personall deductions), and most of the remainder of total income
representing capital gains--364 million-was taxed at the preferen.
trial 2.5 percent rate. This use of all poePoal dedetinu 0s in offset
iqain.t o dvnar, ;neome explains why the effective tax rate on these
returns was 15 percent chasedd on amended AGI) or 21 percent (based
on AGI).

Cases 1, 2, and 3 are all actual taxpayers with large anotmits of
exenlnt income plus large itemized deductions. In each case they
are ahle to take advantage of using deductions against the included
lIt) .of their income so as to reduce their effective tax rate on incolne
subject to tax (AGI). This double benefit is carried to an extreme in
Case .3 where about 90 percent; of the taxpayer's income came froni
'ajl)ital gain, and his total personal deductions were about one-half
of the inicole. le virtually wiped out his tax, reducing it to thrve
one-hundredths of 1 percent of total income. In Case 3 the deductions
were primarilyy interest deductions which were th cost of carrying
assets on whicr capital gains were realized. Even though he is al-
lowed to exclude hIalf of his capital gains, he is also allowed to use
the interest deduction to wipe out the inclded half of capital gains
and other ordinary income.

CASH 1.-Taxpayer with. income over $5,000,000 and over, $4,000,000 in capital
gains with large 1im1iced deductions

Adjusted gross Income ----------------------------------- 3 281, M93
Amended adjusted gross income I --------------------------- , 3, f (LR

Wages and salaries -------------------------------------- 21,418
Dividends -------------------------------------------- 224, 597
Interest ----------------------------------------------- 27, 782
Capital gains (100 percent) ----------------------------- 4, 108, 551
Other Income (net) --------------------------------- 953,021

Total deductions ------------------------------------- 1,11,872
Contributions -------------------------------------- 748,177
Interest ------------------------------------------ 52, 0
Taxes 276,287
Medical ----------------------------------------------- 5,340Other -- - - - - - - - - - - - - - - - - - - - - - - - - - - 111, 457
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CASE 1.-Tarpayc" with Income ovcr $5,000,000 and over, $4,000,000 in capital
gains with large Itemized deductions-Continued

Taxable ineonie ------------------------- $2,085,421
Tax after credits ..................... 1,031,218

Tax as a percent of amended adjusted gross income ---------------- 19.3

Income level at which a single individual pays 19.3 percent of his In.
come In tax ----------------------------------------- 12,600
1 Adjusted gross Income plus excluded net long-term capital gains.

Casc 2.-Taxpaper with high, capital gains and large itemized deductions
Adjusted gross income ---------------.. --------- $659,878
Amended adjusted gross Income' --------------------------- 3.5, 781

Wages and salaries ---------------------------------- 17,708
Dividends ---------------------------------------- 258,089
Interest 6 4------------------------------------------099
Capital gains (100 percent) ---------------------------- 501,095
Other income (net) ----------------------------------------- 28,595

Total deductions ------------------------------------------ 390, 108
Contributions ------------------------------------- 120,330
Interest ----------------------------------------- 247, 809
Taxes ------------------------------------------- 14,029
Medical ---------------------------------------------- 0
Other -------------------------------------------- 13,340

Taxable Income ,--------------------------------------21365
Tax after credits -------------------------------------- 187, 854

Tax as a percent of amended adjusted gross Income ---------------- 14. 7

Income level at.which a single Individual pays 14.7 percent of his in-
come In tax -------------------------------------------- $0 300
* AdJupted gross Income plus the excluded part of net long-term capital gains and losses.

CAst 3.-Taxpaycr with high capital gains and large itemized deductions

Adjusted gross Income --------------------------------- $679,405
Amended adjusted gross Income - - - - - - - - - - - - - - - - - - - - - - - - - 1,284,718

Wages and salaries ------------------------------------- 20,000
l)ivldends 8-----------------------------------------7,38
Interest -------------------------------------------- 207
Capital gains (100 percent) -------------------------- 1,210,420
Other Income (net) ---------------------------------- 22,2A3

Total deductions -------------------------------------- 076,419
Contributions -------------------------------------------- 463
Interest --------------------------------------------- 587,093
Taxes ------------------------------------------- 85, 401
Medical ------------------------------------------- 2,500
Other ---------------------------------------------- 862

Taxable income ---------------------------------------- 2,380
Tax after credits ---------------------------------- 383

Tax as a percent of amended adjusted gross income ----------------- .03
Tax as a percent of income paid by a single individual at the poverty

level ($1,700) 9------------------------------------------ 9
'Adjusted gross income plus excluded net long-term capital gains.
mental loss.

THlE PROPOSAL

To eliminate this double benefit, anl individual would be required to
divide his nonbusine. deductible expenses between his 4axable income

334-8910 - 69 - pt. 2 - 3
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and the more common sources of exempt income. The portion allocable
to the exempt income would not be allowed as a tax deduct ion.

The deductions whieA wouhi be affected.-The nonbusiness expense
deductions which would be allocated under the proposal are: interest
and tax payments, casualty losm.es (since replacement cost is considered
the exlense), charitable contributions (within the normal percentage
limitations), medical expenses, and cooperative housing expenses. I
each of these cases, it is reasonable to assume that a portion of such
expenses is met out of tax-exempt income and therefore, such portion
should not be deductible ill computing taxable income. On the other
hand, business expenses will not be subject to allocation, and therefore
will be allowed in full since they normally are related to fully taxable
income. Likewise, alimony and child care deductions will be allowed
in full, since alimony is hully taxable to the wife and pa ments for
child care are made so that the parent can work and earn salary which
istaxed.

Tez.-exempt ineo e which would eat,,e excpenges to be allooated.-
The proposal requires that the taxpayer allocate his nonbusiness
deductions between taxable income and the following four items of
tax-exempt income which represent the principal sources of the double
benefit described above:

(1) Tax-exempt interest on State and local bonds;
(2) The one-half of net long-terin capital gains that, may be

deducted in arriving at taxable income;
(3) The amount of percentage depletion claimed after the cost

of the property has been recovered; and . .
(4) The amount of unrealized-and thus untaxed-apprecia-

tion, on property contributed to charity to the extent taken as a
deduction under the normal limitations. This untaxed apprecia-
tion is an appropriate item of exempt income since it represents
an amount of untaxed income which has been donated to charity
and deducted against taxable income. In conjunction with this
proposal, the base against which the percentage limitations on
this deduction are applied would be expanded to include the
exempt income items to which deductions are to be allocated.

R reeptlonl.-The allocation requirement would apply to al indi-
vidual only if his exempt income exceeds $5,000. This $5,000 exclusion
will confine the application of the allocation proposal to those cases
ill which the present abuse is substantial, and, by so doing, will limit
the application of this provision to less than 5 percent of those tax-
payers ha ving some exempt income.

The allocation formida.-A simple Percentage formula, will be
applied for computing the portion of the deductions to be allowed. To
('ompute allowable deductions, the individual will multiply tile entire
immount of allocable deductions by a fraction, the numerator of which
is adjusted gross income (that is, income subject to tax minus business
deductions, which do not have to be allocated) and the denominator
of which is the same adjusted gross income plus the amount of tax-
exempt income above $5,000.

EAxample.--The allocation computation can be illustrated by return-
ing to the previous example in which the taxpayer had a salary of
$20.000, long-term capital gain of $30,000. and made a charitable
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('ontril)ution of $9,0). Of this taxpayer's $9,000 of charitable contribu-
tions, he will be allowed to deduct $7,000, computed as follows:

$35,000 (income subject to tax:
$20,000 net salary, plus the $15,000

$9,000 (deductions subject X taxable half of capital pins) =$7,00
to alloeatio) $45,000 (numerator plus $10,000, which Is

the exempt half of capital gains less the
$5,000 basic exclusion)

Jorporatlo not affeete.-The l)roposal would not apply to cor-
porations. The corporations whose income would include the four tax-
exempt items to any significant degree are found mainly in only a few
industries. Since the impact would be -so selective, the question of
whether the tax structure for these specific industries should be altered
requires an analysis of their particular economic and competitive
I)ositions, On the other hand, with respect. to individuals the impact
is much more general and relates directly to the basic structure of the
progressive individual income tax.

F.PFr OP "IN PROPOSAL
Table 2 indicates that the allocation proposal would affect approxi-

mately 400,000 taxpayers. It can be seen that allocation would be an
infrequent event for returns with less than $50,000 of AGI. On returns
over $100,000 AGI, allocation would affect more than two-thirds of
the returns, with tlhe percentage reaching 90 percent for returns with
AGI of over $1 million.

Allocation would make taxable a substantial number of high-income
returns that are now nontaxable because of the double benefit related
to personal deductions and excluded income. Allocation in the lower
AGI brackets would only arise if excludable income is a substantial
portion of total income (because of the $5,000 exemption in theproposal).

The revenue) e gain from the proposal would be $405 million. The

income distribution of the tax increase is shown in table 2.
TABLE 2.-EFFECT OF ALLOCATION OF DEDUCTIONS AFTER STANDARD DEDUCTION CHANGES AND DISALLOW-

ANCES, 196 LEVELS

Returns with a tax Tax Increase for
Incra4s nontaxable made

Total taxable
tax In. Number Number Percent
crease ofre- ofnon of non. . Total

A=l (In (in mll Percent. Averse turns Percent taxable taxable (inthou.
thousandsof lionsof agetax tax n- (In thou. of all made made sandsof
dollars) dollars) Increaser creases sands) returns taxable taxable dollars) Average

0to 10........... ($3010to1S......... ) $1136 30 j$1. ' o1510o 5 0......... 1 0. 16 430
20 to 50 50 .4 is5 A 1 -0* 450 173U 400SOto 56!750.1°.::to 30 165
100 t0500 ....... i 1:3 3,075 55 M. 150 159 0
,O0 andover 60 6.5 64,400 1 90.0 13 45 6, 1 4 00

60toC 3 5 .,0 45 S17
Total ...... 405 0.5 1,025 395 0.5 8,074 (8) 11,625 1,440

1 Percent of tax liability alter standard deduction changes and disallowances.
' For those with an Increase.
SLoss than 14 of I percent.

Note: Details may not add to totals because of rounding. Averales computed from unfounded data.

$
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V-C. ALLOCATION OF DEDUCTIONS

Tvit' N,.. ExI'l.\m.%TtoN

DET.\II, E )I:CRI!MION OF Tilt',' IPIOPOS AI,

enera caledaton rule.-Under the proposal, an indi'idual will
Ibe subject to allocation if two conditions obtain: First if he has tile
type of deductions subject to allocation (i.e., "allocable expenses"):
and second, if he has exempt income items in excess of $5,000 (i.e.,
"excluded items").

When these two conditions are met, the total amount allowable as a
deduction with respect to the allocable expenses is a figure which is
obtained by use of the following formula:
A.G.I. (as modifled) c Total Allocable u Expense
..0.I. (as modified) phis exPns(s Allowable as Deductions.

Excluded Itelns minus$510M0

For the purpose of the allocation formula, the definition of adjusted
gross income would be modified so that adjusted gross income would
)o reduced (but not below zero) by the itemized deductions which are
not subject to allocation (e.g., trade or business expenses, child care
expenses, alimony, etc.). This aspect of the proposal is explained in
more detail later in this memorandum.

As a result of the allocation formula, dome taxpayers having other-
wise allowable deductions in excess of their standard deduction may
find that the amount allowable is now less than the standard deduction.
In such case, the standard deduction would be available to the taxpayer
in full.

Definition of "allocable epenes.'--The deductible expenses which
tre subject to allocation under the proposal (called allocable expenses)
are:

(1) Interet payments deductible under sectionn 163.--Although it.
may be j)ossible to trace the proceeds of a loan to the purchasee of par.
ticular investment property and, thus, relate the interest expense to a
particular item of income, the general allocation formula would never-
theless apply, as it is generally a completely arbitrary decision as to
which expenses or purchases are to be paid from borrowed funds and
which with funds on hand. Accordingly, the present rule of section 265
which completely disallows any interest deduction for indebtedness
used to purchase or carry wholly tax-exempt obligations will no longer
apply; instead such interest deduction will be treated under the gen-
eral allocation formula?

(2) Taxpayments deductible undr section, 164.-The allocation pro-
vision would apply to a particular taxpaynent even though it. may
technically be related to a specific item of taxable income. This rule is

I There Is. however. an exception to the general rule that the entire deduction for Interest
oxjwnse is subject to allocation rather than complete disallowance. Under the proposal see.
265(2) would be amended to disallow completely Inhrest expense directly trnchbh, to thi-
first $5.O00 of exempt Interest Income. This rule adopts the theory that the $5.000 exempted
from "excluded Items" consists first of exempt interest Income and that a person with less
than $5,000 of exempt interest income who is entitled to no deduction under present law
because of sec. 265(2) should be In no better position ander the allocation of deductions
proposal. If exempt Interest income is more than $5.4)O0. the proportionate amount of
interest expense traceable to such excess will be placed into the general allocation pool.
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provided because of the difficulty and complexity of applying a direct
tracing rule and because of the uneven results that would otherwise
occur depending on each State's taxing pattern.

(3) Personal theft and easuilhy lo-ses deductible urder section
166(o) (8).-While a casualty loss aoes not. represent an out-of-pocket
expense, its deduction is grounded on the theory that the taxpayer
must use his income to replace the property. Thus, to the extent that
exempt funds are available for this purpose, it is logical to apply the
allocation provision. Only casualty and theft losses under section
165(c) (8) are subject to allocation. The allocation proposal does not
cover losses incurred in a trade or business deductiAe under section
165 (c) (1) since such losses are related'to fully taxable income; nor
does it cover losses deductible under section 165(c) (2) (relating to
losses incurred in a transaction entered into for profit, though not con-
nected with a trade or business) since such losses will for the most
part, merely offset. capital gains, except for the limited deduction of
$1,000 against ordinary income.

(4) Uharitable eon.hfibtions deductible under section 170.-The
amount of charitable contributions subject to allocation would be
limited to that amount which is deductible under the normal limits
of section 170. The treatment of the additional deductions allowed
under the unlimited charitable contribution provision is the subject
of at separate proposal.

In order to prevent the distortion which would re-ult from measur-
ing the percentage limitation for the maximum charitable contribu-
tion deduction by reference to adjusted gross income while at the same
time disallowing part of that deduction on the basis of excluded items
which are not, part. of adjusted gross income, it is proposed to expand
the income base against which the maximum percentage limitation is
applied to include the excluded income items used in the allocation
formula to the extent they exceed $5,00. The exclusion of $5,000 from
the limitation base is consistent with the fact that there is no alloca-
tion against the first $5,000 of exempt income. Thus, if an individual's
income consists of $100,000 salary and $60,000 of long-term capital
gain, his maximum charitable contribution deduction would be com-
puted by applying the appropriate percentage to $155,000 (instead
of $130,000 as under present law). However, his actual contribution
would be subject to the allocation provision, as a part of it is related
to the excluded ,30,000 of capital gain income.

Any carryover resulting from a charitable contribution in excess
of the percentage limitation applied to the expanded income base will
be subject to allocation in the year to which it is carried as though it
were made in that year.

(5) Net operating loss deductible under Yeetion 172.-A net operat-
ing loss car 'over or carryback to a particular year is not generally
subject to the allocation rules, since the loss usually represents a
business loss. However, one personal item-theft and casualty losses-
may create or add to a net operating loss. This part of the loss would
be subject to allocation as is the basic casualty loss deduction itself.2

IWhere the casualty loss exceeds total Income. the amount disallowed would be limited to
the amount of exempt Income. Otherwise It would be possible for more of the losses to bW
disallowed than there Is exempt Income.
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(6) Medical, dental, etc. expenses deductible tnder section 213.
(7) Cooperative housing expenses deductible under section 216.--

Section 216 allows it stockholder-tenant a deduction for his allocable
share of expenses incurred by the cooperative housing corporation for
real estate taxes and interest which would otherwise be deducted by
the corporation itself. Allocation of this deduction is consistent with
the fact that the underlying items--taxes and interest-are subject
to allocation when paid directly by a homeowner. o

On the other hand, trade or business expenses are not required to
be allocated. Thus, for example, taxes or interest which are attributa-
ble to a trade or business expense would not be subject to allocation,
whereas taxes or interest which are attributable to a personal or invest-
ment expense would be subject to allocation.3

Deflnition of "excluded iterns."-The items of exempt income
(called excluded items) which are to be taken into account are:

(1) 7a-r-exempt interest.--Interest (including original issue dis.
cont) received from any obligations described in section 108(a)
(as limited by sec. 103(b)) is considered to be an excluded item under
the proposal. Thus, allocable deductions will be disallowed to the
extent thlat. they are proportionately allocable to the interest on State
and municipal bonds.4 When tax-exempt bonds sell at a premium,
the net yield realized on them may be subtsantially less than the stated
interest. Hence, it is appropriate to reduce such exempt interest by
a proportionate amount of the bond premium in determining the
amount of excluded items.

(2) Depletion.-Once the tax basis of mineral propeqy has been
recouped, the proposal treats all percentage depletion claimed as a
deduction as an excluded item.

(8) Long term capital gaim.-The one-half of net long term capital
gains deductible under section 1202 is considered an excluded item.

Two special rules are provided to prevent distortions that might
otherwise occur in the interoperation of this proposal and the proposal
to tax appreciation on property transferred' during life by gift. or at
death. First, no amount need be taken into account as an excluded item
with respect to capital gain income arising on account of the gift of
appreciated property. second, no allocation will be required 1or the
taxable year ending with the death of the taxpayer. The capital gain
income arising as a result of a gift or on death will generally hove
iio relation to the taxpayer's normal spending level. Moreover, the
! expenses just prior to death may be abnormal in relation to that year's
income.

(4) Charitable contributions of appreriated property.--Another of
tle excluded items of income against which the deductions described
above must be allocated is the appreciation in the value of property
donated to charity for which a tax deduction is taken. The untaxed
appreciation represents income that has accrued during the period
the property was held; and the transfer of the property by the tax-

I In addition. the deductions for child care under see. 214 and alimony under sec. 215 are
not subject to allocation under the proposal. Child care expenses are nonallocable because
the~r are in essence an expense of earning taxable salay: deductible alimony represents.
in elect, an assignment ot income which is fully taxable to the wife.a Furthermore, any tax-exempt Interest that is currently bei ng paid on I'S. bonds or on
obligations of certain corporations organized under an act of Congress will be Included as
an * excluded Item" to the extent that to do so would not interfere with a contractual obll.
gation guaranteed by the Constitution.
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payer is the event which properly triggers recognition of such income
as all untaxed, excluded item against which deductions should be al-
located, since at the time of transfer it becomes evident that the donor
will pay no tax on such appreciation. Moreover, the donation to charity
of such income gives rise to the charitable deduction.

The amount of appreciation to be included as an "excluded item" is
limited to that for which a tax deduction is obtained under the normal
percentage limitations of section 170. When the value of the donated
property plus other contributions exceeds the applicable deduction
ceiling, only so much of the appreciation element shall be considered
as an excluded item as is equal to the difference between (a) the de-
duction limitation, and (b) the sum of .the cash and the basis of the
property contributed. In other words if a taxpayer's section 170(b)
imitation is $40,000, as computed on the proposed expanded base, and

he has contributed to charity cash of $10,000 and property with a tax
basis of $13,000 having a fair market value of $50,000, only $17,000
would be considered an excluded item in the taxable year in which the
contribution is made., The $20,000 in excess of the deduction limit
which may be carried over and deducted in a subsequent year would
be treated as all excluded item in the year to which it is carried.

Modifd definition of adjusted gross income.-The formula for
establishing the ratio of expenses to be disallowed uses the concept of"modified adjusted gross income." That is, the amount of allocable
expenses allowable as a deduction is that amount which bears the same
ratio to the total allocable expenses, as modified adjusted gross income
bears to modified adjusted gross income plus excluded items. "Modi-
fled adjusted gross income is gross income less all allowable deduc-
tions other than those subject to allocation (e.g., less all trade or busi.
ness expenses, alimony, child care, and those section 212 expenses al-
lowable under section 265). In other words, only that amount of tax-
able income in excess of those deductions fully allowable against
that income is taken into account in the allocation formula.

Elfet of allocation on net opera tiy 1o88e.--Adjustments must be
made in computing a net operating loso in light of the effects of allo.
cation on the basic deductions which give rise to the net operating
loss. Special rules are provided for such adjustments.

Treatment of investment expensee.-Under present law investment
expenses are fully deductible except to the extent sllocable to wholly
exempt income, as provided in section 265(1). Under this proposal,
the category of exempt income against which investment expeitses
would be proportionally disallowed would be expanded to include
the four items of tax-exempt income which constitute the "excluded
items" for purposes of the general allocation provisions. Thus, the
deduction for investment expenses would be allowed to the extent it is
related to taxable investment income and disallowed to the extent re-
lated to exempt investment income. The effect of this treatment is
that investment expenses are allocable only in relation to the income
to which they give ris and not in relation to other types of income.
This reflects the fact that investment expenses are deductible because
they result from producing investment income; whereas the medical

IThe treatment of the additional deductions allowed under the unlimited charitable con-
tribution provision is the subject of a separate proposal.

IsThis computatioa Is made without regard to the 8.pereent floor on charitable deductions,
which Iathe sujeet of another propoal
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expense deduction, for example, is granted because of the nature of
the expense.

If an investment expeiise is disallowed under section 265, an ad-
justment would be made in computing "modified adjusted gross in-
come" and the "excluded items" for purposes of allocating ti e other
deductions under the general allocation provisions. Such an adjust-
ment is necessary because once income has been used to'offset a particu-
]ar investment expense item, the same income should not a atin be ap-
j)lied for the purpose of allocating other deductions as well. Accord-
ingly,.taxable investment income is included in modified adjuste(l
gross income only to the extent that it exceeds investment expenses
which are allowable as deductions render section 212 and section 265:
an0d exempt investment income is considered an excluded item only to
the extent that it exceeds investment expenses which are disallowed
by, section 265.

.ldaptatoii to the etu'n 'ori.-The handling of the proposal on tie
return form would not be a difficult matter. The apple ication of the
allocation provision would proceed as follows:

1. Total the excluded items. If not in excess of $5,00 nothing more
need be done. If the total is more than $5,000, the total should be re-
duced by $5,000.

2. Compute the amount of allocable expenses.
3. Compute modified adjusted gross income. It is adjusted gross in-

come less all deductions other than personal exemptions and allocable
expenses. This is the nmerator of the allowance formula. (Net invest-
ment income, i.e., taxable investment income reduced by deductible in-
vestment expenses, is included.)

4. Total the amount of modified adjusted gross income and the
amount of excluded items. This is the denominator of the allowance
formula. (The net amount of tax-exempt investment income, i.e., tax-
exempt investment income reduced by the amount of section 212 ex-
penses which have been disallowed by section 265(1), is included.)

5. The resulting percentage (i.e., item 3 over item 4) is applied to
the total of allocable expenses.

6. The resulting figure is the amount of all6cable expenses allowable
as a deduction t6 reach taxable income.

Effective date.-The proposal would become effective with respect
to taxable years beginning in 1970.

V-I). CORRECTION OF ABUSES OF FARM TAX RUI1ES
IY NONFARMERS

(IEN E PL A xI.N.ATION

BACKGROLI D

.JIethiod-. of Aceounthig.-There are two principal methods of ac-
counting used in reporting busineqi income for tax purposes. In gen-
end, those businesses which do not involve the production or sale of
merchandise may use the cash method. Under it, income is reported
when received in cash or its equivalent, and expenses are (leducted
when paid in cash or its equivalent.

Oi the other hand, in businesses where the production or sale of
merchandise is a significant factor, income can be properly reflected
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only if the costs of the merchandise are deducted in the accounting
period in which the income from its stile is realized. Tki&. is accom-
plished by recording costs when incurred and sales when made and
including in inventory those costs attributable to unsold goods on hand
at year's end. Deduction of the costs included in inventory must be
deterred until the goods to which they relate are sold, and deduction
is not permitted when the costs are incurred. Thus, under this method
of accounting, income from sales of inventory and the costs of produce.
ing or purchasing such inventory are matched in the same accounting
period, thereby properly reflecting income.

Farmers, however, have been excepted from these general rules.
Even in those cases where inventories are a material factor, they have
historically been permitted to use the cash accounting method and
ignore their yearend inventories of crops, cattle, et cetera. This results
ini an inaccurate reflection of annual income in situations when ex.
penditures are fully deducted in the year incurred, but the assets
produced by those expenditures (inventories) are not sold, and the
income not reported, until a later year.

(Cap/tal/ztion. of ('osts.-Farners are also permitted another liberal
tax accounting rule. In most businesses, the cost of constructing an
asset (including maintenance of the asset prior to its being used in
the business) is a capital expenditure which may not be deducted as
incurred but may be recovered only by depreciation over the useful life
of the asset. In this manner, the cost of the asset is matched with the
income earned by the asset. Farmers, however, have been permitted
to deduct some admittedly capital costs as they are incurred. For
example, a citrus grove may not bear a commercial crop until 6 or 7
years after it has been planted. Yet, the farmer may elect to deduct as
incurred all costs of raising the grove to a Producing state even though
such expenditures are capital in nature. Similarly, the capital nature
of expenditures associated with the raising of livestock held for breed-
ing may be ignored. and the expenditures may be deducted currently.

The Problem-These liberal deviations from good accounting prac-
tices were permitted for farm operations in order to spare the ordlninary
farmer the bookkeeping chores associated with inventories and accrual
accounting.

However, some high-bracket taxpayers whose primary economic
activity is other than farming, carry on limited farmihg activities
such as citrus farming or cattle raising. By electing the special farm
accounting rules which allow premature deductions, many of these
high-bracket taxpayers show farm losses which are not true economic
losses. These "tax losses" are then deducted from their high bracket
nonfarm income, resulting in large tax savings. Moreover, these "tax
losses" which arise from deductions taken because of capital costs
or inventory costs usually thus represent an investment in farm
assets rather than funds actually lost. This investment quite often
will ultimately be sold and taxed only at low capital gains rates. Thus,
deductions are set off against ordinary income while the stle )rice
of the resulting assets represents capital gain. The gain is usually
the entire sales price since the full cost of creating the asset. has
previously been deducted against ordinary income.

The existing "hobby loss" provision of the Internal Revenue Code
is ineffectual in dealing with this problem. While that provision
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disallows deductions for continuing heavy losses in a trade or business
over a period of at least 5 consecutive years, the fact of a loss and its
extent are measured by comparing the expenses of the business with
the total income from "the business including the full amount of capi-
tal gain income although only one-half of that income is subject to
tax. Thus, to escape the hobby loss provision, it is merely necessary
that the taxpayer realize capital gain farm income at least once every
, years. If the capital gain ineome just equals the farm expenses for ayear, the hobby loss provision is inaj)plieable for 5 years even though
the taxpayer will show a tax los-s for that year equal to one-half his
farm expenses.

Exa'mphs.-Under the present rules, if the taxpayer has chosen not
to capitalize raising costs and also does not use an inventory method of
accounting, he may deduct as incurred all the expenses of raising a
breeding ierd. These include costs of feed and other expenses attribu-
table to the growth of the herd. )uring the development of the herd,
there is relatively little income realized to offset. these expenses with
lhe result that "tax losses" are created which may be used to offset the
ta.xpayer's nonfairn income. When the herd has reached its optimum
size, a taxpayer seeking the maximum tax savings will sell the entire
herd. I f he does, he may report the entire proceeds of the sale as capital
ga in.

The dollars and cents value of this tax treatment can readily be
seen through a simple example. Assume that the expenses of raising the
herd are $200,000. If the taxpayer is in the top 70-percent tax bracket
the current deduction of these expenses will produce a tax savings oi
$140(00. On the sale of the herd, however, the entire sales price, in-
eluding the $200,000 representing the recovery of these expenses, will
he taxable only at the 25-percent capital gains rate. The capital gains
tax on $200,000 is $50,000; or less than one-half the tax savings real-
ized in the earlier years. Thus, the taxpayer in this situation would
realize a $90,000 tax profit from a transaction which economically
is merely a breakeven.'

In the typical situation, the taxpayer will then begin the entire
cycle ain by starting a new breeding herd which produces more
"losses" and which is later sold at capital gains rates.

Similar advantages are available to one who develops citrus groves,
fruit orchards, vineyards, and similar ventures. These assets require
several years to mature; however, the development costs, such as the
costs of water, fertilizer, cultivation, pruning, and spraying may be
deducted as incurred and before the venture produces any income.
When the operation has reached the stage where it is ready to begin
producing on a profitable basis, the orchard, grove, or vinev'ard is fre-
quently sold in it transaction which qualifies for the lower capital gains
tax rates. Meanwhile, the expenses incurred in the years prior to the
sale have been used to create "tax losses" which have been offset against
high-bracket ordinary income from other occupations.

Effect of tax bene fts on farm. eeoomy.-.When a taxpayer pur-
chases and operates a farm for its tax benefits. the transaction leads
to a distortion of the farm economy. The tax benefits allow an indi-
vidual to operate a farm at an economic breakeven or even a loss and

Thli computation does not take account of the temporary surcharge.

I
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still realize an overall profit. For example, for a top-bracket taxpayer,
where a deduction is associated with eventual capital gains income,
each $1 of deduction means an immediate tax savings of 70 cents to
be offset in the future by only 25 cents of tax. This cannot help but
result in a distortion of the farm economy, and is harmful to the
ordinary farmer who depends on his farm to produce the income
needed to support him and his family.

This distortion may be evidenced in various ways: For one, the
attractive farm tax benefits available to wealthy persons have caused
them to bid up the price of farmland beyond that which would prevail
in a normal farm economy. Furthermore, because of the present tax
rules, tile ordinary farmer must com.te in the marketplace with these
wealthy farmowners who may consider a farm proflt-in the economic
sense- ulecessary for their purposes.

Statistical evidence of the problem.-In addition to expecting that.
high-income taxpayers would be drawn to farm "tax loss situations,
there is considerable evidence showing that they have in fact gone into
farm investment to enjoy deductions on dollars that are really spent
to acquire capital assets.

One piece of evidence is a growing body of investment advisers
who advertise that they will arrange just this sort of deal.

Another piece of evidence is provided by an impressive body of
statistics showing an amazing predominance of farm losses over farm
gains among high-bracket taxpayers.

The second category of data supports the contention that this trend
toward losses in the higher brackets is peculiar to the farm industry.
Table 1 compares, at various adjusted gross income levels, the profit
and loss experience shown on tax returns with income from individ-
ually owned businesses or professions (other than farms) with the
experience shown on returns with income from individually owned
farms.

In contrast to farms, the experience in nonfarm business shows
that net profits outweigh net losses through all income levels up to $1
million.2

Among the returns showing farm income, however, the pattern is
dramatically different. The indication is that as people have more ad-
justed gross income they have a remarkable propensity to run their
farm operations at a loss. In the aggregate, returns with AGI from
$50,000 to $100,000 showed farm profits of $68 million and farm losses
of $67 million, virtually a breakeven. Nonfarm business returns in this
income bracket showed business profit of $1,559 million compared to
business losses of $42 million; a ratio of about 37 to 1 in favor of profits.

In the adjusted gross income class from $100,000 to $1 million, the
same pattern appears but in more striking fashion. Returns with in-
comes from nonfarm businesses showed net. profits of over $300 million
and net losses of only about $60 million; a ratio of profits to losses of
about 5 to 1. The result on returns with farm incomes is just the oppo-
site; losses exceed profits by almost 3 to 1.

It is hard to believe that people in these high-income brackets per-
sistently go into farm businesses and lose money due to mismanage-

I A small net loss Is shown on the returns over $1 million. In the nonfarm business area
the excem business Iowa do tend to octvur in particular industry groups, including mining,
real estate, and entertainment.
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ment or dite to had investment decisions. When one observes the exten-
sive literature which explains how wealthy people (.an save after-tax
dollars through showing "tax losses" ol farm operations which involve
actual net investment in tile farn, it is obvious that this propensity to
show firI losses among high-incone r'turns is evidence of extensive
us of a tax abuse.

This implication of a tax abuse is reinforced by table 2, which con-
Pares a .amnple of field crop farms and livestock farms on the hasis of
fhe frequency of large losses (i.e., over $25,000). Int tile aggrngate,
farms on which livestock is the primary product outnumber farms on
which field crops are primary in the ratio of about 3 to 2. However,
livestock farns are six times more likely to show large losses than field
crop farms. Tie literature on how to save taxes on nonfarm income
through farm losses heavily emphasizes livestock farming.

Table :i classifies returns showing farm income by, their nonfarm
adjusted gross income. This classification tends to put full-time farm-
ers, that is, farmers without much Ioitfart hicome, into tile low brack-
ets and tends to isolate in tile upper brackets people who are not ill
farming for a livinir. On this hasis it turns out that even in the bracket
of $5.000 to $10,000 of ionfarm income, farim operations are more
likely to show a los than a profit, and as the nonfarm income goes
higher, the prospective loss as compared to the prospective profit stead-
ilv and dramatically increases. In the nonfarn income bracket of

1O,00() to $1 million, onlv about ou out of seven returns with farm
income shows at net profit. Moreover, aggregate losses exceed of.gregate
profits by more than. 30 to I in this income bracket. These data are
particuiliarly striking evidence that people with appreciable notfarm
incomes arrlttnge their affairs to show net "losses" ont farm operations.
Since these people can be assumed to have some financial acumen, the
preponderance of "losses" make it clear that they are "tax losses" which
arise from the generous accounting rules which permit currentt tax
deductions for increases in inventory and for capital improvements ill
land.(7onhIsion.-These data clearly demonstrate the scope and serious-
ness of the problem. The fact is that our tax laws have spawned
artificial "tax losses" and have distorted the farm economy.

THE PROPOSAL.

The essence of the proposal is to deny high-britcket, part-timne
farmers the ability to use the generous farm accounting rules to
reduce taxes on their nonfarm income. They would, in effect, be
treated as if their farm operations were carried on apart from their
other activities and, thus, they would have tile same tax treatment
with regard to their farms as farmers without substantial nonfalrl
income.

On the other hand, in order not to treat real economic losses from
farming less favorably than losse% sustained in nonfarming busi-
nesses, these limitatiois would not apply if the taxpayer elects to
forgo the special farm accounting rules described above. Instead, the
following accounting rules, which are applicable to business gener-
ally-and indeed to farm accounting itself apart from taxation-
would be applicable to insure that tax losses are real and not simply
lthe result of accounting distortions. To fall inder this alternative, a
taxpayer (whether individual or corponte) must elect to-
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(a) Compute gross income front farming by use of an inven-
tory inethod of accounting where inventories are a significant
factor in reflecting income, and

(b) Capitalize all capital expenditures including development
costs incurred prior to the time when the productive stage is
reached in farm operations.

If it taxpayer does not make siich an election, then, tnder the pro-
psal, lie may not. deduct, in any one year more than $15,000 of it
farm loss against income from sources other tihani farming. The first,
$15,00 of loss is allowed in order to exclude from the proposal bona
tide farmers who may have to sulpplenent their income with part-
tielil employment or with ellployllent during the off season. If it
taxpayer has more than $1t5,(X) of nonfarm income, his primary
source of livelihood is not likely to he his farming efforts, and, thus,
he is not, the type of farmer for whon the special accounting rules
were devised.

Congress has in the past recognized that the special accounting
rules should not be available to produce unlimited tax benefits. The
provisions which now allow it farmer to deduct. euirrently certain soil
and water conservation expenses and certain expenses for clearing
land, although they are capital expenditures, limit the deduction in
each case to a specified percentage of farm income. This proposal
would not permit these and the other special benefits to be pyrmunided
to provide excessive deductions.

A farm loss would be defined generally as the difference between the
total of a taxpayer's farIt expenses and his farm income. Farm income
would include only the one-half of farm capital gains that is included
in adjusted gross income. If the difference between expenses alld in-
come excIeds $1,0MR0, only the fits-t $15,00) of the loss would be dedtlc-
ible in the current year. The disallowed portion would first be reduced
by the excluded one-half of farm capital ains. Thereafter, any bal-
an(e could be c'arriedl forward or ha ard as it deduct ion against net
farm income of other years to avoid imposing hardships Where the
taxpayer incurs a large isolated loss in one year.

Certain deductible items may be disregarded in conputilng a farm
loss and thereby allowed without regard to whether they produce it
loss which exceeds the $1.5,000 limit. The first category includes taxes
and interest, which are generally deductible whether or not. they are
attributable to the caTying on of a trade or busine s. However, an tin-
limited deduction of these items would be in place of, and not iii addi-
tion to, the $15,000 general limitation.

The second category of deductible items that may be disregarded
includes casualty and abanidonment losses and exllses and losses aris-
ing from drought. These items may be deducted in addition to the

basic $15,000 limitation, as they are no in the taxpayer's control, and
disallowance of then might create an undue hard ii) to the taxpayer.
These same expenses and losses are excluded from the operation ofPresent section 270 which disallows loIses incurred in connection with it
lobby operation. ithe third category is losses incurred oi the sale or

other disposition of assets used on the farm. These loses generally
represent real economic losses and not artifleial "tax losses" created by.
the social farin tax accounting rules.

In cases Arhere a farming activity is carried on by a partnership or it
corporation whiih has elected to 'be taxed in a manner similar to it
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l)artnership, the farm! nature of the income and expense would be car.
ried over to the individual partners oi' shareholders who must aggre-
gate them with all of their other farm openttions. The $15,000 limita-
tion would then apply to any loss computed on this aggregate basis
unless each of the entities from which the individual derives farm
income or deductions has made the election described above.

The proposal would not affect the present treatment of preparatory
costs such as clearing bnsh and land, planting trees and vines, drilling
wells and installing irrigation and drainage ditches, which now must
be capitalized.

EFFECT OF PROPOSAL

It is expected that this proposal will affect less than 14,000 individual
tax returns. Present estimates are that it would raise $145 million from
these individuals. About $55 million of this total would be from tax.
pavers having nonfarm income of more than $15,000 and less than
$100,000. The balance, about $90 million, would be from 2,400 individ-
unils all of whom showed nonfarin income of more than $100,000.

Farm operations carried on by corporations usually are not mepa-
rately reported on the corporation tax return. Consequently, data con-
cerning the number of corporations and revenue effect. with respect
thereto are not available.

TABLE I.-PROFIT AND LOSS BY AGl CLASS FOR FARM AND NONFARM BUSINESSES, 1964

[Amounts are in millions of dollars

Business and profession Farm

Net profit Not loss Net profit Not loss
Number Number Number Number

AGl class of returns Amount of returns Amount of returns Amount of returns Amount

Un5~~ . 2,03,74 $4,2 4422S$15 1,364 $1,917 6 $1,220
$1,000 to I ...... 49158 1 62 4 1 ,5 13 6

.000.... 3,69 09 l 384 t 05
to 001 10600. 3703Sosl2 ~~~ 376 :701 165

ibOto $5 000.::.. 47,656 29 4 :52 6
00 toi, 90 i1 "i3i 9 5 4 6

Ovei,0,000 . 30 69 10
Total .. .......... 4.689,491 24,602 903,499 1,609 2,000,249 4,703 1,109,829 2,067

Lou than $0.5 million.
Source: Statistics of Income, Individual Income Tax Returns, 1964.

TABLE 2.-SAMPLE OF INDIVIDUAL RETURNS WITH FARM NET LOSS GREATER THAN $25,000,' 1964

lIn thousands of dollars

Field crop farms-Size of loss Livestock firms-Size of loss
$100 and $100 and

Nonfarm AGI $5 to $50 $5o to $100 over $S to $50 5 to $100 over

0 under $2,000 ..................... 0 0 0 0 0 0
20000 to S 0,0............... 3 0 0 2 0 0
0CO to;I 2 0 7016 0

0,o00 to ,006.......1041. to 4 19
o,000to n :0t .............. It 4 63 14 4

001 09 1 1 22

um ov.... ....... t 0 367 190 77Irand total . . ......... . ..................... 634

'In 1964 field crop farming was the primary activity on 1,154,913 schedules F and livestock farming the primary activity
on 1,587,786 schedules F.



TABLE 3.--FARM PROFIT AND LOSS ON INDIVIDUAL RETUM WITH POSITIVE AWS BY NOIFARM AAIUSTED GROSS INCOME, 1964

Nsmber of Exuss of 1m 0
retrsov n aNmber of Fam m rolt Numer of Fam ut "os

with fam fts aarmt-t u AZWe W frm Aaspft with farm AWrM.
Noofarm AGI (in touaeds a dollars) or (lebmds) AvWpont o s A ime los (I Anap

0t .5s . ---- ---- - - - - - - -- -- - - - -- - - -
Sto 10 -----------------------------------. - ...........
10 0225 ------------------------------------ ...........
2 5to50 ...................................... ........50m fa O0 -----------------------------------------------
1t .0 0 1. ......................
Over 1A0.........................

1,775037 $2,664,166 $1,501 1,271.508 $3,111,816
65128 -265,160 -423 213.952 35461
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V-D. CORRECTION OF ABUSES OF FARM TAX RULES BY
NONFARMERS

TEcuiNICAL EXPiANATrION

The essence of the proposal is to deny high-bracket part-time farm-
ers the ability to use without limit the special farm accounting rules
to reduce taxes on their nonfarm income.

1. TO WHOM APPLICOALE

The farm tax loss abuse giving rise to this proposal occurs because
of the special tax accounting rules available only to farm operations.
Under these rules, even in those cases where inventories are a material
factor, farmers are permitted to use the cash accounting method and
ignore their yearend inventories of crops, cattle, etc. This has resulted
in an inaccurate reflection of their annual income since expenditures
are fully deducted in the year incurred, notwithstanding the fact that
the assets produced by those expenditures (inventories) are not sold,
and the income not reported, until a later year. Moreover, farmers are
permitted to deduct some admittedly capital costs as they are incurred
rather than to recoup them over fie useful life of the asset or on its
sale. This again results in a mismatching of the timing and the tax
effect of the income and expenses.

The proposal would apply only to those taxpayers who actually use
these special tax accounting rules. It would not, on the other hand,
apply to a taxpayer who-

(a) Computes gross income from farming by means of an in-
ventory method of accounting, and

(b) Elects to capitalize all expenses of farming as to which
the taxpayer presently has an option, whether conferred by sta-
tute or regulations, to deduct or to capitalize.'

An election to adopt these accounting rules would be made on the
tax return for the first year for which the election is to apply. The elec-
tion would not affect expenses for prior taxable years. For example,
when an inventory is established at the end of the fist year for which
the election is effective, it will include only the expense. for that year
attributable to the inventory on hand at year's end even though there
may have been costs attributable to such inventory which were de-
ducted in prior years. Thus, there will be no need for special transition
rules.

2. THE GENERAL RULE

Under the general rule of the proposal, for a taxpayer who continues
to use the special farm accounting rules, the amount t of "expenses of
farming" which may be deducted in a taxable year would generally be
limited to an amount equal to (A) the "income from farming" for that

I There are many expenses as to which a taxpayer now has such an option. e.g.. soil antl
water conservation expenditures, expenditures for fertilizer. expenditures for clearing land
secss. 175, 180, and 182 of the Internal Revenue Code, res1etively) ani costs associated
with the raising of assets for use on the farm such as the cost of feed and other costs
incurred in raising a breeding herd (it not inventoried) or such as the cost of irrigation,
fertlizer. spraying, prunin and cultivation associated with orchards, groves, and vne
yards before they produce income.
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year, phs (B) $15,000.2 The effect of this rule is, thus, to limit to
$15,000 the amount of farm loss that may be deducted in any one year
against income from sources other tlan farming. However, as ex-
plained in more detail later, certain deductions would be allowed even
if the effect, is to allow a deductible loss of more than $15,000.

The limitation on the deductibility of farm losses would be applied
no matter what the organizational form of the farming activity. Thus
it would apply to individual as well as corporate taxpayers.

3. INCOME FROM FARMING

"Income from farming" is defined to biclude all gross income from
farming activities except that, if the taxpayer has gain from the sale
or farm assets which is treated as long-term capital gain under section
1231 of the code, only one-half of the gain is treated as income from
farming because only one-half of such gain is subject to tax.

4. EXPENSES OF FARMING

The term "expenses of farming" is defined generally as all items
allowable as deductions in connection with the carrying on of the trade.
of business of farming. Three categories of expenses are excluded,
however, from the definition of "expenses of farming" so as to allow
them. without regard to whether they produce a loss which exceeds the
$15,000 limit.The flst category includes taxes and interest. which are generally
deductible whether or not they are attributable to the carrying on of a
trade or business. However, an unlimited deduction of these items
would be in place of, and not in addition to, the $15,000 general
limitation.

The second category of deductible items that may be disregarded in-
cludes casualty and abandonment losses and expenses and losses aris-
ing from drought. These items may be deducted in addition to the
basic $15,000 limitation, as they are not in the taxpayer's control, and
disallowance of then might create an undue liardship to the taxpayer.
These same expenses and losses are excluded from the operation of
present section 270 which disallows losses incurred in connection with a
hobby operation. The third category is losses incurred on the sale or
other disposition of assets used oil the farm. These losses generally
represent real economic losses and not artificial tax losses created by
the special farm tax accounting rules.

5. PARTNERSHIP8 AND SUBCIIAPTER 5 CORPORATIONS

Partnerships and subchapter S corporations (i.e., corporations
which have elected to be taxed similarly to a partnership) would
be treated as conduits and the farm income and expenses of each
would be attributed to the partners and shareholders for purposes
of applying the farm loss provisions. In the case of a subchapter S
corporation, each shareholder during the year would be required to
take into account his pro rata share of the corporation's farm income

I In the case of a married couple filing separate returns, each spouse would have a sep.
arate limit of $7,500.

334-0910 - 69 - p1. 2 - 4
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and expense, computed in accord with the principles already estab.
wished in section 1374 for computing pm rata shares of net operating
losses for subchapter S corporations. Thus, a 10-percent MiAnreholder
who owned his stock for 180 days out of a 365.day calendar year
would take into account 10 percent of each item of farm income or
expense multiplied by the fraction of which 180 is the numerator
and 365 is the denominator.

An individual must, in applying the $15,000 limit, aggregate all
his farm income and expenses, including those attrilbuted to him as a
partner or a stockholder in a subehapter S corporation. The $15,000
limitation will then apply to any loss computed on this aggregate
basis unless he and each o the partnershils or suhchapter S corpora.
tions from which he derives farm income or deductions has elected
to forego the special farm accounting rules.

6. CARRYItACK AND CARRYOVER OF TNURIED DRODTCTONS

Farm deductions disallowed by reason of this proposal may be
carried back 3 years and forward 5 years and deducted against any
net farm income for those years.

The amount which may be carried to other years must be reduced.
however, by an amount equal to the one-half of net long-term capital
gains front farming which has been deducted for the taxable year
under section 1202 of the Tnternal Revenue Code. This provision is
patterned after the normal loss carryover provision of section 172
which requires that, in computing tie loss carryover or carryback,
the net operating loss for a year must. be reduced by the section 1202
deduction for that year.

7. EXAMPLE

The operation of this proposal may be illustrated by a taxpayer who
utilizes the cash basis method of accounting and doeq not inventory
or capitalize the expenses of raising a breeding herd. His income from
the sale of farm products is $100,000. Ile also realizes a $300,000
long-term capital main from the sale of breeding cattle. His farm
expenses total $400,000 and include local property taxes of $30,000
and interest charges of $50,000. Thus, his farm operations for the year
have broken even from an economic standpoint, Under present law,
his taxable income from farming would be computed as follows as.
suming that he has a substantial amount of nonfarm income:

Long-term
capital gain Ordinary

irme income

Sale o farm products ....................................................................... $100,000
Sale of cattle............................................................. $300,000 ................

Total income ......................................................... 300,000 100.000
Deductions attributable to the farming operation ................................ 0 400,000

Ta................................................................ 300.00 (80000)
Less deduction for 4 capital gains ........................................... . 0
In me or Ios from rsm operation ........................................... 150.000 (300,00)



At present, the ordinary loss ($300,000) could be deducted against
the ordinary income realized from other activities, while the capital
gain ($150,000) would result in at tax of no more than $75,000.

Under the proposal, the $300,000 ordinary loss would not be fully
deductible. Rather, the deductible "expenses of farming" (the farm
deductions shown above less taxes and interest) could not exceed "in-
come from farming" plus the anoulnt of taxes and interest (since they
exceed the general-$15,000 lnitntion). Thus, the first step in deter-
mining the amount of deductible "farm loss" is to ascertain "income
from farming." It is:
Income from sale of farm products ---------------------------- $100,000
Plus one-half of net farm capital gain -------------------- 10, 000
Income from farming -------------------------------- 250,000

"Expenses of farming" are:
Deductions attributable to the farming operation -------------- $400,000
Less taxes ----------------------------------- ------------ 80,000
Less interest ----------------------- ---------------------- 0,000

"E!xpenses of farming" --------------- ,-- ----------- 0---------30
I in eases where casualty losses are partially compensated by Insurance so that they fall

under see. 1231 and offset tarm capital gan. appropriate adjustments will be made to
assure that the full amount of the casualty Will be deductahle.

While the "expenses of farming" are $320,000, they are allowable
only to the extent of "income from farming" of $250,000. In addition,
the $80,000 of taxes and interest is allowable.

Thus, under the proposal, the taxpayer would report:

Sale of farm products ............................................................... ...... s$10,000
Sale o .............................................................. $ 0,0 ................

Total Income ......................................................... 300,000LOU allowable "expanses of farming .........................................................
Les taxes ................................................................................
Lass Interest ...............................................................................

Total ................................................................ 300.000 (230,000)
Las. deduction for 4 of capital gains .........................................................
Income or loss from framing operation ......................................... 150,000 (230,000)

The amount of unused farm expense deductions which could be car-
ried back or over and deducted against net farm income of other years
(if any) is computed as follows:
"Expenses of farming" as computed above ----------------------- $30,000
Less allowable "expenses of farming" 0-----------------25000
Unused "expenses of farming" --------------------------- 70,000
Less excluded one-half of farm capital gain ------------------ 150,000
Amount to be carried to other years --------------------------- 0

8. E O'1MM VB DATI

The proposal would apply to taxable years commencing after De-
cember 81, 1969.
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V-E. TAXATION OF MULTIPLE TRUSTS AND
ACCMUIATED INCOMlE IN TRUSTS

GNzAm!. EXPLANATiON

1. PRESENT LAW

One premise of our present tax system is a progressive rate scale.
This progressive system is abused wlhen taxpayers create additional
entities for the pur ose of s reading income aiong several taxpayers,
thereby lowering tile overall tax rate. One uiarked abuse is the erea-
tion of trusts to accuntulate income ait low rates to distribute that
income with little or no additional tax even where the beneficiary is
in a high tax bracket.

This abuse comes about because under rsent law if a persoll cre-
ates a trust and does not retain certain controls over the trust propertyT,
he is not taxed on the income of the trust. Rather, the trust itself is
taxed unless the income is currently distributed or required to be dis.
tributed to tle trust's beneficiaries. Tius, tile tax oil come accumu-
lated by the trust is paid by the trust, a separate taxpayer with its own
exemptions, deductions, and rate of tax. If the income is distributed to
the beneficiaries they are taxed, but the amount of taxable income may
not exceed distributable net income of the trust.'

Exanvple A
X creates it trust and eontrilmtes $50,0(X) to it. Under tile terms of

the trust instrument, the income of the trust is to be distributed each
year to X's son Y. Assume that the $50,)(H) is invested in 7 percent cor-
porate bonds which return $3,504) in interest in'ole annually. The
trust incurs expenses of $10) per year allocable to the production of the
income. When the net income of the trust ($3,400) is distributed to
Y, Y pays tax on that amount att his partiular rate. If Y's taxable
income is $10,000 for the year without regard to the $3,400, lie will
have to pay a tax of $1,144 on the distribtuion of the trust's net income
to him (assuming Y files a separate return)."

Now assume ftlat instead of current distributions to Y, under the
terms of tile trust instrument. the income i. to be accumulated for A
years and then distributed to Y. Assune, as above, that the trust earns
$3,500 income annually and has $10o of expenses allocable to the pro-
(motion of income. Since the income is accumulated ald not distributed
currently to Y, the tax is )aid by the trust. In addition to a deduction
for the $10(0 of expenses, the rust is also allowed a personal exemption
of $100. The tax due from the trust on the $P3,300 annually would be
$557-$587 less than the tax (lue if the income had been distributed
currently to Y (and Ipresulnably even a still lesser amount than if X
had paid tax on the income himself). Thus, by the use of the trust to ac-
cumulate income the tax has been reduced to approximately 50 per-
cent of that which would have been (lue if tile income had been distrib-
uted currently to Y.

A Basically, distributable net Income is the taxable Income of the trust, excluding capital
gains (and looms) to the extent that the capital gains are allocated to the corpus of thI,
trust and are not paid, credited, or required to be distributed currently to the beneficiaries'.

2 Does not include 10 percent surchrg,.
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At. the endl of the 5 years, the trust. will have accumulated $14,215
(annual net income of $3 400 less taxes of $557 per year leaving $1, 643
times 5 years) which will be distributed to Y. Failure to tax Y on this
distribution of the prior accumulations would invite tax avoidance of
the worst sort,; if the beneficiary were in a higher bracket than the
trust, the lower marginal tax rate of the trust could be substituted for
the higher marginal tax rate of the beneficiary simply by accumulat-
ing the income fori a year before distributing it. On the other hand,
taxing the entire amount to Y in the year of distribution could result
in a very high tax because several years' income would fall into a single
year and hear a higher rate than if it. had been distributed annually.

Present law attemnpts to solve the problem with a special rule
known as the "throwback rule." In substance, the throwback rule
provides that the excess of an "accumulation distribution" over dis-
ributable net income for the current year is taken back through

the 5 preceding years and treated as a distribution of the preceding
years to the extent oil the trust's undistributed net income, that is,
its "unused" distributable net income for those preceding years. The
character of the items making up the distribution is determined by
the composition of the distributable net income for the year to which
attributed. Thus, to the extent that the distributions would have been
included in the beneficiary's income for each preceding year had
they been distributed in the preceding years, they are included in
the beneficiary's income of the current year. In addition, the bene-
ficiary is regarded as having received the tax paid by the trust, and
the beneficiary is given credit for taxes paid by the trust on the
accumulated distributions. The beneficiary's tax for the year of receipt
however, is not to exceed what the beneficiary would lave paid had
the amounts been distributed when earned. This throwback process
is limited, however, to the 5 years preceding the year of distribution.
Thus, any part of the distribution attributed to years earlier than
the fifth preceding year is received tax free by the beneficiary.

There are several significant exceptions to the throwback rule.
Where the rule does not apply because of one of the exceptions, the
beneficiary receives the accumulation distribution without paying tax.
The exceptions are-

(f)A distribution of income which was accumulated prior to
the beneficiary's attaining the age of 21;

(2) A distribution of accumulated income to a beneficiary to
meet his "emergency needs";

t3  A distribution of accumulated come which is a final dis.
tri ution and which is made more than 9 years after the last
transfer to the trust;

(4) A distribution of accumulated income not in excess of
$2,000;

(5) Certain gifts of specific suims of properties paid in not
more than three installments; and

(6) Certain periodic mandatory distributions under trusts
created prior to 1954.

The 5-year limitation on the throwback rule and the numerous
exceptions seriously erode the basic principle thnt t benefleiary who
receives income from property should pay tax on that income at te
same rate as he pays on his other income. A few examples will show
hou trusts can be used today to avoid this taxation.
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Ewa-mplo (1)
X creates a trust in 1966 and contributes $i0,000 to the trust which is

invested in 7-percent corporatee bonds returning $3,500 in intert st an-nutly. As we saow in example A above, if the income were distributed
currently to it beneficiary with $10,000 of other income, the beneflciary
would pay tax of $1,144 annually, aslunimtg he files a seJparate return.

Assume, however, that X directs the trust to accumulate tle incomte
for 10 years to distribute all of tile accumulated income to Y and then
to terminate and return the bonds to X. As we saw in example A above,
tile trust would pay a tax of $557 on the $3,500 of income each year. Ott
the end of year 10, when the income is distributed to Y, tile trust will
have paid $5,013 in tax on the aceumulations. When Y receives the
funds, he need pay no further tax on the accumulated Income since the
distribution is a final distribution made more than 9 years after the
last transfer in trust. Assuming Y still has other income of $10,000 a
year, he will pay tax of $1,144 on the current distribution of the last
year s income. The total taxes paid, therefore, if the income is accumu-
lated and distributed after 10 years is $6,157 compared to $11,440 if
the income had been distributed currently-a saving of $5,283 despite
the fact that the ultimate beneficiary is the same in both cases.' The
problem is aggravated if the beneficiary is X's wife. Assuming that X
and his wife file joint returns and that X's other income is $52,000
annually, tile tax saving resulting from accumulation rather than cur-
rent distribution will approach $12,000 despite the fact that the income
is returned to the family unit of which X, presumably, is the head.
Furthermore, since it was assumed that X and Y filed joint returns, the
income would have been taxed directly to tile donor X under the joint
return upon its current distribution to Y.

Ewarnpke (9)
A trust has $2,000 of income in 1966; the trust accumulates the $2,000.

In 1967, the trust has $4,000 of income. It then distributes $6.000 that
is, ita $4,000 income for 1967 and the $2,000 accumulation. The bene-
ticiary will pay tax on the current distribution of $4,000 but will pay
no tax at all on the accumulation distribution since it was not in excess
of $2,000. Assumihgr the trust had expenses of $100 attributable to the
accumulation, it will have paid taxes of $276 on the accumulation. As.-
suming the beneficiary filed a separatte return and had $28,000 of other
income, he would have paid taxes of $1,007 if the income that was ac-
cumulated had been currently distributed. In other words, the taxes
paid if the 1966 income is accumulated are less than 30 percent of the
taxes paid if the income is currently distributed. Furthermore, the
accumulation distribution may be made on the first day of the trust's
taxable year following the year of accumulation with the result that
the beneficiary need not wait a full extra year to achieve this large tax
saving.

Accumulation distributions to a beneficiary who has not attained the
age of 21 or to a beneficiary for "emergency needs" and gifts of specific

'The computatlons assume that income tax rates will remain constant. Furthermore. any
reinvestment of earned Income Is disregarded.
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property paid in not more than three installments likewise result in
unwarranted tax savings. The beneficiaries pay no tax on such distribu-
tions, again with the result that the lower marginal tax rate of the trust
is substituted for the higher marginal tax rate of the beneficiary.

These, Abuses are seriously o)mpouile(l by the use of multiple trusts
(ue to the multiplication of exceptions to the throwback rule. The
creation of multiple entities will also serve to increase the number of
$1(X) exemptions allowed to each trust, and to reduce the marginal tax
rate paid by the trust oil the trust income. The abuses are further com-
pounded bi, multiple trusts for the sane belleflciary (assuming that
the imultiplo trusts are so structured as to be considered as separate
t rusts and not parts of a single trust).

Another particularly egregious example of the use of a trust for
purposes of decreasing taxes is the trust created by one spouse for the
benefit of the other spouse. It was seen in Example (1) above how such
a trust compounded the abuse in the case of the "final distribution"
exception to the throwback rule. The capacity for abuse exists, how.
ever, apart, from any exception to the throwback rule. For example, a
husband creates a trust with his wife being-entitled to the income
from the trust. If the trust has annual income of $5,000 which is ac-
cumulated, eud expenses of $400, the trust will pay tax of $800 annu-
ally. If the income were not accumulated and the husband and wife
had income of $70,000 and filed joint returns, they would pay tax of
$2,668 annually on the trust income-more than three times the tax
9 )aid if the income were accumulated in the trust. Even if the throw-

ack rule operates to tax the wife upon receipt of the accumulations,
the family will have had the benefit of accumulation at low rates and
consequent savings from the postponement of tax. And, as has been
seen, the numerous exceptions to the throwback rule and its restric-
tion to the past 5 years create the distinct possibility that the wife
will pay little or no tax on the receipt of the distributions.

Ir. PROPOSAL

As previously explained, the tax system should not permit the crea-
tion of additional taxpayers in order to avoid the impact of the pro-
gressive rate structure. "Recent. cases and reports from the Internal
Revenue Service indicate that individual taxpayers have set up over
100 substantially identical trusts for the sole purpose of avoiding in-
come taxes. Although such devices are of doubtful validity under
present law, any uncertainty should be removed by specifically denying
the sought-after benefits to this flagrant abuse. The guiding principle
of trust taxation, therefore, should be to tax a beneficiary wiho receives
income from trust property at. the same rate as he pays on his other
income. The proposal is designed to effectuate this principle.

Under the proposal, the 5-year throwback would be converted to an
unlimited throwback and the exceptions eliminated. To avoid burden-
some record keeping and to provide simplification the proposal pro-
vides for the computation of the unlimited throwbacks by a new short
method. Basically this is done by an averaging device, the mechanics
of which are as follows:
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(1) An average annual income is computed by dividing the total
accumulated income distributed by the number o;f preceding taxable
years of the trust friun which th e distribution was deemed to have
been made.

(2) An average annual tax increase is then computed by adding
the average annual income (as computed in step (1)) to the bene-
ficiary's income for the present taxable year and the 2 preceding
taxable years: recomputing the beneficiarys tax for those years taking
into account the added income; adding tile increases in tax for those
years together; and dividin by three.

(3) This average annualincrease in tax is then multiplied by the
number of preceding taxable years of the trust from which the dis-
tribution was deemed to have'been made. This amount is the limita-
tion of the beneflciarv's tax liability: that is, tile beneficiary must
pay tax on the total distribution in the present taxable year but innot more than the amount determined by this averaging device. The
limitation is before the application of any allowable credit for taxes
paid by the trust. Special rules would cover the situation where the
number of years from which the distribution has been made is fewer
than three, where the beneficiary is not alive on the last day of the
taxable year, and where the beneficiary has no preceding taxable year.

The ploposal also provides a solution to the problem of the trust.
created by one spouse for the benefit of the other spouse. In such a,
case, all the income of the trust which may be used for the benefit
of tile beneficiary spouse is taxed to the spouse who created the trust
as the income is earned. Special rules will be provided to determine
when and to what extent a trust is created for the benefit of a spouse.
This proposal effectuates the concept that a husband and wife should
be treated as one economic unit.

The rules for husband-wife trusts reach the problem of accumula-
tion at low rates directly since the income of the trust is taxed cur-
rently even if not distributed. Insofar as it deals with trusts between
parties other than husband and wife, the proposal does not specifically
prevent using a number of trusts to accumulate income at low rates.
Abuses in this area will have to be corrected by judicial determina-
tion. For example, numerous substantially identical trusts may be
held to be one trust for tax purposes thereby limiting the trusts to
one $100 exemption and presumably increasing the marginal rate of
tax. The proposal will insure, however, that when the accumulated
income is distributed to the beneficiary, whether the several trusts are
considered as multiple trusts or parts of one trust, the accumulated
income will be taxed substantially as it would have been if distributed
currently to the beneficiary.

The proposal will apply to all trusts, whenever created, but only
with respect to distributions made after the date of enactment of the
proposal.

It. REVENUE VIPFCT

It is estimated that this proposal will increase annual revenues
by $70 million.
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V-E. TAXATION OF MULTIPLE TRUSTS AND
ACCUMULATED INCOME IN TRUSTS

TECJINICAL EXPLiANATION

T. GENERAL BACKGROUND

Our present tax system is premised on a progressive rate scale which
increases the percentage of income paid in taxes as income increases.
When taxpayers create additional entities for the purpose of spreading
income anong several taxpayers thereby lowering the overall tax rate,
this progressive system is abused. One marked abuse is the creation of
trusts to accumulate income at relatively low rates and to distribute
that income with little or no additional tax even when the beneficiary
is in a high tax bracket.

This abuse conies about because under present law, if a person creates
a trust and does not retain certain controls over the trust property, he
is not taxed on the income of the trust. Rather, the trust itself is taxed
unless the income is currently distributed or required to be distributed
to the trust's beneficiaries. Thus, the tax on income accumulated by the
trust is paid by the trust, a separate taxpayer with its own exemptions,
deductions, and rate of tax. If the income is distributed to the bene.
flciaries, they are taxed, but the amount of taxable income may not
exceed the distributable net income of the trust.

Present law attempts to solve the problem with a special rule known
as the throwback rule. In substance, the throwback rule provides that
the excess of an "accumulation distribution" over distributable net in-
come for the current year (generally taxable income less capital gains
not required to be paid out or not paid out to beneficiaries) is taken
hack through the 5 preceding years and treated as a distribution of the
preceding years to the extent of the trust's undistributed net income;
that is, its "unused" distributable net income for those preceding years.
The character of the items making up the distribution is determined by
the composition of the distributable net income for the year to which
attributed. Thus, to the extent that the distributions would have been
included in the beneficiary's income for each preceding year had they
been distributed in the preceding years, they are included in the bene-
flciary's income of the current year. In edition, the beneficiary is
regarded as having received and paid to the Federal Government the
taxes paid by the trust on the accumulated distributions. The bene-
ciary's tax for the year of receipt, however, is not to exceed what the
beneficiary would have paid had the amounts been distributed when
earned. This throwback process is limited, however, to the 5 years
preceding the year of distribution. Thus, any part of the distribution
attributed to years early than the fifth preceding year is received tax
free by the beneficiary.

In addition to the time limitation, there are several exceptions to
the throwback rule. If the accumulation distribution falls within
one of the exceptions, the beneficiary receives it tax free, and the
general purpose of the rule is frustrated. The exceptions are--

(1) a distribution of income which was accumulated prior to
the beneficiary's attaining the age of 21;

(2) a distribution of accumulated income to a beneficiary to
meet. his "emergency needs";
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(3) a distribution of accumulated income which is a final dis-
tribution and which is made more than 9 years after the last
transfer to the trust:

(4) a distribute ion of acunmulated income not in excess of $2,000:
(5) certain gifts of specific sums of properties paid in not more

than three installments; and
(6) certain periodic mandatory distributions under trusts cre-

ated prior to 1954.
II. TH PRIOtPVOSAI

The proposal would apply to any trust which has accumulated in-
come. Such trusts would, however, fall into one of two categories,
namely, (1) trusts created by one spouse for the benefit of the other
spouse, and (2) all other trusts which accumulate income.
(a) T e tr st for a spoiwe

In a case where a spouse creates a trust for the benefit of the other
spouse, all the income of the trust which may be used for the benefit
of the beneflciarv spouse is taxed to the spouse who created the truqt as
the income is earned. Special rules will be provided to determine when
and to what extent a trust is created for the benefit of a spouse. This
proposal effectuates the concept. that a husband and wife should be
treated as one economic unit.

A'rample.-A husband creates a trust and contributes $50,000 in 7-
percent bonds to the trust. The income is to be accumulated for 3 years
and then distributed to his wife. The interest income of $.,500 will
be added to husband's other income and taxed at the husband's mar-
ginal tax rate,
(b) Other trust accumulathkg income

For other trusts, the proposal does two things. It would eliminate
the exceptions to the present throwback rule. It would also convert the
5-year throwback to an unlimited throwback. To avoid burdensome
recordkeeping and to provide simlification, the proposal provides
for the computation of the unlimited throwback by a new, short
method. Basically, this is done by an averaging device, the mechanics
of which are as follows:

(1) An average annual income is computed by dividing the total
accumulated income distributed by the number of )receding taxable
years of the trust from which the distribution was deemed to have been
made.

(2) An average annual tax increase is then computed by adding the
average annual income (as computed in step (1)) to the beneficiary's
income for the present taxable year and the two preceding taxable
years; recomputing the beneficiary's tax for those years taking into
account the added income; adding the increases in tax for those years
together; and dividing by 3.

(8) This average annual increase in tax is then multiplied by the
number of preceding taxable years of the trust from which the distri-
bution. was deemed to have been made. This amount is the limitation
of the beneficiary's tax liability, i.e., the beneficiary must pay tax on
the total distribution in the present taxable year buit in not more than
the amount determined by this averaging device. The limitation is
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before tile application of any allowable credit for taxes paid by the
trust. Special rules would over the situation where the number of
years from which the distribution has been made is fewer than 8, where
tio henefleiary is not, alive on the last day of the taxable year, and
where the beneficiary has no preceding taxable year.

Eaimph.-X creates a trust. which is to accumulate its income and
pay the income to Y when Y reaches 80; Y is now 19. Over the 11
years of the trust, the trust earned $1,200 of income annually and had
expenses each year of $100 allocable to the production of income. The
trust paid tax of $1,450 on the accumulated income. When Y reaches
30, the $9,550 of accumulated income after taxes and the $1,100 of cur-
rent net income is distributed to Y. Y iW treated as having received an
accumulation distribution of $11,M) (tObe taxes paid by the trust are
(leedled to have been distributed to " , !' ine-m,, of the current year
is taxed directly to Y. The comipultaion ",'2ld be as follows:
$11,000 (accumulation distributioO .u . d.. by 10 (number of
veals out of which distribution was made) equals $1,100. The
1,100 is added to the present year's an, preceding 2 years' taxable
income and the increases in tax due to the additional $1,100 in each
year are computed. Assume the $1,100 produces increases as follows:
Present year ------------------------------------------ $350
Last year ----------------------------------- 00
2 years ago ---------------------------------- 250

Total ------------------------------------- 00
$900 (total additional tax) divided by 8 equals $300 (average

annual increase in tax).
$300 (average annual increase in tax) times 10 equals $3,000.

Three thousand dollars is the limit of tax which Y must pay on the
accumulation distribution. Y is also entitled to a credit for taxes paid
by the trust with respect. to the adiinitlation distribution, i.e., $1,450.
The amount of tax currently to be paid cannot therefore exceed $1,550.

Where multiple trusts have been created for the same taxpayer,
distributions from each trust would simply be put through the proce-
dure just outlined. Thus, if in the exainple above, there had been two
trusts, each having the characteristics of the trust above, the addi-
tional income added to the current and each of the two preceding years
would have been $2,200. Assume that this $2,200 produced the follow-
ing increases:
Present year------------------------------------$800
Last year -------------------------------------- 700
2 years ago ---------------------------------- 00

Total --------------------------------- 2,100
This $2,100 tax increase would be divided by 8 to give an annual

average increase of $700. The limit on taxes for the 10-year period
would be $7,000. Since Ys credit for taxes paid by the trusts would
he $2,900, the amount of current tax cannot exceed $4,100.

I. EFFECTIVE DATE

The proposal will apply to all trusts, whenever created, but only
with respect to distributions made after the date of enactment of the
proposal.
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V-F. MAXMITM TNDTVIDtAT, INCOME TAX

RN(.n. I, EXPLANATION

BACKOROUND

As part of a. )rOgl for achieving tax fairness Ilnillg hlgher in-
colloe individuals, it it 1a I1)l)'Iilte to v)lisider not only those who t)ioy
too little tax in relation to others, but also those whro pay too mulch
tax. The former group consists of individuals whose imworue inlehhes
substantial amounts of exempt income. A m11inImumhIII tax has been pro-
posed for theiull lnder ia rate schedule that, could r'ais their etleetive
rate of tax oil true income lip to nearly . ") pemeent.

The latter group (onists of individuals who enjoy few, if alll,.tax
l)references.

For example, of those with adjusted gross income of $500,000 or
more, about. 29 percent will ]my-after the other reforms included in
the progran-more than 50 percent of their true incomes ill tax.' This
tax burden is high in relation to what others in their income class pay
or are being asked to pay under tile reform program.

PROPOSAL

As a component of an overall program to imove the equity of the
income tax at tile higher brackets, it is proposed that no individual be
required to lmY more than one-half of his total income (including
presently taxable income phis the major sources of exempt income)
in incomeltux to the Federal Government. This would be accomplished
through the introduction of an optional, alternative maxinmm tax.

"Total income," for this purpose, would include fie items of exempt.
income which would be included in the minimum tax base; that is, tax-
exempt interest, the excluded portion of capital gains, the amount of
percentage depletion claimed after the cost of the property has been
recovered, and the appreciation of property contributed to charity and
claimed as a tax deduction. In addition, the maximum tax base would
include the value-of any stock options exercised during the year (i.e.,
the difference between the value of the stock at. tile time the option
is exercised and the option price). Stock options represent a major com-
ponent of executive compensation which-although eventually taxable
when the stock is sold-should nevertheless he included in the year in
Which exercised to obtain a realistic measure of the relationship be-
tween an individual's total income and his tax payments and thereby
the appropriateness of applying the maximum ceiling.

The appropriateness of thle maximum tax propsal is dirctly related
to the proposal to include in the income tax base. the apprecit tmol in as-
sets -transferred at death or by gift. The adoption of at maxinum Ntx
provision without this other important reform would result in tax re-
ductions for individuals who in reality have substantial exempt income
represented by the untaxed appreciation in their investment and other
assets.

1See table 2 aceompanling the general explanation of the minimum tax.
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Effeci ve date,
It would he appropriate to implement the maximum tax only when

the currentt temporary need for higher taxes has expired. Thus, it is
proposed that the maximum -tax not go Into effect until the expiration
of tile 10-percent tax surcharge.
E'fect of .vini inn tax

Tie maximum tax would provide tax reductions for approximately
12,000 taxpayers it, lf etSittted utual revenue cost of $'205 million
based on 1909 income levels. The details of the effect of the maximum
tax ire set forth in table 1.

Moreover, the combination of the m.ntmum iand maximum taxes
would substantially reduce the disparity in effective tax rates for those
in the higher income, brackets. For examl)le, under the full program in.
eluding tie minimn and maximum tax, the true effective tax rates for
over 9 out of 10 of those individuals with adjusted gross incomes
over $500,000 will fall wit hill the range of 30 to 50 percent. Without the
minimum mnd maximum taxes, it. would be necessary to extend the
range to cover effetive tax rates from 25 percent to almost 70 percent
before nine out of 10 of the individuals in the over $500,000 income
bracket would be included.2

TABLE I.-EFFECT OF MAXIMUM TAX

Number of
rIrns Percent of

withox returns
AGI class (in Tax decrease Percentage decrease with tax Average tax
thousands of dollars) (in millions) tax decrease I (in thousands) decrease decrease

Under 10 ...............................................................................................19to 0 ...............................................................................................
I to 20 ................................................................................................20 to 50 ................................. .. .. m. ... . ... . .i+. ...50 to 50 ................... f K 1.5 0.4 $1,325
100 to 500 ................. 2.0 9.1 12.1 t0 200

500 to 1,000 ................ 40 6. 2 .7 2.9 59,700
1,000 and over .............. 70 7.9 .3 29.0 233,300

Total ............... 205 .3 11.6 () 17,685

Percentage tax decrease for those with a decrease.
Less than Hio of I percenL

Note: Averages computed from unfounded data.

V-F. MAXIMUM INDIVIDUAL INCOME TAX

TEChNICAL EXPtxATION

(a) ,General outllne of tle .ina.xtunt tax.-This proposal would
establish it maximum limitation on the total tax which an individual
would be required to pay with respect to his income for any one year.
Under the maximum taz structure, an individual could elect to pay it
tax equal to 50 percent of his income (computed on an expanded base)
if this tnx is smaller than his regular tax.

(b) Maxim.um, tar base.-Tlhe 50 percent maximum tax effective
rate would be allied to it tax base comluted in the same manner as
the proposed nu.invnw tax taxable bwone with two modifications.

2 See table 2 accompanying the general explanation ot the minimum tax.
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Tie special $10,000 minimum tax standard deduction would not be
available, and the value of any qualified stock Ol)tions exeiised during
the year (i.e., the difference between the value of the stock received
and the option price) would be added to the tax base.

(e) dral iisd/J'fl ta flU 1 (o.-The siuhie typtn of credits wold
be allowed aga inst the iitaXiutln tax as are allowed against the reg-
ular tax, and usually in the same1 a11mlount. However, the limitation
ul)on the investinept ('redit would l)e ecmpted on the basis of the
naxinmun tax lial)ility rather than tile am1o1t of tile regular tax lil..
bility. Moreover, the limitation upon tie foiign tax credit. would be
commuted by multiplying (1) the amount of the maximum tax by (2)
tie ratio of the maxunum tax l)ase which is from sources without the
United States to the total maximum tax chase. Thus$ the amitount of
the foreign tax credit could not exceed 50 percent of the maximum tax
base which is from sources without tie unitedd States.

(d) Nonresident aliens.--in determining the maximum tax, a non-
resident alien's income which is not effectively connected with tie con-
duct. of a U.S. trade or business (and thus taxed at. it flat. 30 percent,
or lower treaty, rate) would be excluded from the tax. Correspond-
ingly, the tax on such income would be treated separately. Thus, an
individual's eligibility for the maximum tax and his ultimate tax
liability on his effectively connected income will not va y according
to the amount of, or the applicability of any preferent.ial treaty rate
to his noneffectively connected income.

(e) Effective dale.--The maximum tax would be applicable after
the expiration of the surcharge but no earlier than for taxable years
beginning after December 31,1969.

V-G. LIBERALIZATION OF THE STANDARD DEDUCTION

GENEPML EXPLANATION

BACKGROUND

Under existing law taxable income is computed by subtracting
a taxpayer's allowable deductions for personal expenses and his
personal exemptions from adjusted gross income. As an alternative
to itemizing his ullowable deductions separately, a taxpayer may elect
to claim a standard deduction equal to 10 percent of his adjusted gross
income up to a maximum of $1,000 ($500 for married persons filing
separately). A minimum standard deduction is also provided.

PROPOSAL

It is recommended (in addition to liberalization of the minimum
standard deduction explained in V-A) that the 10 percent. standard
deduction be increased to 14 percent and the $1,000 ceiling on the
standard deduction be increased to $1,800.

The standard deduction is one of the most important and desirable
features of our tax system combining tax simplification with tax equity.
Under present law it will be used to compute tax liability by 57 percent
of those filing returns in 1969. For these individuals the standard de-
duction vastly simplifies the problems of maintaining records and
computing a number of separate deduction items. Tax liability is,



175

therefore, easily computed. By the same token, the simplicity of the
standard deduction reduces the attidititig proble~sin of the Government,
and in doing so makes an important contribution to the orderly and
inifon operation of the taxing system.

In 1944, shortly after the Congress extended the income tax to the
broad mass of the population (early in World War IT), the deliberate
decision was mllade to reduce the complexity of the income tax system
by adopthg a standard deduction which OiIwol a)l)iy to over 80 percent
oft taxpayers. Two aspects of this decision are noteworthy. First, it
meant that for the gtr.eat masss of taxpayers the recordkeeping and
general complexity of itemized deductions would be avoided. Second
since the limits of the standard deductiotf were fixed at about the level
of typical incomes and typical personal dedltctions in 1044, it meant
flat variations in such personal expenses between otherwise similar
taxpayers would not create different tax burdens. Only personal deduc-
tions over the average would change the tax.

Two things have happened since 1044. In the first place, average
deductions l.ve risen witl higher State and local taxes and greater
homeowne-shij). Further, incomes have risen while the standard de-
duction has continued to apply only to the first $10,000 of income of
it married couple. The result- has been a progressive decline in the rela-
tive use of the standard deduction, as shown in table 1.

TABLE I.-PROPORTION OF INDIVIDUAL TAX RETURNS WITH STANDARD DEDUCTIONS, SELECTED YEARS SINCE
1944 AND ESTIMATED 190 PRESENT LAW

Total number Percent with Percent with
of returns Itemized standard

Year (millions) deductions deductions

1944 ....................................................... 47.1 17.8 82.2
..................................................... . 20.81 ..................................................... 61.3 5

193.t..).................................
196(eslmaed................... .... 8 43.0 7.0

It should be noted that the lower percent of the Itemizers In 1965 was due to the Introduction of the minimum
standard deduction In 1964.

EFFECT OF THE PROPOSAL

The proposed increases in the standard deduction will greatly con-
tribute to the simplfication of the tax system. Under present law ap-
proximately 43 percent of the returns filed in 1969 will itemize their
deductions whicl requires extensive recordkeeping. Under the pro-
posal more than half of the itemized returns would switch to the stand-
ard deduction or minimum standard deduction and thus avoid much
recordkee In all adoption of the proposal would result in 80 per-
cent of a returns ied using the standard or minimum standard
deduction, roughly the utilization rate of 1944 when the standard
deduction was introduced.

Under present law there will be 65 million taxable returns filed in
1969. The proposed changes in the standard deduction would provide
tax savings to approximately one-third of these taxpayers.
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Liberalization of the maximum limits of the standard deduction
would provide more than $1.4 billion of tax relief to taxpayers mainly
in the income range ot $5,000 to $20,000. See tables 2 and 3. About $1.2
billion of tax savings would result from raising the $1,000 ceiling to
$1,800. This would be particularly helpful to t hose with incomes be-
tween $10,000 and $20,0M. They would get 70 percent of the benefits
from the new ceiling.

About 14.6 million taxpayers would benefit from the $1,800 ceiling,
of which more than 13 million are in the $7,000 to $15,000 income
group.

TABLE 2.-EFFECT OF INCREASING THE STANDARD DEDUCTION FROM 10 PERCENT TO 14 PERCENT WITH A $1.00
CEILING AFTER INCREASING THE MINIMUM STANDARD DEDUCTION TO $600 PLUS $100 WITH A $1,000 CEILING

(Dollar amounts In millions and number of returns In thousands

Tax dcreasq Number of Number of Number of re.
as percent returns with returns made turns shifting

AG (n thou- Present of present tax decrease nontaxable to standard
sands of dollars) law tax Tax decrease law tax deduction

0o 3 .................. 15: 9 ......................................................................
I oto$ ...... ...... 11 ,41 ........... o b .............. ... .......... . ....... ...............

10 to 3..............8.1914[, 67? ................. ... 2. . ......... ..... 2
toils ............... I

qto.. ..... . .................. .......... .. .......
12 795........................................

5. 326 ............................................................ ...
and over....6. 202......................................
Total ............ 75,490 215 .3 8,620 ............. . 680

Note: Details may not add to totals because of rounding.

TABLE 3.-EFFECT OF INCREASING THE CEILING ON THE STANDARD DEDUCTION IROM $1,000 TO $1,800 AFTER
INCREASING THE STANDARD DEDUCTION FROM 10 TO 14 PERCENT AND INCREASING THE MINIMUM STANDARD
DEDUCTION TO $600 PLUS $100'

IDollar amounts In millions and number of returns in thousandsl

Tax decrease Number of re-
as percent Number of Number of turns shifting

AGI (In thou- Present . of present returns with returns made to standard
sends of dollars) law tax Tax decrease law tax tax decrease nontaxable deduction

0 .to3 ..................$1.159................................3 to 5 .................. 3,177 ......... .. ......... .......... ....... ..............
7tol .............. 54.................
7010 ................ 13.92 65 I 9 .01.90 5 0,0. .
0(015 ............... R-916 60 3.7 ON 31935

it toI.............. 550 145 1.9 1,070 .............. 58520to50 ............... 12, 80 0.6 400............ .. 19
50 to oo ............. 6,Z 5 0.1 2 10
00 and over. .......... 6a20 1 (A) ........

Total ............ 75,490 1,190 1.6 14,642 5 5,080

I The ceiling on the minimum standard deduction remains at $1,000.
SLess than one.tenth of I percent or less than 500 returns.

Note: Details may not add to totals because of rounding.

More than $200 million of tax relief front raising the 10 percent
limitation to 14 percent would flow entirely to 8.6 million taxpayers in
the $5,000 to $10,000 income group.

The extension of the maximum limits of the standard deduction
would also result in substantial tax simplification. Almost 6 million
individuals would shift to the simple standard deduction from the
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tedious task of keeping person expenditures records and itemizing
deductions. Most of this wotld )e attributable to the higher dollar'
ceil ing. See tables 21111(13.

Tables 4 rid 5 show for single persons and married persons (two
children) respectiyelv the tax relief accorded at selected income levels
by the liberalizatioti of the standard deduction and the minimum
st andard deduction.
TABLE 4.-TAX DECREASE FROM $600 PLUS $100 MINIMUM STANDARD DEDUCTION (11,000 CEILING) AND
14 PERCENT STANDARD DEDUCTION (S1,80 CEILING), SINGLE INDIVIDUAL, WITH STANDARD DEDUCTION

Tax decrees
Percentage as a percentWage income Present tax Tax decrease Now tax tax decrease of Income

I2

1,73 1 1
...................... ...... 671 6 .8

5 ... .................... 1,
$16,000........................ 7Z II?

00 .......................... ,5 i s........................... 4 24 .281
1000.......................... 7,3 -- * ***-i 1.6* 0

I Taxpayer elects the minimum standard deduction rather than the standard deduction.
I Taxpayer pays the some amount of tax with either the minimum standard or the standard deduction.

, 'Taxpayer elects the standard deduction rather then the minimum standard deduction.

TABLE 5.-TAX DECREASE FROM $60 PLUS $100 MINIMUM STANDARD DEDUCTION ($1,000 CEILING) AND 14
PERCENT STANDARD DEDUCTION ($1,800 CEILING), MARRIED COUPLE, 2 DEPENDENTS, WITH STANDARD
DEDUCTION

Taex decrease
Tax decrease Percenta s Ta percentWage Income Present tax (2)..(4) Now tax tax decrease of !come

(1) (2) (3) (4) (5) (6)

.00...... ...... ....0.....................................000........................................................
22o21

........................ J. 1 76t 1,0* ...
,0............................ 22

5,000 ............................ 2,7 76 ,96 '.O0,000 ........................... , 221 8 ,204.89 256 4,63610
000...................5360 400 14,960 $

V'-G. PROPOSED LIBERALIZATION OF TIE. STANDARD
DEDUCTION

TEChINICAL EXrPANATIONq

Prsent law

Under present law section 63 of-the Internal Revenue Code permits
an individual taxpayer, as an alternative to itemizing his deductions,to elect to claim a standard deduction. Tlis standard -deduction, as de-
flned in section 141 of the code, is equal to 10 percent of the taxpayer's
adjusted gross income, subject to a $1,000 ceiling (or $500 foi married
individuals filing separate returns).
The proposal

Under this proposal action 141 of the code would be amended so
that the standard deduction would be increased from 10 to 14 percent

334-8Pl0 - A9 - pl.2 - 5
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of the taxpayer's adjusted gross income. Section 141 would also be
amended to increase the ceiling on the standard deduction from $1,000
to $1,800 (or $900 in the case of a married couple fling separate re-
turns). Thus, the standard deduction for an individual- would equal
the lesser of 14 percent of his adjusted gross income or $1.800 (or $900
if he is married and filing separately;.
R7eotive date

These changes in the standard deduction would become effective for
taxable years beginning after December 31,1969.

V-H-1. CHARITABLE CONTRIBUTION DEDUCTION-
DEFECTS AND ABUSES

GENERAL EXPLANATION
As REPEAL OF TWO-YEAR CHARITABLE TRUST RUL

Pre8ent law
Under existing law a person may establish a trust to pay the income

from his property to a charity for 2 years. The trust income thereby
becomes excludable from his own tax base. The effect of this provision
has been to permit wealthy individuals with substantial incomes from
property to avoid the general provisions limiting the deductibility of
charitable contributions to 30 percent of income. For example, the
maximum deductible contribution that could be made each year by an
individual who did not qualify for the unlimited deduction and who
has $100 000 of dividend income (and no other income) would be
$30 000. however, by transferring 60 percent of his stock to a trust
with directions to pay the annual income ($60,000) to charity for 2
years and then return the property to him, the taxpayer excludes the
$60,000 from his own income heac year. This provision conflicts di.
rectly with the percentage limitations governing the deductibility of
contributions applicable to the vast majority of taxpayers; moreover
taxpayers presently using this device would benefit from the pro
increases in deduction lImiits from 80 to 50 percent.
Proposal

To eliminat this avenue for avoidance of the general provisions
limiting the deductibility of charitable contributions, it is recom.
mendel that the special 2-year charitable trust rule be repealed. As
a result the grantor will be taxed in all cases on the trust income
from the property in which a reversionary interest will or may be
expected to take effect within 10 years.

D. CHARITABLE DEDUCTION FOR INCOME 0s WITH NON-CHARITABLE
REMAINDER

Present law
Under existing law a grantor in a high tax bracket desiring to

make a substantial ift to a friend or a member of his family may
first transfer proper Ito a trust to pay the income to a charity for
a term of years, remainder to the intended ultimate beneficy. Under
existing law he would claim an income tax deduction for the value of
the charitable interest and would also exclude from his gross income
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the income earned by the trust with the result that he would have used
the occasion of a gift to improve his own after tax position.

For example, assume a taxpayer in the 70 percent bracket trans-
ferred property worth $100,000 currently earnhig interest at the rate
of 5 .percent to a trust for 2 years specifying that 5,00 be paid the
charity each year, remainder to A. If he had retained the property
for 2 years he would have received $10,000 in interest taxable at 70
percent for an after tax return of $3,000. On the other hand by trans-
ferring the property to a trust he received a charitable deduction of
$9.498.50 (the present value of the charitable interest.) The $10,000
received by the charity is not included in income and the deduction
claimed reduces his tax on other income by $6,648.95. Thus, by post.
zoning a planned noncharitable gift, taxpayer has both made a charita-
ble contribution and increased his after tax cash position, receiving a
"double benefit" for a single gift.
Proposal

To eliminate this unwarranted tax advantage it is recommended
that the grantor be denied an income tax deduction for the value of
a charitable income interest transferred in trust in circumstances where
the income from the trust payable to charity is not taxed to the grantor.

However, under present aw in all cases where a grantor retains a
substantial reversionary interest he is denied a charitable deduction
for his contribution. Accordingly, in order to achieve equality of treat-
ment it. is recommended that, in circumstances where the income from
the trusts is taxed to the grantor, the taxpayer be permitted a charitable
deduction notwithstanding the fact thaf he retains a substantial rever-
sionary interest.

C. orie OF ORDINARY INCOME PROPZrTY

Present law
When property, the gain on which would be taxed at ordinary

income rather than capital gain rates is donated to a charity a severe
distortion of tax liability may result. his is because under present law
the ordinary income earned with respect to the propery is not taxed
if the property is given to charity. In some cases an individual can
realize more after-tax income by donating ordinary income or short-
term capital gain property (which is taxed at ordinary income rates)
to charity than would be the case if the property had been sold for a
profit.

For example, a married taxpayer filing a joint return with $95,00
of income, after allowing for deductions and personal exemptions, is in
the 60 percent marginal tax bracket and would have an after-tax net
income of $52,820. If this individual sells an asset worth $15,000 which
would produce $12,000 of income taxable at ordinary income rates,
his taxable income would be increased to $107,000 and, after payment
of his tax, he would be left with $60,480 of after-tax income. On the
other hand, by donating the asset to charity he pays no tax on the
$12,000 income and also deducts the full $1 .00 value of t"he Vift from
his other income thereby reducing his taxable income to $80,000. After
payment of Federal rncme tax he would be left with $81,660. Thus, by
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donating the ansvet to charity rather than wlling the asset the taxpayer
made $1,180.1 tit( amount bky which he improved his a fter-tax posit ion.
In effect the gift cost, the taxpayer nothing and the (overnment paid
him $1,180 for making the gift.
Proposal

To prevent this unwarranted tax benefit it is recoliunended that, in
Cases of this type, the amount of ordinary income or short-terin capital
gain which would have resulted if the l)li'erty had been sold at fair
market value be included il taxal)le income sul)ject to a eliaritable
contribution deduction equal to the fair market viable of the property.

D. GIFT8 OF TilE USE OP PROPERTY
Present law

An individual may receive what is in effect a double benefit by grant-
ing to a charity tie right to us, property for a specified period. The
donor excludes from i iome the amounts that would have been in-
cluded in income had the property been rented to a non-charitable
party and, in addition, the donor claims a charitable deduction for the
fair rental vatiie of the property.

For example, an individual owning a 10-story office building which
is currently netting $1 million annually may donate use of one floor
for a year to charity. His economic gift is, of course, only $100,000,
the fair rental valuo of the space. However, for tax purposes lie re-
ports only $900,000 in income for tile year and also claims tile right to
deduct the $100,000 rental value from his $900,000 of income. A deduc-
tion is claimed although the fair rental value of the property attri-
utable thereto has not been included in income. Thus, the taxpayer is
receiving a double benefit. for a single gift..
ProposaZ

To correct this inequitable tax benefit it is piol)o.sd that no deduc-
tion be allowed for tile contribution of the right to use property to
a charity.

E. REPLACEMENT OF APPRECIATED SECURITIES
Present law,

Under ,,xisting law even if an individual does not desire to dispose
of certain appreciated properties it. may still be advantageous to con-
trilute such )roperty to a charity and secure the same securities in
the open market. This would peimit the individual an income tax
deduction for the value of the contributed property while permanently
excluding the appreciation from his taxable income as well as acqui;-
in ia stel Ied-up basis in the newly purchased securities.

For example, assume a taxpayer in the 70 percent bracket holds
$11,000 worth of stock which cost him $1,000. If lie retains the stock
until its market value is $15,000, upon its sale he realizes $14,000 in-
come with a, capital gains tax of %3,500. Oil tle other hand, by trans-
ferring it to a charity lie receives it charitable deduction of $11,000
while also excluding $10,000 of appreciation. This amounts to a present
tax saving of $7.700 ($11,000 X 70 iercenit) to which tit individual
adds $3,300 in cash and pulnhases an equivalent amoutlnt of stock.
He now has a basis for his stock of $11,000 rather than $1,000; when
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instead of $3,1500. The taxpayer reduces his tax liability to the extent
of $10,200. Thus, by donating the asset to charity and "imultaneously
repurchasing it the taxpayer is able to make at contribution to charit.
at. a nominal cost to himself, but which results in a substantial loss of
taxes to tile Government.
P1Wpo8al

It is therefore proposed that where a taxpayer contributes appreci-
ated property to it charity and acquires substautially similar propDerty
within 90 days prior to or subsequent to the date of contribut ion, thie
basis of the Prlerty in tile hands of the donor shall be the same is it
was immediately prior to the contribution.

F. BAINOA1N SALF8
Preent law

Under existing law a donor may unduly magnify the tax advantages
already inherent in giving appreciated property to charity by selling
the property to a charity for less thti its air vaiie.

For example, an individual in the 50 percent tax bracket. owning
$125,000 worth of stock which cost him $25,000 may wish to make a
$100,000 gift. to charity. If he donates $100,000 of stock to charity he
is entitled to a $100,()0 deduction against other income and the net
(.ost of his gift is $50,000 (50 percent of $100,000). Ie simply ignores
the fact that t portion of the value of donated stock ($80,000) repre-
sents gain which has never been included in income. On the other
hand, were he to follow the balgahn ale method, he would sell $125,t0
of stock to the charity for the cost basis of that amount. of stock,
$25,000. Under the present law the $25,000 sales proceeds would first
be allocated to a return of his cost, or tax basis, and, since that basis is
$:25,000, there would be no tax. His gift. to the charity would remain
a $100,000 gift, and his deduction would remain a $100,0)0 deduction.
However, ly following this procedure, instead of being left. with
$25,000 of stock with it cost basis of $5,000 (which if lie later sold
would cost. him $15,000 in tax thus leaving him $20,000 in cash) he has
$2.5,000 in cash. Tits, his $100,000 gift to charity has permitted him
to recover his investment. in the property while at the same time Cecur-
ing a deduction for the appreciation' in value without imposition
of tax.

The rule permitting the nontaxable donation of appreciated prop.
ertv clearly should not be permitted to shield from tax what is essen.
tially a functionally unrelated sale of an additional amount of stock.
The taxpayer intends to benefit the charity only by the net amount of
the gift. He should not be allowed to enlist the charity as a buyer of
his stock to save him a tax liability.
Proposal

In such cases it. is recommended that t contributor be required to
allocate the lasis of the lropety between the gift element and sale
element on tile basis of tile fair market. value of each part. If this rule
were applied to tlhe example above, since one-fifth of the total value of
the stock is being sod, one-fifth of -the taxpayer's basis in the stock
would be located to the sale element of fl transaction. Thus, he
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would be deemed to have a $5,000 basis in the stock Sold to the charity
for $25,000, and would be subject to tax on the resulting $20,000 gain.
Under the proposal the individual would therefore be in precisely the
same position he would have been in had he donated $100,000 worth of
stock to charity and simultaneously sold $25,000 more on the open
market.

0. CONTRIBUTION OF STOCK RIGHTS
Present lao

Under existing law an individual can, in certain circumstances,
obtain a double deduction for a single gift of stock rights to charity.
Once, as a charitable deduction when the rights are doi qted, and again
as a loss deduction when the stock which was purchased at a price that
took into account the value of the rights is sold separate from the
rights at a reduced price.

o1r example, a company listed on the New York Stock Exchange
may have announced on January 1, that it will distribute stock rights
on January 80, to shareholders of record as of January 15. An indi-
vidual in the 60-percent marginal tax bracket purchases 100 shares of
stock at $200 per share, or a total of $20,000, prior to January 15,
knowing that after the rights are distributed the market will discount
the shares so that each share will be worth $190 and each right worth
$10. Between January 15 and January 30 (i.e., after the stock has gone
ex-rights) the individual sells the stock for $190 per share and claims a
short.term capital loss of $1,000. After January 30, when he receives
the tax-free distribution of rights which have no cost basis he donates
the rights to charity and claims a $1,000 charitable deduction. After
taking into account the tax effects the individual actually makes an
after-tax profit. Because he is in the 60-percent tax bracket the $1,000
deduction and the $1,000 loss produced a tax savings of $1,200, so his
apparent $1,000 economic gift actually increased his after-tax income
by $200 as a result of the double deduction he realized for his single
economic gift.
Proposal

In these circumstances it is recommended that no deduction be al-
lowed for the gift of stock rights unless the donor elects to allocate an
appropriate portion of the basis of the underlying stock to the con-
tributed stock rights.

H. SPLIT-INTEREST TRUSTS
Present tw

An individual making a charitable contribution may either make a
direct gift to the charity or may transfer property to a trust and require
that either the income be paid to a charity for a period of years with
the remainder or principal to go to private persons thereafter, or that
the income be paid to private persons and the remainder to a charity.
When property is transferred to a trust in which the charity has either
an income or remainder interest, the contributor often claims current
income tax deductions whose magnitude has little relation to the value
of the benefit which the charity ultimately realizes. The problem arises
because of the need to value the charity's interest at the time the trust
is created. The interest is valued for these purposes by determining
present values using actuarial life expectancy tables and an assumed
interest rate. The amount so determined is currently deductible even
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though the charity may not receive the property until a later date and
the amount it could ultimately receive may be subject to various con-
tingencies including the possibility of manipulation by the donor or
others to enhance the noncluiritable interest.

For example, under existing law and regulations an income interest
is valued on the basis of an assumed 3l -percent return on trust prop-
erty. However, a donor transferring property to a trust to pay the in-
come to charity for a period of years with the remainder to meinbers of
the donor's family may have the trustee invest the property in a manner
designed to yield maximum capital appreciation without an annual
income or income considerably less thail 81/ percent. As a result, the
trust pro ety is being invested for the benefit of the donor's family
and the charity may actually receive no income or income substantially
less than the value that was assumed for purposes of computing the
donor's deduction in the year the trust was created.

The same principle applies when the charity's interest is a remainder,
rather than a right to present income; the trust corpus may be in.
vested in high income, high-risk assets, to the detriment of the interest
which finally passes to the charity, or it may be subject to other con-
tingencies that will reduce the charity's ultimate interest.
Proposal

It is therefore recommended that a deduction for gifts in this form
be limited to cases in which the donor complies witt certain specific
requirements which will insure that the charity will actually receive
that portion of the property for which a deduction is allowed. These
requirements would generally restrict the deduction to cases where the
donor either specifies in dollar terms the annual payments to the party
entitled to the income interest, or requires annual payments based on
a stated percentage of the total value of the trust property each year.
By restricting the deductions to gifts in this form, and denying a de-
duction where payment of the charitable interest is subject to a contin-
gency, the propol will tend to insure that there is a direct relation.
ship between the deduction claimed and the charitable benefit involved.

1. The annuity or uditrust format.-No deduction would be allowed
in connection with the charitable interest in the case of split-interest
gifts unless the intervening interest (irrespective of whether it is the
charitable or noncharitable interest) takes the form of a guaranteed
annuity or the trust instrument adopts the so-called unitrust format
and specifies that the intervening interest receive each year a fixed
percentage of the current fair market value of the trust property
(determined annually).

If the annuity format is used-irrespective of whether the charity
has the annuity or remainder interest-the trustee would have no incen-
tive to manipulate trust investments or misallocate deductions or re-
ceipts. In all events either income, or to the extent necessary, principal
would be used to pay the annuity and sound business judgment would
dictate that the trustee invest the property in the most profitable man-
ner possible since neither interest could benefit from a different invest-
ment policy. However, while the annuity format provides the greatest
assurance that the amount allowed as a charitable deduction would
actually go to the charity, it may not be sufficiently flexible to achieve
the objectives of all donors. For example, a donor retaining a life
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estate and donating the remainder to charity seeks a form of life in-
terest that is not fixed in amount and could increase in the event of
inflation or investment success. In such circumstances, the so-called
unitrust format would appear to provide the desired flexibility while
at tile same time insuring that the charitable and noticharitable interest
shared equally in the fortunes of the trust.

Under this provision a donor would be entitled to it present 'hari-
table deduction if the trust provided that the trust property was to be
valued annually and a fixed percentage of the fair market value of the
property held by the trust on each valuation (late was to be distributed
to the "income" beneficiary. In effect, all income as received by the trust
would be combined with principal in a single fund and, fol purposes
of determining the payout to tle holder of the "income" interest, no
distinction would be made between income, and prinipal. The prime
beneficiary would receive payments each year equal to a specified per-
centage of the market value of the fund as constituted on the valuation
date. Thus, the amount the prime beneficiaries would receive from
year to year would directly reflect tie way the fund )rospered. In
this situation all incentive for the trustee to invest the property for
the benefit of either the income or the remaindermen to the detriment
of whichever was the noncharitable interest would be removed. Such
a trust would make it possible for the trustee to pursue either a
growth-oriented investment policy or an income-oriented investment
policy or some combination of both with the assurance that neither
investment policy could benefit one party to the detriment of the
other.

2. Oharitable interest8 subject to eontlngeneies.-No deduction
would be allowed if-

(a) The charity has only a contingent remainder interest in the
trust (for example, a $5,000 annuity to A for life, remainder to his
children or else to the charity if A has no children).

(b) The charity has a remainder interest and the trust permits
invasion of the charitable share for the benefit of a noncharitable
intervening interest which is incapable of reasonably certain ac-
tuarial valuation. (For example, a $5,000 annuity to A for life,
remainder to a charity, but the trust provides that the trustee may
pay A amounts in exce's of $5,000 in order to maintAin his stand-
ird of living.)

(e) The charity has an intervening income interest measured
by the life of an individual. (For example, a $5,000 annuity to
charity for the life of A, who has a terminal illness, remainder
toB.)

In both case (a) and (b), the donor has indicated that the charitable
interest is not his primary concern. In ca.% (a), the charitable interest
may be defeated completely. In case (b), the amount the charity will
ultimately receive is rendered uncertain by the desire of the donor that
the trustee use funds nominally committed to charity to pay the inter-
vening interest unascertainable amounts thereby making the charitable
interest incapable of evaluation. On the other hand, case (o) would
appear to be a gimmick form of gift since the donor can render any
actuarial form of valuation meaningless by consciously selecting a
measuring life that is likely to be substantially shorter than actuarial
tables would indicate.



3. Aaa1mum hrnitation of a deduction for oharitablo intentenig
nltere8t.-No deduction would be allowed in the case of annuity or
unitrust gifts where the charity has the intervening interest in excess
of 60 percent of the fair market value of the contributed property.

This limitation would prevent the "amblers' trust" type of gift by
insuring that there was an adequate financial cushion protecting the
value of the charitable interest. For example, unless such a rule was
imposed the donor could specify an annuity to the charity, remainder
to the donor's family, and limit his contribution to the trust to the dis-
counted amount necessary to fund the charity's interest only. Thus,
the donor would be claiming a deduction for the entire amount trans-
ferred to the trust since actuarially this ias the amount needed to fund
the charity's interest. The actuarial value of the remainder interest
would be zero. Such a donor would presumably be planning to invest
in highly speculative property on the theory that, if the gamble was
successful, the family would benefit; if it failed, the charity Would lose
but he would nevertheless have received a deduction for the full value
of the "gambling stake." Accordingly, denying the deduction in such
cases would tend to protect the charitable interest by providing a
deterrent to such arrangements.
At'feet of recommended changes

The changes recommended involve generally available abuse situa-
tions and it is impossible accurately to calculate the extent of their
use. It is unlikely flht the correction of these abuses will have a signif-
icant revenue effect. By the same token, the elimination of these"gimmick" type gifts will not adversely affect either the taxpaying
public in general or the charitable organizations involved. However
the recommended changes will substantially improve the fairness oi
our tax system.

V-H-1. CHARITABLE CONTRIBUTION DEDUCTION-
DEFECTS AND ABUSES

TEt1NICAL EXPLANATION

I. Charitable Income Trusts
A. TIE TWO-YEAR CHARITABLE TRUST

I'reent law
Under section 673 of the Code a person creating a trust the income

from which is payable to others is treated as the owner of the trust
and taxable with respect to trust income if either the principal or
the income may revert to him within 10 years after the transfer of
property to the trust. A special exception contained in section 673
makes this rule inapplicable if the income is payable to a charity for
a 2-year period. Tis provision conflicts directly with the percentage
limitations governing the deductibility of contributions applicable to
the vast majority taxpayers.

For example, the maximum deductible contribution that could be
made each year by an individual who did not qualify for the unlimited
deduction and who has $100,000 of dividend income (and no other
income) would be $30,000. However, by transferring 60 percent of
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his stock to a trust with directions to pay the annual income ($60,000)
to charity for 2 years and then return the property to him, the tax-
payer may presently exclude the $60,000 from his own income each
year and thus circumvent the general provisions limiting deductible
charitable contributions to 30 percent of adjusted gross income.
Proposal

It is proposed that the special 2-year charitable trust rule contained
in section 673(b) be repealed.

B. CHARITABLE DEDUCTION FOR INCOME GIFTS WITH NON-C0hARITABLE
REMAINDERSi Present Lawo

Under existing law a grantor in a high tax bracket desiring to make
a substantial gift to a friend or a member of his family may first
transfer property to a trust to pay the income to a charity for a teim
of years, remainder to the intended ultimate beneficiary. Under exist-
ing law he would claim an income tax deduction for the value of the
charitable interest and would also exclude from his gross income the
income earned by the trust.I For example, assume a taxpayer in the 70 percent bracket transferred
property worth $100,000 currently earning interest at the rate of
5 percent to a trust for 2 years specify ing that $5,000 be paid the charity
each year remainder to A. If he ha retained the property for 2 years
he would have received $10,000 in interest taxable at 70 percent for an
after-tax return of $3,000. On the other hand, by transferring the
property to a trust he received a charitable deduction of $9,498.50
(the present value of the charitable interest). The $10,000 received
by the charity is not included in income and the deduction claimed
reduces his tax on income by $8,648.95.
Proposal

It is therefore proposed that the grantor be denied an income tax
deduction for the value of charitable income interest transferred in
trust in circumstances where the income from the trust payable to
charity is not taxed to the garantor; i.e.,

(1) the grantor does not retain a reversionary interest; or
2) the grantor retains a reversionary interest which will or

may reasonably be expected to take effect in possession or enjoy-
ment commencing after the expiration of 10 years from the date
of the transfer.

However, in circumstances where the income from the trusts is taxed
to the grantor, it is proposed that the taxpayer be permitted a chari-
table deduction notwithstanding the fact that lie retains a substantial
reversionary interest. In this respect it should be noted that under
present law a grantor that creates a trust to pay income to a charity
is not permitted to deduct an amount representing the ralue of the
charitable interest if he has a substantial reversion in the property. It
is therefore recommended that this rule be amended in order to permit
a deduction for the value of the charitable income interest transferred
in trust, the interest of which will be or may be reasonably expected
to take effect in possession or enjoyment within 10 years commencing
with the date of the transfer of that portion of the trust.
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Effective date
The repeal of the 2-year charitable trust exception and the denial

of a deduction for charitable income trust gifts where the income has
not been taxed to the grantor shall be applicable in cases of trusts
created In taxable years beginning after December 31, 1969.

I. Gifts of Ordinary Income Property

Under present law, when property, which if retained or sold would
have produced ordinary income (or short term capital gain), is given
to a charity, there is no tax on the ordinary income earned with respect
thereto; in addition, a charitable contribution deduction is allowed
for the fair market value of the property.

For example, a married taxpayer filing a joint return with $95,000
of income after allowing for deductions ald personal exemptions, is
in the 60 percent margial, tax bracket and would have an after-tax
net income of $52,820. f this individual sells an asset valued at $15,000
which would produce $12,000 of income taxable at. ordinary income
rate, his taxable income would be increased to $107,000 and, after pay-
ment of his tax, he would be left with $60,480 of after-tax income.
On the other land, by donating the asset to charity he pays no tax on
the $12,000 income and also d6ducts the full $15,00 value of the gift
from his other income thereby reducing his taxable income to $80,000.
After payment of Federal income tax he would be left with $61,660.
Thus, under present law by donating the asset to charity rather than
selling the asset, the taxpayer makes $1,180, the amount by which he
improved his after-tax positon.
Proposal

It is proposed that section 170 be amended to provide that, in the
case of a gift of property which, if retained or sold would have pro-
duced ordinary income or short term capital gain, the amount
of ordinary income or short-term gain involved be included in taxable
income subject to a deduction equal to the fair market value of the
property. Under this proposal, the taxpayer in the example would
include the $12,000 in income subject to a charitable contribution
deduction of $15,000.
Effective date

The ordinary income proposals would apply to gifts made in the
taxable year beginning after December 31, 1969.

III. Gifts of the Use of PropertyPresent law

Under existing law a taxpayer, by granting to a charity the right
to use property for a specifledperiod, may exclude from income the
amounts that would have been included in income had the property
been rented to a noncharitable party; in addition, the donor claims a
charitable deduction for the fair rental value of the property.

For example, an individual owning a 10 story office-buildii which
is currently netting $1 million annually may donate use of one floor for
a year to a charity. His economic gift is, of course, $100,000, the fair
rental value of the space. However, for tax purposes he reports only
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$900,000 in income for the year and also claims the right, to deduct the
$100,000 rental value from his $900,000 of income. A deduction is
claimed although the' fair rental value of the property attributable
thereto has not bieen included in income.
Proposal

It is proposed that no deduction be allowed for the contribution of
the right to use property to a charity.
Effective date

The use of property proposal would apply to gifts made in any
taxable year beginning a terDecenmber 31,1969.

IV. Replacement of Appreciated Securities

Pesent lau,
Under existing law even if an individual does not desire to dispose

of certain appreciated properties it. may still be advantageous to con-
tribute such property to a charity and secure the same securities in the
open market. This would permit the individual an income tax deduc-
tion for the value of the contributed property while permanently ex-
cluding the apprecintion from his taxable income as well as acquiring
i stepped-up ask in the newly puheln! d securities.

For example, assmune a taxpayer in the 70 percent bracket holds
$11,000 worth of stock which cosi him $1,000. If he retained the stock
until its market value wats $15,000, upon its sale he would have realized
$14,000 income with capital gains tax of $3,500. On the other hand, by
transferring it to a charity he receives a charitable deduction of $11,000
while also excludina $10,d0( of apqnreeiation. This amounts to a present
tax saving of $7,700 ($11,000 x iO%) to which the individual adds
$3,300 in cash and purchases an equivalent amount of stock. He now
has a basis for his stock of $11,000 rather than $1,000; when he later
sells the stock for $15.000, his capital gain tax would be $1,000 instead
of $3,500. The taxpayer reduces his tax liability to time extent of $10,200.
Proposal

It is therefore proposed that where a taxpayer contributes appre-
ciated property to a charity and acquires substantially similar property
within 90 days prior to or subsequent to the date o7contribution, the
basis of the property in the hands of the donor shall be the same as it
was immediately prior to the contribution.
'ffective date

The replacement of appreciated securities proposal would apply to
sales made after December 31, 1969.

V. Bargain Sales
Present law

Under existing law it may be advantageous for a donor, rather than
simply giving property to a charity, to sell the property to charity for
less than its fair market value. Independent of tax considerations, the
result is the same since the taxpayer intends to benefit the charity only
by the net amount of the gift.
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For example, an individual in the 50.percent tax bracket owning
$125,000 worth of stock which cost him $25,000 may wish to make it
$1 00,000 gift to charity. If he donates $100,000 of stock to charity lie
is entitled to a $100,000 deduction against other income and the het
cost of his gift is $50,00) (50 percent of $100,000). He simply ignores
the fact that a portion of the value, of donated stock ($80,000) repre-
sents gain which has never been included in income. On the other
hand, were he to follow the barmin sale method, he would sell $125,-
000 of stock to the charity for thie cost basis of that amount of stock,
$25,000. Under the present law, the $25,000 sales proceeds would first
be allocated to it return of his cost basis, and, since that basis is $25,000,
there would be no tax. His gift to the charity would remain it $100,000
gift, and his deduction would remain a $100,000 deduction. However
by following this procedure, instead of being left with $25,000 oi
stock with a cost basis of $5,000 (which if lie later sold would cost
him $5,000 in tax, titus leaving hin $20,000 in cash) he has $425,000
in cash.
Proposal

It is therefore pro )osed that. section 1001 of the code (dealing with
the determination of gain or loss) be amended to provide that in any
case where property is sold for less than its fair market value tha
gain from the transaction is to be determined by allocating the basis
of the property between tile gift. element and sale element in accord-
ance with the fair market value of each part. If this rule were applied
to the example above, since one-fifth of the total value of the stock is
being sold, one-fifth of the taxpayels Isis in the tock wotldbe allo-
cated to the sale element of the transaction. Thus, he would be deemed
to have a $5,000 basis in the stock sold to the charity for $05,000 and
would be subject to tax on the resulting $20,000 gain. Under the i.ropo-
sal, the individual would therefore be in precisely the same position lie
would have been in had he donated $100,000 worth of stock to charity
and simultaneously sold $25,000 more on the open market.

Effective date
The bargain sale proposal would apply to sales made after Decen-

ber 31, 1969.
VI. Contribution of Stock Rights

Preentt law

Under existing law, an individual can, in certain circumstances,
obtain a double deduction for a single gift. of stock rights to charity.
Once, as a charitable deduction when the rights are donated, and
again as a loss deduction when the stock whih was purchased at a
price that took into account the value of the rights is sold separate
from the rights at a reduced price:

For example, a company listed on the New York Stock Exchange
may have announced on January 1 that it will distribute stock rights
on January 30 to shareholders of record as of January 15. An indi-
vidual in ihe 60-percent marginal tax bracket purchases 100 shares
of stock at $200 per share, or a total of $20,000, prior to Jauiary 15,
knowing that after the rights are distributed the market will discount
the shares to reflect dilution in the eq uty interest of each share so
that each share will be worth $190 and eacl right worth $10. Between
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January 15 and January 80 (i.e., after the stock has gone ex-rights)
the individual sells the stock for $190 per share and claims a short-
term capital loss of $1,000. After January 30, when lie receives the
tax-free distribution of rights which have no cost basis he donates
the rights to charity and claims a $1,000 charitable deduction. Before
taking into account the tax effects the individual would appear to bc
out of pocket $1,000. However, after taking into account the tax

effects the individual actually makes an after-tax profit. Because
he is in the 60-percent tax bracket, the $1,000 deduction and the $1,000
loss produced a tax savings of $1,200 so is apparent $1,000 economic
gift actually increased his after-tax income by $200 as a result of th(
double deduction he realized for his single economic gift.
Proposal

In these circumstances it is proposed that section 170 be amended to
provide that no deduction be allowed for the gift of stock rights un-
less the donor elects to allocate an appropriate portion of the basiF
of the underlying stock to the contributed stock rights.
Effective date

The allocation proposal in connection with a gift of stock rights
would apply to gifts made after December 31, 1969.

VII. Gifts in Trust Involving Charitable and Noncharitable Interests

Pr1ewt law
Under existing law, a donor contributing property to a trust in

which a charitable organization has either an income interest or a re-
mainder interest may, in certain circumstances, be entitled to an income
tax deduction equal to the present value of the charitable interest.

For example, a donor may contribute property to a trust requiring
the payment of income to a charity for 10 years and the remainder to
the donor's family. Under present law, the amount of the allowable
deduction would be determined on the assumption that the trust will
earn 3 percent a year which will be paid to charity and that the
present value of such periodic payments may be determined by dis-
counting the anticipated payments at 3 percent. In fact, however,
the trustee may invest the property in the common stock of corpora-
tions pursuing a policy of retaining earnings rather than distributing
dividends so that the periodic payments to the charity are far less
than the 8-percent return assumed. Furthermore, the charitable in-
terest may subject to various contingencies that may result in the
charity receiving substantially less than the amount estimated or, in
some cases, nothing at all.
Proposals

It is recommended that the rules governing the income, estate and
gift tax deductions for such split interest gifts be revised so as to
deny deductions in cases presenting a substantial potential for favor-
ing the noncharitable interest to the detriment of the charitable inter-
est. In addition, it is recommended that no deduction be allowed in any
case in which the charitable interest is subject to a contingency that
is incapable of reasonably certain actuarial valuation.



1. THE ALLOWANCE OP A DEDUCTION TO TIlE DONOR

(a) The annuity or unit ru# format.-No deduction would be allowed
in connection with the charitable interest in the case of split interest
gifts unless the intervening interest (irrespective of whether it is
the charitable or noncharitable interest) takes the form of a guaranteed
annuity or the trust instrument adopts the so-called unitrust format
and specifies that the intervening interest receive each year a fixed
percentage of the current fair market value of the trust property
(determined annually).

Under this provision, a donor would be entitled to a present charit-
able deduction if the trust provided that the trust property was to be
valued annually and a fixed percentage of the fair market value of
the property held by the trust on each valuation date was to be dis.
tribute to the "income" beneficiary. In effect, all income as received
by the trust would be combined with principal in a single fund and,
for purposes of determining the payout to the holder of the "income'
interest, no distinction would be made between income and principal.
The prime beneficiary would receive payments eachyear equal to a
specified percentage of the market vaile of the fund as constituted
on the valuation date. Thus, the amount the prime bene-
ficiaries would receive from year to year would directly reflect the
way the fund prospered. Such a trust would make it possible for the
trustee to pursue either a growth-oriented investment policy or an
income-oriented investment policy or some combination of both with
the assurance that neither investment policy could benefit one party
to the detriment of the other.

M Ohaitable interest 8ubject to contingenie.--No deduction
would be allowed if-

(1) the charity has only a contingent remainder interest in the
trust (for example, a $5,00 annuity to A for life, remainder to
his children or else to the charity if A has no children).

(2) the charity has a remainder interest and the trust permits
invasion of the charitable share for the benefit of a noncharitable
intervening interest which is incapable of reasonably certain ac-
tuarial valuation. (For example, a $5,000 annuity to A for life,
remainder to a charity, but the trust provides that the trustee ma
pa A amounts in excess of $5,000 in order to maintain his stand-axdo hying.)

(8) the chiarity has an intervening income interest measured by
the life of an id ividual. (For example a $5,000 annuity to char-
ity for the life of A, who has a terminal illness, remainder to B.)

(o) Maximum limitation of a deduction for charitable intervet-ng
interest.--No deduction would be allowed in the case of annuity or
unitrust gifts, where the charity has the intervening interest, in excess
of 60 percent of the fair market value of the contributed property.

This limitation would insure that there was an adequate financial
cushion protecting the value of the charitable interest. Under present
law, the donor can specify an annuity to the charity, remainder to the
donor's family, and limit "is contribution to the trust to the discounted
amount necessary to fund the charity's interest only. Thus, the donor
may claim a deduction for the entire amount transferred to the trust
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since actuarially this was the amount needed to fund tile charity's in-
terest. The actuarial value of the remainder interest would be zero.
Such a donor would presumably invest in highly speculative property
on the theory that, if the gamble was successful, the family would belle.
fit; if it failed the charity would lose but he would nevertheless have
received a charitable deduction for the full tunount of fite contribu.
tion. Accordingly, denying the deduction in cases where the charity
has an intervening interest in excess of 60 percent of the amount trans-
ferred to the trust would tend to protect the charitable interest.

'. THE: VALUATION OF Tn1% ]DONOR'S CHARITABLE (I'

The amount of the donor's charitable contribution deduction is de-
termed by allocating the cotitrilution between the charitable and
noncharitable interests. The fact that it addition to producing income
the trust principal may appreciate or depreciate in value is irrelevant.
Both the annuity format and the unitrust format may be discounted
according to standard assumptions in determining the portion of tile
property transferred that repreents the present value of the charitable
interest.

For example, a donor makes a completed gift of $100,000 to the
trust; with a 31/-percent discount rate, it $5,000 annuity for life,
remainder to charity would he valued by determining X's life ex-
pectaney and discounting the annual $5,000 payments 31/ percent.
This amount, when subtracted fromt the total value of property trans.
ferred would indicate the present value of the charitable re'lainder.
If, on the other hand, the trust utilized the unitrust, format specifying
a payout of 5 percent of the fair market. value of the trust property
each year, A's interest would be determined (as was the value of A's
annuity) on tile assumption that each year the trust will earn 31/
percent on the existing fund and will therefore be distributing prin-
Cipal to tile extent of 11/2 percent. each year (a declini Ig llatwep
calculation). The fact that under the unitrust format A may actually
receive more or less than $5,000 each yenr depending on the success o f
the investment is irrelevant in determ;i Ils relative interest in the
given amount ($100,000) that must he allocated between A's interest
and the charitable interest.

3. THE TAX TREATMENT OP 'TII NONCIIARITAnILE INWRVENINO INTEREST

Under the annuity and unitrust. concept tile amount paid the non-
charitable beneficiary would retain the character it had in the hands of
the trust; except that each payment would be treated as having Ieen
made, flrst out of ordinary income to the extent thereof, then out of
capital gain and then out of principal. Thus, for example, as1Mnlle A
has a 5 percent interest in a trust of $100,000 created oni Janary 1, and
that during the first year the trust receives $5,000 in dividends which are
reinvested and as of the end of the year the total value of the trust
property is $125,000. Tile atnount due A is $6,250. 111 order to pay A, the
amount due to the trustee sells a block of stock for $5.000 that had a
cost basis of $5,000 and a second block of stock for $1,250 that has a
cost basis of $1,000 thus producing a gain of $2,50. Accordingly, of the
$6,250 received, $5,000 would be treated as having been paid out of
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ordinary income taxable at ordinary income rates, $250 would be
taxed at capital-gain rates, and the remaining $1,000 would be treated
its a ioit axal)le capital distribution.

For future years in determining the extent of ordinary income and
capital gain the trust would be required to carry over all ordinary
imeome mid capital grin realized .but not treated as having
been distributed to A. For example, in year 2 the value of the trust
oil January 1 was $118,75(0 ($125,000 less than $6,250 distributed).
Assume that during the year the trust received $7,000 in dividends
which were reinvested and as of the end of the year the total value of
the trust was $130,000. A's payment would be $6,500. In order to make
the payment the trustee sells a block of stock for $6,500 with a cost.
basis of $5,000. The entire payment to A would be treated as ordinary
income. Ti addition, the trust would carry ov'er $500 of undistributed
ordinary income ($7,000 less $6,5100) and $1,50b of undistributed capi-
tal gain. Initial value in year 3 would be $123,000. If we assume that
the trust received Ito dividends in year 3 and the trust property did
not. aplreiate in value, A's payment woul be $5,175 (5 percent of
$123,000). If the trustee sold stock worth $5,175 with a cost. basis of
$5,175 to make the payment, A would be taxed as having received
$500 of ordinary income, $1,50() of capital gain, and $3,175 would be
it nontaxable capital (list ributt ion,

Capital losses realized by the trtst would be used to offset distrib-
utable capital gain income, ineluding1 any capital gain being carried
forward. Ordinary losses would Idue the amunt of distributable
ordinary income imluding nny amount carried forward.

4. T1l1 TAX '1rE1ATMENT OF' THE TRUST

In the ease of a charitable remainder unitrust the trust would not be
taxed. 1Undistributed ordinary income and capital gain would be con-
sidered allocated to the charitable remainder subject to the unlimited
carryforward of sich income characteristics for determining tile status
of distributionss in a nonclhritable beneticiary's hands.

In the ease of a charitable intervening interest undistributed ordi-
laruy ileomIe would be taxed subject to an limited earryb, k adjust-
ment. permitting the tax paid to be retouped to the extent that ple-
viously undistributed income and capital gain is subsequently treated
as having been distributed to the charity under the allocation and
carryforward rules.

6. rilE ANNUAL VALUATION OF THE TRuST ASSTS

Ill tt( clisp of ases with no objective amertainable market value
sleh as real estate, or stock in a closely held corporation, it is proposed
that the contribution deduction be denied unless an independent trustee
is the sole party responsible for making the ammal determination of
vaile.

ffedt'e daf.-ln order to )erllllt adequate adjustment to the new
rules it is recommended lhat the proposal apply to hater viiom trans-
fers made in taxable years beginning after the enactment, and, in the
case of testamentary trusts, to transfers made in taxable years begin-
ning after the thirdyear following enactment.

3.14-8910 - 69- pt. 2 -6
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V-H-2. PROPOSED STRUCTURAL REVISION OF THE
CHARITABLE CONTRIBUTION DEDUCTION

GENi AL EXPLANATION

PRESENT LAW

Under existing law taxable income is computed b y subtracting a tax-
payer's allowable deductions and personal exemptions from adjusted
gross income. As an alternative to itemzin his deductions separately,
a taxpayer may elect to use the standard education. The standard de-
duction permits a taxpayer to deduct a specified percentage of his in.
come (or a minimum dollar amount) subject to a maximum dollar limi-
tation without separately listing each deductible item. A taxpayer
who finds it advantageous to use the standard deduction may not sepa-
rately deduct his charitable contributions. A taxpayer who itemizes his
deductions may deduct all charitable gifts subject to a general limita-
tion that the allowable deduction may not exceed 30 percent of adjusted
gross income, (20 percent in the case of gifts to certain types of chari-
table institutions).

PROPOSAL

Under the proposal all taxpayers-even those who elect to claim the
increased standard deduction that is recommended in a separate pro-
posal-would be entitled to separately deduct their charitable con-
tributions. However, as a necessary corollary to increasing the standard

* deduction and making charitable contributions deductible independent
of the standard deduction, the charitable deduction would be restricted
to the amount by whicl contributions exceed 3 percent of taxpay-
er's adjusted gross income. In addition, the 30-percent limitation
on deductible contributions would be increased to 50 percent of an
amount equal to his adjusted gross income plus the exempt income
items (in excess of $5,000) which are taken into account under the
allocation of deductions and minimum tax proposals.

REASONS FOR Till: PROPOSAL

The vital role that charitable organizations fulfill in our society is
recognized by the provisions of existing law which exempt such
organizations from Federal income tax. The provisions allowing pri-
vate persons to deduct contributions to certain tax-exempt organiza-
tions also reflect the Federal Government's commitment to private
charity and are principally justified as an incentive for charitable
giving.

Under existing law persons who find it advantageous to use the
standard deduction may not deduct their charitable contributions. The
standard deduction is one of the most important and desirable features
of our tax system combining both tax simplification and tax equity.
Most taxpayers now use the standard deduction. (In the absence of
any tax reform proposals approximately 57 percent of the total re-
turns to be fled in 19M9 will claim the standard deduction.) Since
persons in this category are not entitled to separately deduct
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charitable contributions, the charitable deduction provisions of
existing law do not function as an incentive for charitable giving for
this group. In addition, because of the importance of the standard
deduction to our tax system, a substantial increase in the standard
deduction has been proposed. It is estimated that as a consequence of
this and other reform proposals approximately 80 percent of all
persons filing tax returns in 1969 will use the standard deduction.
Accordingly, in order to preserve and strengthen the charitable con-
tribution deduction as an incentive for donations among a broadly
Based segment of taxpayers, it is recommended that the charitable
contribution deduction be allowed independently of the standard
deduction.

In order to achieve the objectives of the proposals relating to the
increased standard deduction and the charitable contribution deduc-
tion outside of the standard deduction (COSD), the charitable contri-
bution deduction must be made inapplicable to routine gifts. Only in
this manner can the simplification and tax equity objectives of the in-
creased standard deduction be harmonized with the preservation of
the charitable contribution deduction as an incentive for charitable
giving. Moreover, since persons making only routine contributions each
year are generally uninfluenced by tax considerations, the recommenda-
ion that the charitable contribution deduction be limited to amounts

in excess of 3 percent of a taxpayer's adjusted gross income is unlikely
to have any significant effect on the total flow o-f contributions to chari-
table organizations. In addition, if such a limitation were not imposed,
the revenue loss that would result from allowing the deduction of rou.
tine contributions would make it impractical to permit charitable
deductions independent of the increase standard deduction.

The increased standard deduction proposal in conjunction with the
proposal allowing all taxpayers to deduct charitable contributions sub-
ject to a 8-percent threshold would vastly simplify our tax system. The
need for maintaining detailed records to substantiate deductions for
routine contributions would be eliminated. The percent threshold
also is necessary to avoid the intolerable administrative burden that
would otherwise be imposed upon the Internal Revenue Service if all
charitable contributions were deductible, regardless of amount, and
subject to examination.

Allowing all persons to deduct contributions subject to a general
3-percent threshold will also do much to alleviate the structural inequi-
ties in the charitable contribution area which presently prevent the
deduction from functioning efficiently as an incentive for charitable
giving. Present law provides no incentive for above average gifts in
the case of persons who have few noncharitable deductions and, there-
fore. tie the standard deduction; and, of course, this will become more
marked when the recommended increases in the standard deduction
become effective. At. the same time, present law permits persons who
have large noncharitable deductions to deduct nominal gifts which
would have been made under any circumstances. The proposal would
correct this situation by limiting the tax benefit to persons making
routine gifts and providing an incentive that does not presently exist
for persons using the standard deduction-including those persons
who will use the proposed increased standard dedution-to make
above average contributions.
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The remaining structural proposal would increase the ceiling on
deductible contributions from 30 percent of adjusted gross income to
50 percent of an amount equal to adjusted gross income plus excluded
items (in excess of $5,000) which are taken into account in the allow.
cation of deductions and minimum tax proposals. This will permit
larger deductions for contributions by taxpayers in the upper income
ranges where the incentive effect of the charitable deduction is strong-
est.

EFFECT OF THE PROPOSAL

In the absence of these reform proposals, approximately 57 percent
of all persons filing returns use the standard deduction and could
not separately deduct their charitable contributions. Under this pro-
gram it is estimated that 80 percent of all persons filing returns will
use the new, increased standard deduction, as follows:

(1) Taxpayers who presently use the standard deduction, but never-
theless contribute more than routine amounts to charity. The effectof allowing charitable deductions in excess of 3 percent in addition
to the standard deduction will constitute a benefit. This group will
involve about 11 million returns which will receive a tax saving
of about $118 million.

(2) Taxpayers who presently itemize their deductions but (includ-
ing charitable deductions in excess of 3 percent of AGI) will shiftto the standard deduction as a result of the recommended increase in
the rate and ceiling of the standard deduction. This group will
involve about 6 million taxpayers who will have a tax saving of $206
million.

(8) Taxpayers with large charitable contributions and modest non.
charitable deductions who will switch to the standard deduction be-
cause the increased standard deduction is greater than their non-
charitable deduction. This group which will be composed of 2 million
taxpayers who will save $116 million since the effect of a 3-peicent
threshold will be partially or totally offset by their ability to use the
proposed new standard deduction.

'Table I indicates the revenue effects of both the 3 percent threshold
and the COSD proposal by income level, after taking into account the

' proposed changes in the standard deduction, the minimum standard
deduction, and after the disallowance of the gasoline tax deduction.
The former provision increases revenue about $1.5 billion; the latter
produces a loss in revenue of about $440 million. The effect of increas-ing the ceiling to 50 percent of the expanded income base is a revenue
loss of approximately $20 million. Thus, the combined effect of all
three provisions is a revenue increase of about $1 billion.I

NUMBER OF RETURNS Wift CHARITABLE DEDUCTrIONS

Under the overall reform program the number of returns claiming
itemized deductions would be cut ap roximately in half (from 4 mil.
lion to 16 million). Accordingly, o-t he present law itemizers taking

4"A' I



the contribution deduction, i', o ,d '1,0 0 ould continue to itemize
and to deduct contribution. ,'cent threshold. Another
fourth will continue to deduct, -!s over 3 percent of AGI, but
will no longer itemize other dei, t, .L a.s. In addition, 11 million claim-
ing the standard deduction under present law will also deduct charit-
able contributions in excess of the 3 percent floor under the program.
Thus, the overall number of returns with a contribution deduction
would not materially change; in 1969 it would be close to 26 million
returns--including 18 mill ion returns under COSD-compared to
about 32 million estimated for that year under present law.

THE 3-PERCENT DEDUCTION THRESIIOLD

Among 27 million persons who claimed itemized deductions includ-
ing a charitable deduction in 1966, 78 percent of the total contributions
were made by approximately 13 million people whose contributions
were over 3 percent of their AGI. It is important to recognize that for
these contributors the marginal contribution will be as valuable in
terms of tax savings as it. is now, despite the threshold provision. If a
taxpayer has already contributed 3 percent of his AGI, the tax savings
involved in an additional $100 contribution is unchanged whether or
not the first part of his contribution is deductible. In other words, the
price of giving at the margin (which is relevant to taxpayers' decisions
to increase or decrease contributions) is unaffected b the imposition
of a deduction threshold. Table 2 provides some detailmaterial on the
patterns of contributions in relation to AGI.

TIE E FFCT OF TINE PROGRAM ON CIIRITABLE CONThIIITIONA

TIlE 50-PERCENT DEDUCTION LIMIT

The increase in the upper limitation on the charitable contribution
deduction from 30 percent of adjusted gross income to 50 percent of
the expanded income base will I)enefit those who presently donate sub-
stantial portions of their income to charity. These are principally
upper-middle and upper income taxpayers for whom the deduction
incentive is strong.

The history of special benefits in the income tax law has been doni-
inated by considerations of the sort: "This incentive may do some
good; we dont know for sure. LIets put it in the law anyway." A
provision of this soft is thereafter strongly defended on the grounds
that taking it out may eliminate the hy pothetical benefit.

A serious effort to improve the tax law requires a hard look at
evidence to reach some judgment on just what the effect is and whether
it is worth the burden that this imposes on the rest of society.

This discussion undertakes to provide some analysis of how much
difference might be made in contributions to charity as a result of the
reform program. It will Ie convenient here to put the various parts
together in one place by including a discussion of the effects of other
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provisions besides the 8 percent threshold, COSD, and the 50 percent
upper limit. Table 8 provides some summary estimates of the possible
impact of the complete program on charitable contributions.

A preliminary explanation is called for: A particular tax provision
can affect the contributions of an individual in two ways.

1. lInome efeot.--If a tax provision increases or decreases income
after tax, the provision should bring about a corresponding change
in the individual's various uses of disposal income, including cliaritable
contributions. What we need to know to estimate this effect is the
portion of after-tax income which is allocated to contributions. In
general, we can estimate this to average 4 percent for all itemizers,
8 percent for nonitemizers, and 7 percent for til high incomes. Further,
we can estimate that these relationships tend to remain constant for
moderate changes in after-tax income.

2. Price efffet.--Some tax changes affect not only the after-tax
income of an'individual but also the cost to him of putting a dollar
at the disposal of charity. The individual may respond to this in
various ways. He could incur more cost and give the charity just
as much he could decide to incur the same cost as he did before and
let the charity get along with a smaller contribution; or he could
assume some compromise position between these two extremes. Several
economists who have addressed this problem have found little evidence
that changing the tax value of contributions has a noticeable effecton contributions. Fund raisers, on the other hand, persist in giving
considerable emphasis to deductibility in their fund appeals.

For the present discussion we can suggest a range of possible effects.
At the one end it seems too extreme to assert that when the tax ad-
vantage of a contribution is reduced contributors will maintain the
same net cost of the contribution. Logically this is equivalent to
asserting that every dollar of tax saving from the contribution deduc-
tion goes to increasing the contribution, and this is not consistent
with the evidence.

NONPECONOMI0 INILUENOES ON CHARITABLE GIVING

In addition to the economic motivations for charitable giving, the
American Association of Fund-Raising Counsel recognizes many non-
economic incentives for giving. These include responses to social
awareness, generosity, social pressure, pity, and habit. To the extent
that the noneconomic factors influence charitable Rivin patterns,
changes in the tax treatment of charitable donations iave Httie reper-
cussion on the level of contributions.

Since these noneconomic motivations are largely nonquantifable,
the importance of the economic incentive is d Mcult to distinguish
from that of the noneconomic incentive. There is reason to believe.
however, that noneconomic motivations have considerable influence
on the level of giving. This is substantiated by the fact that studies
relating variations in charitable contributions to changes in both
the tax treatment and the incomes of contributors have been successful
in explaining scarcely half of the observed variation in contributions.



The estimated $20 million income effect shown on table 8 is rela-
tively small because in the aggregate the program is balanced and
.will leave income after tax unchanged. Some small net effect is possible
because there is some shift in burden from low incomes to high in-
comes.

It is likely thai. the price effect will appear principally among people
who now contribute less than 8 percent because, for larger contributors,
the price of putting an additional dollar at the disposal of charity is
not changed. About 40 percent of the revenue comes from this former
group, and if they reduce their contribution by half of the increased
tax their contributions would fall by $300 million. In this income area,
contributions are most often associated with noneconomic incentives,
for example, social pressures of community chest campaigns at the
place of work, so this rate of decline would appear unrealistically
high. The high estimate figure is only plausible if some price effect is
attributed to people whose contributions are now a little over 3 percent.

Under the allocation of deductions proposal about 40 percent of the
allocated deductions will be contributions. Half of the contribution
share of the revenue effect of allocation would be $80 million, which is
increased in the high estimate to take account of the fact that some
contributions of appreciated property will have the effect of causing
more loss of deduction through allocation.

The price effect on foundations is t calculation of the additional
contributions that some foundations would have to make to comply
with the minimum distribution rule.

The COSD effect is related to the deduction allowed present stand-
ard deductors. (The remainder of the COSD offsets the effect of the
increased standard deduction.)

The increase in the contributions limit from 30 percent of adjusted
gross income to 50 percent of an expanded income base has an effect on
giving of about the same magnitude as does the removal of the un-
lmited contribution deduction. They roughly balance each other.

The other effects will be small. The minimum tax will tend to pro-
vide a stimulus to contributions, especially for taxpayers who pres-
ently pay only the alternative capita gains tax and thus, have no ad-
vantage from charitable contributions at this time. There will be some
deterrent working through the contribution of appreciated propery.
The maximum tax should slightly increase the net cost of contribu-
tions by lowering the marginal tax rates for some taxpayers.

This implication of table 3 is that the program could on balance re-
duce contributionss by an amcmt ranging between $100 and $300
million. To put this in context, it is important to recognize that the
aggregate of contributions is in the neighborhood of $15 billion, and
increasing from growth in the income of contributors by about $1 bil-
lion a year. The tax reform program might reduce this annual rate of
growth in 1 year from about 6 to 51A or to 4 percent. (By comparison,
this growth rate would be affected more drastically by 1 year of re-
cession,) After the year in which the tax law was changed, the
normal growth should resume.

I 199
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TABLE I.-REVENUE EFFECT OF 3 PERCENT THRESHOLD IN CONTRIBUTIONS DEDUCTION AND COSD

Revenue change

3 percent floor CO5
Dollar In Percent of Dollar In Percent of

AOI class (in thousands of dollars) millions total tax millions total taxto ::::::::::::::::: 1..... J....1
Oto L ........................... ........ -15
Sto I................... ........... ..... . . . ............ .... .... ....... ........ +' -7 to t ".................. .......... . 2  -0 -20t 011 9 -50 -.

205 ............... I
t,0ooo08 over .............................. 23 (I)

Total ........................................ + 1,470 +1.9 -440 -0.

TABLE 2.-CHARITABLE CONTRIBUTION DEDUCTIONS (BASED ON STATISTICS OF INCOME FOR 1966)

Returns with Returns with contributions in relation to AGI
contribution

AOi clans(In thousands of dollars) deductions 0 to 1 percent 1 to 2 percent 2 to 3 percent Over 3 percent

Total .......................... 27,005,815 2,251,425 6,086,863 5, 822,502 2, 845,025
5 to 10........... 4,Belw 5.................. 9W::2 0 747,446 3, 75,
SMto 0 ...................... .1 Ir ', .2 34 5 7

tOOO ndup.. .................. 2 $350

Contributions on returns with contributions as Contributions
Aonof percent of AOl (in thousands) over 3 percent
Amountoas percent ofcontribution Oto I I to2 2 to3 Over 3 allcontri.AOl class (in thousands of dollars) deductions percent percent percent percent butions

Total .............. : ....... $9,122,491 $75,033 $700,521 $1,260,398 $7,086,539 77.7
S0 ................. 25,1 54, 77.9 .4to'Io ......................... 2,"11 2 399,93 214 77.l~tO...........,97,25 9167 533,528 2 9, ~ 7,20to50 ' 120,273

100to500 ..................... 1 41,11 1:35 12 7 ?"-#
50 ,.tolo.:............... oo 524 127 1,363 1 $790 97.01,OO0 and up .............. ,562 1,240 ,287 98.7

TABLE 3.-ESTIMATES OF THE EFFECT OF THE PROGRAM ON CONTRIBUTIONS
[Millions of dollars

High estimate Low estimate

1. ,nco,,,.ffects............................... .. ..... .. -20 -20
& pernt threshold ....................... ................... -3001cw.....I....... ............... +60 +20Minimum tax.......................................0.
Maximum tax ....................................... -15 -10Allocation of deductions .................................... -10 -40
30 percent limit increase to 50 percent and repeal ol ULCO................. 0 0
Foundatons ....................................... +100 +100

3. Total (rounded) ............................................................ -300 -100
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V-H-2. PROPOSED STRUCTURAL REVISION OF THE
CHARITABLE CONTRIBUTION DEDUCTION

TECuNICAL EXPLANATION

I. DEDLCTION OF CHARITABLE CONThIBUTIONS INDEPENDENT OF THE
STANDARD DEDUCTION AND TIlE 3-PERCENT THRESHOLD

Present laiv
Under existing law taxable income is computed by subtracting a

taxpayer's allowable deductions and personal exemptions from ad-
justed gross income. As an alternative to itemizing his deductions sepa-
rately, it taxpayer may elect to use the standard deduction. A tax-
payer who elects to use the standard deduction may not separately
deduct charitable contributions medical expenses, interest, taxes, and
other similar items that are allowable as deductions from adjusted
gross income.
Proposal

It is proposed that the charitable contribution deduction be allowed
independent of the standard deduction. Thus, all taxpayers, including
those claiming the standard deduction will be able to separately deduct
their charitable contributions. A necessary corollary of this proposal
is that the contribution deduction be limited to the amount by which
qualifying charitable contributions for the taxable year exceed 3 per-
cent of the taxpayer's adjusted gross income. Accordingly, ino deulc-
tion would be allowed for taxpayers making only routine gifts.

Under the proposal an individual using the standard deduction
would compute taxable income by deducting from adjusted gross in-
come the allowable (1) personal exemptions, (2) standard deduction
or minimum standard deduction, and (3) charitable contributions in
excess of 3 percent of adjusted gross income.

An individual electing to itemize his deductions would compute
taxable income by deducting from adjusted gross income (1) the
allowable personal exemptions and (2) all allowable deductions in-
cluding a deduction, if any, equal to the amount by which charitable
contributions exceed 3 percent of adjusted gross income for the taxable
year.

Implementation of the charitable deduction proposals requires con-
forming changes in section 170 (dealing with charitable contribution
deductions) as well as section 63 (the definition of taxable income),
section 144 (involving the election of the standard deduction) and
section 101 (concerning the allowance of deductions).

Effective date.-The proposals involving the allowance of a deduc-
tion for charitable contributions independent of the standard deduc-
tion, and the 3-percent threshold will be effective with respect to
taxable years beginning after December 31, 1969.

IT. INCREASE IN LIMITATION FROM 30 PERCENT TO 50 PERCENT

Present law
Section 170 of the Internal Reveme Code J)rm'ides for the deduc-

tion of charitable contributions. Section 170(b) limits the deductibil.
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ity of contributions to 20 percent of adjusted go income but also
provides for additional deuctions equal to 10 percent of adjusted
gross income for a total limit of 80 percent provided any contribu-
ions claimed in excess of the 20-percent limit are made to organiza-
tions defined generally as follows: (1) churches, (2) educational
organizations, (8) hospitals and certain medical research organiza-
tions (4) governmental units and (5) other specified organizations
which receive a substantial part of their support from ihe general
public.

Under the proposal the additional 10-percent allowance--which in
most cases makes the effective limit on deductible contributions 80 per-
cent of adjusted gross income-would be increased from 10 to 30 per-
cent, thereby making the effective limit on the deductibility of con-
tributions 50 percent of an amount equal to adjusted gross income
plus the excluded items (in excess of $5,000) which are taken into
account under the allocation of deductions and minimum tax pro-
posals. One of these excluded items is the appreciation in the value of
property donated to charity to the extent taken as a deduction in the
taxable year.' Under the proposal, taxpayers conflning their contribu-
tions to the five types of organizations generally described above
would be entitled to deduct all contributions provided the total de-
duction claimed did not exceed the 50-percent limit. On the other hand,
a taxpayer who does not confine his contributions to the type of pub-
licly supported institutions listed above, for example, a taxpayer who
maae contributions to a private charitable trust that did not receive
substantial support from the general public, will not be entitled to
deduct contributions in excess of an amount equal to 20 percent of
the same expanded income base on which the 50-percent limit is fig-
ured. Of course, that taxpayer could, in addition to the amount con-
tributed to such a trust, deduct contributions to organizations of the
type listed above provided total contributions to both types of or-
ganizations did not exceed the 50-percent limit.

The limitaticas, operate independently of the proposal limiting
deductible contributions to amounts contributed in excess of 3 per-
cent of a taxpayer's adjusted gross income." For example, a tax-
payer has $100,000 of adjusted gros income. In addition, he has $8,000
of excluded items icludible in the minimum tax base. tie contributes
$55,000 to an educational institution during the taxable year. His
mamum allowable charitable contribution deduction is computed
as follows:

Wb. Mt value of thW pro ea b euhmt wd ts e f ikule deOwluctta €ewlia MSS
961a mlh . the a"s c adinimmt al Ie euidaWi as as eluded Itm as I. equal
tth trsac1 hetweva (a) thegarai *Ppime ude Was M the no at the taoh

Ias erdug to aMvo "Id m di mprI. how.wor. It Was derided met to row.mute UPehase maiNdut wikh the 1 Ifo11ss1 rita Ouiurtion tbhl wil be sme . Thus.
the WWWpsu S pemst threshold as clhWritale "tOum WIN he d"arulued by rf"ow,
tosJte XI eas P oo us rather them by referem to th 0SPAuded lasmue Inoe. flowerer.
it dIb detlou" 1MVN- fa uM ioer the tbuiebow WINi. fe Partse at the o cts
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l'iible contributions:
Total contributions ............................................. $5, 000
Less 8 percent of adjusted gross Income ($100,000) .- ,000

Eligible contributions prior to application of maximum limi-
tation - 52,000

Maximum limitation:
Adjusted gross Income ......................................... 100,000
Net excluded Items ($6,000-5,000)-. -- ,------ ft-1000

Total ...............-------- 101,000

Maximum limitation (50 percent X $101,000).. --------------------. s0,50

Maximum allowable limitation:
(Lesser of eligible contributions or maximum limitation) -------- 50, 500

In this respect it should be noted that under section 170(b) (5) the
amount by which eligible contributions exceed the 50-percent limit
($1,500 in the above example) may be carried forward for up to 5 years
subsequent to the year of contribution. To reflect properly the 3-per.
cent limit and the 50-percent limit it is proposed that the carryover
provisions be amended to provide that any excess in contributions over
the 50-percent limit in the year of contribution will be treated as having
been contributed in the year following such contribution irrespective
of whether a deduction is actually allowable in the latter year, except
such amount as is not allowable by reason of the 50percent limit
(but not the 3-percent limit) may be further carried forward for up
to 4 additional years Thus, if the taxpayer's grgs income in the fol-
lowi year was $100,000 and his actual contributions in that year
were f10,000 his deduction would be $8,500 computed as follows:
Actual contributions ............................................... $10,000
Contributions carried forward_ -------- -...----------------------- ,50 Is0

Total contribution treated as baying bn made -------------:_.. 11,500
la.: 8 percent of adjusted Iro Income -------------------------- , 000

Allowable deduction -------- ------------------------ 8500

No further carryforward would be available since it has all been
used. Similarly, if instead of contributing $10,000 in the above example
taxpayer made no contributions in the second year the $1,0 carry-
forward would be treated as having been made in that year but no
deduction would be allowable since the total of actual contributions
($0) and carryforward contributions ($1,500) did not exceed 3 per-
cent of adjusted grow income. No further carryforward would be
allowable.

Efeetire dae.-Tl increase in the limit on the deductibility of
contributions from 30 to 50 percent of an amount equal to the ad-
justed gro . incoite phs tlhe excluded items (in excess of $5,000) which
are taken into account mner the allocation of deductions and mini-
mum tax proposals shall be applicable to taxable years beginning after
Dlecerb 31,190.



V-I. REPEAL OF THE 'NLIMITEI) (IIARITABILE
(' TN ERI IAL'TI() I)I)1TCTION

Prceet han,

Under existing law individuals are pertlitted to claim at (0hritable
contributions dedfuetion oly to the extelt of 30 pe'tnPlit of adjusted
gross invomie (or 20 plrlent if the donation is made to certini elasseis
of charities). The general purip.ose of this limitation is to Irevent Iwo-
pIe from di.-ithrging their entire tax liability to the (loverniment by
making donations to selected charities equal to the amount of their
otherwise taxal)le inole. l this manner, xirns are elouollrlgel to
support. charitable organizations hut at the same tim, also ontril)ute
to tile costs of rulnnlting their (Olvernillent. However, it special p rovi-
sion) permits individuals, under certain conditions, to leduet al[ their
contributions notwithstanding the general 20 ai t) percent linitat-
tions. This special provision is used by about Im) of our' wealthiest
taxpayers.

An individual can qualify for the unlimited charitable deduction if
in the taxable year, and in 8 out of the 10 preceding taxable years, tile
total of his charitable contributions and income taxes paid ex(d 90
percent of his taxable income.' In the great majority of eases using
the unlimited deduction, the bulk of such contributions cotnsists of
al)l)reviated prolert., primarily securities. Because no tax is imlpo.*i
ulon this appreciation and because the individual is able if dedict the
full value of the contributed property from income, the approximately
100 unlimited charitable givers usually pay little or no tax on their
current income.2
7he proposal

In keeping with the basic, principles underlying the stnetural re-
vision or the charitable contribution deductio--than all individuals
should pay their fair share of taxes in order to support the Federal
Governinent-this provision of the reform prograin would releal the

milnited charitable deduction. Tilt, repeal would become effective in
10 vears. This IO-vear grace leriol is j)rovidedl in reCInition of the
fat that the individuals involved had to nuake som nondedutible con
tributions in previous years in order to qualify for the unlimited de-
duction. lence, the repeal would not Iecome elective until ,January 1,
1980. After this date, such individuals would be subject to the general
limitation on charitable deductions which, under the reform program,
would be increased to 50 peretit of the taxpayers' expauled income,
base.'
Relhtfon to thr alloction of d.ldurthpom aml minim trate proposls

One of the items of e.xemlt inome which is taken into amount in
computing the bae for the all satiwu of deduction proposal and the
ia.&* for the prpoed minimum tax is the amount of appreciatiom

' Pt  their prpose. taxMp inew, t. mnmputd withunt regard to thw 'haritabi. dedue.
ti', p0e*rmnal teiotpti|-s. and any amel toeratin hom .arryb,,k.

2 example, ti a rvotv-M year an iuo!ividual who quaiIfid (it fhe unlimited elhstrilaw
d.Ieutli(M haul nt 10040e 0t OfS. ill141 Itt. dd no.t .untrlbute any #4 the rna opliunt. uf
this inevu m In hartv. Instead. hp cuirtliated sq-nritles wtrih otginally ent him $40tiR4
and whirh had smtey appreciated in value, Axs rea mult ,i thi dmiitwtio Cenrated by this
,imalitin. be paid no tia ,s him l 10.? mills ,t irmwne and no to ton t.. appuplatina that

wasp reootrd Ina tho pw t value to tot fhe i. tI.#d m o reiulit.
'Tbe Pitpandotl Iac nfsa bep wrtomists of adjuted gtr4ma Iwws,,,w plus the lens str ,,nueint

Wev,.. ovm O(W that a e d for the purp of the aI Jlalla ,if osettetiom pmol
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in the valno of property donated to charity. However consistent with
the reasons for granting the, 10-year grace Irimxl de'rilbed above
the full effect of the unlimited eharitable dedhu.tion will Ie prtr'etP
thuring this period by providing that diwl reduction will not be sub-
ject to allocation and that the appres.iation element therein will not.
constitute an item of exempt inomeno against which other deductions
are to Ie allocated. Moreover, the appreciation element in the unlim-
ited claritihile gift will not be included in the minin|um tax base of
taxpayers using the unlimited deduction.
l[i''tle elfeet of t!ke proosai

It is estimated that the repeal of the udimited charitable dedue.-
tion will increase revenues in 1980 by approximately $25 million at
1909 levels of income. The individuals affected generally have income
well in exce- of $1 million, although nst pay little or no tax under
)r(Wit. law.

VI. REPAL OF TiHE INIMITED CHARITABLE
('ONTRIBUTION I)I ACTION

Tv.I'iix.uI('.%L ExiqANATION

*'|uder setetion 17 (b) ( (C.) 1ui1d (g) of the ('ode And individual
nn deduct charitable contributions in excess of the general percentage

limitation,' if in eight out of the 10 breeding taxan)Ie years his chart.
table cont-ributions and income tax paid exceeded IN) lwer.ent of taxable
Ileolme.2

This I)rolital would repeal the unlimited charitable contribution
reduction, thereby making the general peeentage limitation referred

to above applicaile to all individual taxpayers.
lit recogition of the fact that individual. who qualify or are quali-

fying to use the unlimited deduction htave, in the past, made certain
itonledutctible t-o01tributint it is recommended that the repeal of
thete provisions become effective for taxable pars beginning after
leveniber 31, 1979. This grace period would penmit tho.s presently
qualified to continue to make utnlinited contributions for a period of
10 years. It would also g, rmit any individuals presently in the process
of qualifying to determine whether they should continue their present
Irogrami in orler to gain the advantag's of the unlimited deduc-
tion for the limited period that it will be usable following their
qualification.

)uring the 10-ear grmce period described above, the unlimited
charitable deduction will not be subject to allocation and the apPreci-
ation element therein will not comstitute an item of exempt income
against, which other deductions are to be allocated. Morem-er tOWl
ap)pmiation element in the unlimited eh:ritable gift will not be in-
cluded in Lhe inimuin tax Imse of taxpayer. using the unlimited
deduction.

I Utdr me. 170(b) I) 4A I and Mil tho pr..rt i1mtatlas s 30 of0dJut~grouu
1hwoe*l for. in thl MW or gift to f-ertals eharitablo ormaiatl6=4m. , th ef).
ud a mratop pirt of the iWtwm jerwram. this liltaT a would kw raid to 50 Pm.lat

#4 3 fbo faep"panded irnioa baw- fde&MW am indjust~4 111s hIrM. plus the'".-tu"~liN (as &dl~l I dom P", Wl for &aut*t~ of dodanjole lt I i of'
$3 (Mmi 1pop thl* Imnpor. faMablo IsOvW to rmpa#4~ WlMMI rVIMM to O eftOlt d ,we.5sn

im to I riptism andaru4 ..pemis t~ws rarrsi-.*
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V-J. REPEAL OF THE GASOLINE TAX DEDUCTION

*NEMRA EXPLANATION

Under existing law, State gasoline taxes, but not Federal gasoline
taxes, are deductible in computing Federal income taxes. Repeal of
the provision of existng law which allows the deduction of State
gasoline taxes that are personal expenditure is recommended. The
deductibility of State gasoline taxes that are business expenses would
continue under the proposal.1

The tax ig a user charge and personal expese.-The soline tax is
essentially a user charge imposed on those who use fe highways
and 95 percent of the funds collected are spent for the purpose of
building and maintaining the highways The use of the gasoline tax
for highways is encouraged by Federal highway aid which prohibits
to a large extent the diversion of State motor fuel taxes to nonhigh.
way use. As a general principle, user charges should not be tax
deductible. Since-there is a close link between ihe payment made and
the benefit received, such taxes are basically the price paid for a con-
sumer item and should be treated as a personal expense. The gasoline
tax should have the same nondeductible status as other user charges

TAws 1.-tatee allocating motortuel tam reoedpis to sonxhway uw, 1966

Pmost of net state
moorqsel tam receipts

State: suocted to IoNW0gawo use
Alabama ---------------------------------- ----------- 0.4Aranas .............................................. 8.84Arkansas-----------------------.38
Connecticut ..... . ..... ........ .2
Delaware' ..............................................-. .9
Florida- ..............................-... ...... . & 5
Rawal -------------------------------------------- . 8
Illinois .................................- ---------.-.---- 1.4
Indiam ---------------------------------------.... .......... 7
Kans .................................................. ... 1.5
Minnesota ........... --- ------------------------- .2
Missouri ------------------------------------------------------ .2
New Jerse --------------------------------------------- 57.3Now Jaery .................................................... T. 1Now Mexico..---------------------------.1
New York .-------------------------- -- ----- 11.4
North Dakota- ..--------------- ------------ ft--- - .4
Oregon -------------------------------------------- 4.9
Rhode Island' .--------------------------------..
South Carolina . ----------------------------- . ...............
Tennessee------------------------------------- ---------- 4.8
Tex as o---- ... .............................-.................... K9
Utah --------------------------------- ....... .Weasigo-------- . . .... --- --.

W ---O--------------------------.........7..............
Uita------ ..................... ft-............ &

Tota ..................... ..... ft o. . ............ 40

'Motor fael tax reanu. are plael In th general fund.

law tha of p at~ total gas iamptioa is for a Ka0900u1 use. Paenger cars
aeeat for I peat or total gas eosmuaption, and 88 poeat t f pase g r on.
awutio s for moiaiau. u.

t d motor ful ta alpt are devoted to hwtwar am. and
tom eoe 11 ptA t reipt
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such as highway tolls, State park fees hunting and fishing license,
and auto restoration fees and drivers' licenses. The fact that the go
line tax and auto registration fees are called taxes rather than tolls
is a matter of semantics rather than substance and should have no
bearVig on their deductibility.

It is noteworthy that a number of States do not allow the deduction
of Federal and State gasoline taxes. Of the States which permit the
deduction, 16 do so because they have adopted the Federal definition
of taxable income. (See table 2.) Of the 18 States (and the District
of Columbia) with definitions which do not conform to Federal prac.
tice, one-third have chosen to disallow the deduction of gasoline taxes
(Georgia, Louisiana, Massachusetts, Mississippi, Noth Carolina,and Oregon). In addition, Indiana which uses Feral adjusted gross
income as taxable income does not allow deduction of aline taxes.
Virginia allows deduction of the State gasoline tax but oes not allow
deduction of Federal gasoline and other special excises.

Diuallowat ic eonaistent with the continued dedwtibility of gen-
erdalale tawes, income taxes, and property tawe e.-Disallowing the
deduction of special taxes on gasoline and continuing the deduction of
general sales, income taxes, and property taxes is consistent.

Under the reform program deductions will be continued for prop.
erty taxes, income taxes, and general sales taxes. In general, States
andlocalities rely on one or more of these three groups of taxes for the
bulk of their general tax revenue. Gasoline tax receipts are almost
universally segregated from the State's general revenues and devoted
to highway construction and maintenance and considered a user charge.
Furthermore, the proposal is consistent with the practice of some
States which allow a deduction of general sales taxes and property
taxes for purposes of computing their own State income tax but deny
a deduction for the gasoline tax and other special excises.

TABLE 2.--OEUCTISILITY OF GASOLINE TAXES UNDER STATE INCOME TAXES

States pemittng th nonbusnesms deductio of moo fuel taxes

Definition of States not permiing t nonu siess
taxable Income conforms to Fedrd Nenonormil deduction of mow fue taxes

Alaska Alabma Gorgi
Cooado o Indiona'
"ami Adianus Louisana
Id41 CaliforW Masachuel
Iowa Odware
iestuciy DstriObct of CoiNml NrhColn

Minnesota
Nebraska Olhm
New Mekie SOuth Carin
Now York UthN" U O~A* Vie s8
Vermont

Tol, is Tod. 12 (asidDtr of Colei) Tod. I

'Alw pueal slesd poety ts bet de I l deduction ofM it
aUses Fodero adluind *rs icm0a aabeinoean NSreeo netllo ddcongeltaoe
Allows deduWmo of Stet pulu tat but duew e allo de ddcion FedrgV lietx



Disallowance will make taxo burden more equitable.--Removing the
deduction for nonbusiness gasoline taxes will make the tax burden more
uniform among taxpayers. Present law gives greater deductions to
those having vehicles which consume large quantities of gas either be.
cause they drive more or because of poor mileage per llon. Table 8
shows how taxpayers of the same income class receive larger tax savings
for heavier cars or for more driving, and the tax savings increase wiflti
income.

Disallowance ivould have only a slight impact on individual tax.
payers.-Table 4 shows that the average tax increase is below $11 for
the income classes under $7,000 and between $16 and $19 for the income
classes between $10,000 and $20,000. This demonstrates that the deducti-
bility is a minor item for most taxpayers and that to deny the deduc.
tion would have little effect on the consumption of gasoline or the
ability of the States to derive revenue from this tax.
Revenue effect

The revenue gain from disallowance would be $310 million. It is esti.
mated that State motor fuel tax receipts will be $5.) billion in 1969 and
$3.5 billion will be eligible for deduction by individuals as a noniusi-
ness expense. Assuming the recommended standard deduction changes
have taken place, approximately 203/4 million itemizers, 90 percent of
the remaining item izers, will deduct an estimated $1.5 billion of State
gasoline taxes, resulting in a revenue loss of $810 million. If the deduc-
tion were eliminated, 6lie resulting tax increase for all itemizers would
be less than 1 percent. of present tax liability. (See table 4.)

TABLE 3.-TAX SAVINGS I FROM PERSONAL DEDUCTION OF STATE GASOLINE TAXES:

Foreign American American American
economy car compact car medium weight heavyweight
(average 27 (average 18.5 car (average

Taxable income bracket and annual miles per Pllon) miles per gallon) 15 miles per 14 miles per
moelle gallon) gallon)

$3 to $4 000:
500 .... .......... ........ .22 $3.9625

1 00*...................I .... 04 W1.417.92 8.49
1500......... ................ 6.61 9.65 11.89 12.74

$12 to f16,00:
500 ............................ 3.21 4.73 5.83 2

Ki .................... 6.41 9.47 11.66 1 0st ,000............................... 9.62 14.20 17.49 18.1,
4 000 4.62 6.81 8.40 8.99

50........... .... 9.2 1 16.7 17.98
10~........... ......

*:,:: 9 23 132 1.7 14915000 .............. 13.85s 20.43 25.19 26.97
$3 to ........................ . 71.61041.4

..... .......... ..... ..... 11.541.02 . 2.4
15,000 _ 17.32 25.54 31.48 33.72

$100 to 120.000:
5000 ..... 7.95 11.73 14.46 15.4815.90 2.46 28.92 30.97

ov e ......................... 23.86 3.19 43.38 46.45
500 ......... ......... 8.911 13.23 16.32 17.48

: :io ................................ 11.96 2647 32.65 34.96
5.............. ........ 26.93 370 48.98 52.44

I Applying current marginal rates for .olnt return brackets.
Ass.' is State gasoline tax Is I cents pe gallon.
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TABLE 4.-EFFECT OF DISALLOWING THE GASOLINE TAX DEDUCTION AFTER INCREASING THE MINIMUM STAND.
ARD DEDUCTION TO 000 PLUS $100 AND THE STANDARD DEDUCTION TO 14 PERCENT WITH AN 5,00 CEILING,
196 INCOME LEVELS

Dollar amounts in millions; number of returns in thousndjl

Number of
Tax increase Number of returns

A (in thousand Presentpercent returns Humoer of shiibn to
ofgli ouands lawet Ta n of resent with tax returns made standard
of d18l) lw I% Tax increase fl Itx increase taxable deduction

3to .. 0.1
Sto 11.439 30 . in

................7101 1, .............. I i 9 o 5

Total ...... 79,490 31505 7 1.600

ILoss thin on#-tenth of I percent or lass than 500 returns.

Note: Details may not odd to totals because of rounding.

Arf. TO REPE."AL THE GASOLINE TAX I)EDITCTION

T~c!ilNI(',m, EXI I.,ATIO.*
Under present law, action 164(a) () of the Internal Revenue Code

i)ermits al4 income tax deduction or 0tate and local taxes levied o 0 the
sale~ of gasoline and other motor fuels. On the other hand, except as itbusiness expense, present rla does not grant a deduction for Federal

gzasoline taxes or for Federal, State, or local charges which have a
direct relationship to services or facilities provided to the taxpayer,Nsuch as highway tolls, park fees, hunting and Ming license fees, and
automobile regstration fees and drivers licenses.This proposal would repeal section 164(a) (5) of the cle, thereby
pritns nonbusiness State and local gasoline tax payments a nonde.
sluctbl expense. However, gasoline tax payments which nould quafy
for a deduction under section 16 of the code as e business expense
would continue to be deductible and would be claimed tnder section
162. The repeal of section 14(a) (5) would also ave no effect upon
State and local property, income, and sales taxes which would continue
to be deductible tinder section 164(a).

1"nder this proposal the reveal of the gasoline tax dedction would
become effective for taxable years tginnhig after Deuiner 31, 1969.

V-K. CONSISTENCY OF CAPITAL GAIN AND LOSS RULES

CirF,',R%, ExPf,.%.N.%T10o "

BACKGROUNDwUnder the mechanics of present law, gains and losses from sales and

exchanges of assets held for 6 months or longer (known as long-term.a e ital gains al loss) Are offfsscin14a inst e d other and a net long-
term capital pain or loss determined. Similarly, gains and loetes from
, ndles a d exchanges of asts held for less than 6 months short-termm

Udapiti the anics oresent against each other and i om short

334-$9 1 - 69 - pi. 2 - I
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term capital gain or loss determined. If a taxpayer has in the same year
a combination of either net long-term capital gain and net short-term
capital Ios, or net long-term capital loss and net short-term capital!
gain, the larger amoun-t is reduced by the smaller, the excess re ins
its original character, and the rules discussed below are applied.

Net -Zoes, whether long term or short term, may be deducted, up
to $1,000 year, from ordinary taxable income. If the net loss exceeds
the $1,000 limitation, the excess may be carried forward and treated
as if it were a capital loss realized in the succeeding taxable year. If
there is an excess in that year also, it may continue to be carried
forward year by yepr until it is fully absorbed. There is no limitation
on the number otyeare to which it may be carried forward. Net shot-
term capital gain is fully includible in taxable income. On the other
hand, only 50 percent of n long-term capital gain is required to be
included in income, subject to a maximum alternative tax equal to 25
percent of the total gain.

This framework, under which net long-term gin is included in tax-
able income only to the extent of 50 cents on the dollar while each
dollar of net long-term loss may be used to offset a full dollar of tax-
able income (within the $1,000 limitation), is illogical and unjustifi-
able. Such a structure affords an undue advantage to those taxpayers
with capital investments who are able to realize their gains and losses
in alternate years For example, if a taxpayer with an unrealized long-
term capital gain of $1,000 in one property and unrealized long-term
capital loss of$1 000 in another were to self both properties in the same
year, the realize los would offset the realized gain and the taxpayer
would brbak even on the two transactions, with no net tax effect. On
the other hand, if he were to sell the proprties in different years, onlyr 00 of the realized gain would be subject to tax, while the entire
$1,000 realized loss would be deductible against ordinary taxable in-
come. In this situation, the tax laws can turn a break-even transaction
into a profit for the taxpayer.

Present law governing capital losses also permits an unjustifiable
advantage to be gained under certain circumstances by married couples
who elect to fie separate returns. When separate returns are filed, the
$1,000 annual limitation on the current deduction of net capital losses
is In effect doubled for the couple, since a separate $1,000 limit applies
for each spouse. Each spouse must have his own loses in order to
claim them on a separate return and receive this double limitation.
This situation however, is automatic in community property States
where all capital gains and losses of community property are split
between the spouses by operation of community property law. More-
over, in community property States the usual income-splitthig advan-
tags of a joint return is not lost when separate returns are filed, since
the income is split by operation of community propety law, regard-
less of which spouse earned it. Thus, the benefit of the double limita-
tion is almost automatic in community property States.

Taxpayers in common-law States may also secure two $1,000 limita-
tions by filing separate returns. They can attain this advantage if the
assets sold are in joint names or each spouse sells assets owned in his
own name. But couples in common-law States who file separate returns
must be willing to give up the split-income rates applicable to joint
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returns, and the overwhelming number of such couples would not
gain from so doing. Thus, wiile present law provides an artificial
incentive for filing separate returns in all States the opportunity and
net advantage to be derived from so doing is substantially greater for
couples in community property States than for couples in common-law

PROPOSALS

In order t) eliminate the inconsistencies and inequities of present
law descir ed alaove, it is proposed that (1) the rules goyernig tho
deduction of long-term capital losses be made consistent with the rules
governing taxation of long-term capital' pins, and (2) in the case of
a married couple, the annual deduction of capital losses be made sub.
ject to the same total dollar limitation regardless of whether the
spouses file jointly or separately.

(1) Antnail li dtalion.-Specifically it is proposed that in the case
of a noncorporate taxpayer, each $1 of net long-term capital loss be
permitted to offset only 50 cents of ordinary taxable income, subject
to the same overall $1,000 lim*' riw tnt deductible in any
one year. For exam le, I e long-term loss for ear is less than
$2,000, 50 percent ori vill be deductible in that yea nd no carry-
over would be avai le. If the net lon -m loss ex $2,000, a
maximum deduct' of $1,000 N Id itted for t current
year, and the ount of the in ex of mab. arriod
over and treate as a Ion rm cap IoI in the uccee in y ?
The50-perce limitati on educ' of n ong . rm

capital oe ould not affee y corpo ons
under prese law are allowed no no etca Iosses aga
ordinary in m.a

Under ex ing rulwn tal are ed to
the suceed year, ey re arc rasi theori al
year. This ould not chan . Bye he a cte rP

or sho -term ca ital I the losses my ber y
offset again long-te tr pi ns of .he carry
year as I t ha been incu r. a taxpaye has
bh a.net Ion-tem loss and a ne to loss in t sa ea and
the sum of t l os s theu 1,0 whichd
against ordina income, nt law roy he $1, deduc-
tion absorbs th a rt-term lossa do or.dollar sis. This
rule would not be ch gd .

(2) Married eo separate return.-It is posed that
the annual limitation on deduction of net en it o e be
to $500 in the case of ma m sonw a separate return.
This change would eliminate the dou Ig the annuallimitation for
those couples who file separate returns

EFlVlE DATE

The amendments affecting capital losses would be effective beginning
with the 1970 tax year, but th'y would not change the amount of
capital losses carried forward from priqr years.

As under present law, the amount of the Ion carried over would be treated In the
succeeding year in the same manner as If It had been Incurred In that year.



212

The proposed changes relating to capital losses would result in an
estimated revenue gain of $60 million for the flist effective year. The
annual .ain woulkihcrease each year to an ulthtate level of about
$100 million within about 6 years. (See table 1.) The 6-year lag in
reaching the ultimate anticipated level of revenue gail resul Its from
gradual absorption, under the new 50-percent. rule, of long-term capital
losses carried over from the years preceding the adoption of the pro-
posal, when lonK-term capital losses Nevoe still allowed without the
proposed limitation.

TABLE I.-REVENUE EFFECT OF ALLOWING ONLY 50 PERCENT OF LONG-TERM CAPITAL LOSSES TO OFFSET ORDI.
NARY INCOME, AND REDUCING MAXIMUM TO $500 FOR MARRIWP PERSONS FILING SEPARATELY

Number of returns with
Revenue liw.rease (millions) tax Increase (thousands)

Adjusted gross income class (in thousands
of dollars) 969 Long run 1969 Long run

0 to 3..... ............................ ... $6 $8 85 115
3to5 .................... .... ... 4 u 55 75
5t?.... .............................. . 6 7 70 too
I to O. ................................. tO 14 135 200
I0 to 15 ..................................... 17 23 200 290
151020 ........................................... 7 12 75 135
20to50........ ............... . 9 24 55 155
50 to 100 ........................................... 1 6 5 25
1O and over ..... ................. ......... .... ( ) 1 (i) 5

Total....................................... 60 100 60 1,100

I Le than $500,000 or 500 returns.

V-K. CONSISTENCY OF CAPITAL GAIN AND LOSS
RULES

TECItNICAL EIPLANATION

OIHNURaL DFCRIION OF PROBLEM AND PROPOSALS

1. LV tation on dediwtion of capital los8e.-Under present section
1211 of the Internal Revenue Code, all taxpayers may deduct capital
losses at least to the extent of capital gains, and in the case of individu-
als, capital losses which exceed capital gains may be (leducted against
ordinary taxable income of the taxpayer up to $1,000 per year, with
an unlimited right to carry any excess forward to future taxable
years. The mechanics of present aw are as follows: Long term capital
gains and long term capital losses are offset against eac% other and a
net long term cl)ital gain or loss determined. Similarly, short term
capital gains and short term capital losses are offset against each other
and a net short tern capital gainI or loss determined. If the laxlpayer
has in the same year a combination of either net long term capital gin
and net, short term capital loss or net long term capital loss and net
short term capital gain, the larger amount is reduced Dy the smaller,
and the excess retains its original character. However, in computingthe current deduction against taxable income no distinction is made
between ]on term capital losses and short term capital losses: each is
allowed (1ollar-for-dollar against ordinary taxable income, subject to
the $1,000 limitation.
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In the case of long term capital losses, this dollar-for-dollar offset is
entirely inconsistent with the fact, that only a maximum of one-half of
long-term gains is subject to tax and that if the long term ains and
losses were realized in lie same year, they would offset each other in the
tax computation. The following illustrates the incongruity of present
liw it this respect : Assume that. an individual has two blocks of stock
which he has held for niore than 6 months; one block has appreciated in
value by $1,000 and the other has decreased in value by $1,000. If he
sold them both in the same year, the $1,000 loss would offset the $1,000
gain, with no net tax effect.1However il he were to sell the appreciated
block in one year and the de reciated block in the next, he would have
to report only one-half of lis $1,000 gin, yet he could claim a full
$1 00) deduction against ordinary income for'his loss.

it order to make the treatment of capital losses parallel to the treat-
ment of capital gains, the proposal would permit the deduction of only
50 percent of net long term capital losses against ordinary taxable
income. Net short term capital losses would continue to be deductible in
(till as under present law, and the present overall $1,000 limit would
continue as : ceiling on the combined total of allowable annual dedue-
Iions for net long term and short term losses.

2. Iarrted (ouples fling xepal We redurn.-A further problem
under present law has been the n'ustifhftble advantage which may be
gained by married couples who fil separate returns. When separate
returns ate filed, the $1 00) limit on the current deduction of net
capital losses is in effect doubled for the couple since a separate $1,000
limit apples for each spouse. If both sixuses have capital transac-
tions and a joint return is filed, their gains and losses are pooled to-
gether and netted against each other as if there were only one tax.
payer who had realized all of them. The married couple is treated as
a single economic unit, in this manner and can realize substantial bele-
fits over filing separate returns. For example, one spouse's long term
capitah loss can be usedl to ofrset the other spouse's siort-term capital
gain which would otherwise be taxable at ordinary income rates. It is
inconsistent with this treatment to then let then he treated its two
taxpayers when this proves more advantageous, as for example, if
b)t h have capital losses.

Of course, each spouse must have his own losses in order to claim
then on a separate return. However, in community property States all
capital gains and losses from community property are split between
the spouses by operation of conimunity l)roperty law. Taxpayers in
Ollninon law States lliay also secure two $1p() hiltatiols by fling sep-

arate returns. However, they can attain this advantage only if tie
assets sold are in joint nanes or each spoUse sells assets owned in his
own nane. Furtherinore, couples in common law States who file sep-
Irate returns lnust be willing to give i ) the split-incone rates ap-
plicable to joint returns, and the overwheltning number of such couples
would not gain front so doing. Thus, not only (toes present law provide
an artificial incentive for fling separate returns, but the advantage to
he derived front so doing issu-ibstantiallv greater for couples in com.
mutity )rop erty States than for couple; in comnon law State&

The proposal would eliminate this problem by applying the same
rule for purposes of the capital loss limitation as is presently applied
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with respect to the $1,000 standard deduction limitation. That is, the
limitation would be lowered to $fON for each spouse, instead of $1,000,
in the case of a married person filing a separate return.

DZTAIIED DISCUSSION AND ILLUSTRATIONS OF PROPOSAL FOR LIMITATION ON
DEDUIION oF oAerrAL WSSES

The present rules for offsetting capital gains and losses would be
retained. In the case of noncorporate taxpayers, the additional deduct.
tion for capital losses, to the extent that they are not absorbed against
capital gains, would operate as follows:

Net short-term capital losses are first offset against any net long-
term capital gain (under the general rule as stated above) and any
excess would be deductible (as under present law) against other tax-
able income, subject to the $1,000 limitation. Net long-term capital
losses are first offset against any net short-term capital gain (under
the general rule as stated above) and A0 percent of any excess (as
compared to 100 percent under present law) would be deductible
against ordinary taxable income to the extent that the $1,000 limita-
tion was not absorbed by a deduction of net short-term capital loss.

Provision would be made for the carryover of net long-term capital
loss to the extent that it exceeds twice the amount allowed as a deduc-
tion against taxable income as outlined above. This provision changes
present law by requiring that the amount which may be carried over
must be reduced by doule the amount of long-term capital loss allowed
as a deduction. This change is necessary to effect the new rule that
only one-half of net long-term capital losses will be deductible against
taxable income.

As under present law, carryover is permitted for the full amount
of any net short-term capital loss which is not absorbed against
ordinary taxable income under the $1,000 limitation.

E, AMPLE5

The application of the proposal may be illustrated by the followingexamples:examples .- An individual has a long-term capital loss of $3,000
and no other capital gains or losses. He would be entitled to a current
deduction limited to $1,000, and would be permitted to carry over to
the following year a long-term capital loss of $1,000. If he had no
capital gains or losses in the subsequent year, he could deduct $500.

FRiample R.-An individual has a long-term capital loss of $1,800
and a short-term capital loss of $600 in the same year. In a case such
as this, where there is both a net long-term capital loss and a net
short-term capital loss in the same year and the total of these losses
exceeds the amount that may be deducted under the overall $1,000
deduction limitation, it, is necessary to determine the character of the
loss which is deducted currently so that the character of the loss car-
- ied forward may be established. ITnder present law, it is provided
that the $1,000 limitation is first absorbed by the short-term Iosseq.
This rule would not be changed. Thus, in this example, the entire
$600 of short-term loss would be deductible first; $400 of the long.
term capital loss would then be deductible. Under the new 50 percent
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rule for long-term losses, this $400 deduction would represent $800
of the total long-term capital loss, thus leaving $1,000 of that loss
to be carried over and treated as a long-term capital loss in the follow-
ing year. If he had no capital gains or losses in the subsequent year
he could deduct $500.

EFFECT DATE

The proposal would .apply to taxable years beginning after Decem-
ber 81, 1969. A transitional rule will be provided for the application
of the proposed amendments. Thus, the extent to which net capital
losses which occur in a taxable year prior to the first year in which
the proposal becomes effective may be carried over into such first year
will be governed by present law. Further carryover of such losses into
succeeding years would be governed by the new provisions. For ex-
ample, if an individual realized a $3,000 long-term capital loss in
1969, $1,000 of which was deductible in 1969, he could carry over
$2 000 of that loss into 1970 (the first year in which the proposal is
effective) and, if he has no other losses in 1970, claim a deduction for
$1,000 with respect to that loss. He would have no carryover into 1971.

V-L. MOVING EXPENSES

GENERAL EXPLANATION

As American industry has grown, individual companies have ex-
panded their operations and opened new offices and plants throughout
the country. Many large corporations have offices in virtually every
major American city and plants in every section of dhe country. A
natural result of this growth has been the necessity to transfer em-
ployees from one location to another. Furthermore, the competition for
skiled employees has led to an increasing movement of new employees
to locations where more attractive opportunities are available The
mobility of labor is a necessary part o a full employment economy,
since it reduces unemployment and increases productive capacity. It
has been estimated that there are about a haif million employment-
related family moves each year. Some major U.S. corporations, faced
with the need for trained personnel in scattered areas, transfer as many
as 1,000 employees in the period of a year. In addition, substantial
numbers of Government employees, both civilian and military, are
transferred each year.

Naturally, these business-related family relocations have a significant
impact upon the families involved. The expenses involved are fre-
quently substantial and in some cases Impose a financial burden on the
family involved. In other cases, the employer will alleviate the finan-
cial burden by reimbursing the employee for his moving expenses.

PRFANT LAW

Existing tax law provides that the unreimbursed expenses of trans-
porting the employee, his family and belongings, incurred in a job-
conne(ted move, are deductiblein computing Federal income tax. Em-
ployees who are transferred and who receive reimbursement from their
employer for these expenses are not required to pay tax on the amount
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reimbursed. While these so-called direct transportation expenses which
are given this tax treatment generally constitute the major portion of
the total cost of it move, there are other "indirect" expenses which are
typically involved. Such expenses include the cost of selling the old
house (or breaking a lease), premove house-hunting trips, and ex-
penses of temporary living quarters in tile new location prior to oc-
cupying the new ernanent residence. These expenses are not deducti-
ble under presentaw, and reimbursements of such expenses tre subject
to tax.

SUMMARY OP RECOM3M.m ATONs

It is proposed that the tax treatment presently provided with re-
spect to "direct" job-connected moving expenses be expanded to cover
certain "indirect" expenses which are commonly incurred in connec-
tion with a move. Thus, deduction would be permitted for the costs of
house-hunting trips, temporary living expenses, and certain real estate
costs, whether or not reimbursement is received.1 However, deductibil-
ity of these "indirect" expenses would be subject to an overall dollar
limitation of $1,500.

This proposed $1,500 limitation would nlpply to the deditctihle in-
direct expenses only. Direct expenses, which are deductible under
present law, would continue to 1e deductible without a dollar limita-
tion. The $1,500 limitation on indict expenses will provide the needed
relief from the financial burden of moving for the great majority of
employees; that is, employees with avenge earnings and average mov-ing expenses. Total expenses for these indirect costs may exceed the
limitation in cases of high-income employees. Their added costs are at-
tributable to their higher standard of living which their increased
earning power makes possible and should therefore properly be con-
sidered as personal rather than business related. For example, a corpo-
rate executive who is transferred is likely to have above-average tem-
porary living expenses by stayina in a more expensive hotel and above.
average real estate costs from selling a more expensive home. The tax-
paying public should not be required to defray, through reduced tax
revenues, a part of the cost of these more.tlaaerae expenses. In
addition, the $1,500 limitation reduces the possibility of abuse, or ex-
tnvagint expen(litures, at the expense of the general public. ThIus, thie
proposal represents a reasonable accommodation of the deduction of
indirect moving expenses in the case of most taxpayers without pro.
riding unnecessary tax preferences for higher income executives and
without undue revenue loss.

WTRUIUIRAL AND) TECHII~CAL CHIANGER

Present law with respect to direct. moving expenses gives the reint-
1nn'sed transferred employee an unwarranted tax preference over new
or unreimbursed employes. While the latter group mnty deduct their
direct. moving expenses, they may do so only if they satisfy certain
qualification tests for the deduction; however, reimrli.sed transfernI
employees may simply exclude from income the reimbursement for
these expenses and forego the deduction, and thereby receive the fav-

Au explained bereinafter, all reimbursements for moving expenses would be IneludableIn grlOss Income.

I
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orable tax treatment without the need to satisfy the tests for deducti.
ability, Certainly there should be no distinction between the two groups.
Hence, under fhe )rop)os.d the entire reini)urseient for both direct
tn(l indirect moving expenses would be ii'luded in income in all cases.
Whether or not reimbutsed, all employees will be able to claim deduc-
tions, subject to the limitations and requirements which govern the
allowance of the deduction.

A minor change is also proposed in one of the present law qualifica-
tions for allowance of the de(luction. Under present ltw, if a taxlMyer
does not have full-time employment in the location of the new resi-
dence for at least 31) out of the 52 weeks following the move lie cannot
qualify for tile deduction. This rule would be amended to make specific
exception for cases in which the employee is ren(lered unable to satisfy
the rule because of death, disability, retransfer; or involuntary separa-
tion front tile service of the employer from whom he hadi a flrm em-
)loymnent (oinmlitntent before lie moved.

REVENUE EFFECT

The proposed moving expense amendments would result in an esti-
mated annual revenue loss of $85 million.

EFFEUT"IVE DATE

The moving expense amendnmets would be, effective for taxable
years xeginning after )ecember 31, 1969, but only with respect to
reilmbursements and deductions for amounts paid or incurred after
the date of enactment.

V-L. LIBERALIZATION OF MOVING EXPENSE RULES

TECHNICAL EXPLANATION

I. BACKGROUND AND PRESENT LAW

The moving expenses incurred by a taxpayer as a result of a job.
related move of his household to the area of a new principal business
post give rise to two basic income tax questions: (1) whether such ex-
penses are deductible ; and (2) whether reimbursement by an employer
of an employee's moving expenses is income to the employee. Prior to
the Revenue Act of 19(g, there were no Internal Revenue Code provi-
sions specifically dealing with moving expenses. Thus, the law in the
area developed from administrative rulings and court. decisions. Prior
to 1964, moving expenses were not deductible under any circumstances.
Reimbursements for moving expenses were, generally, taxable, except
for reimbursements for direct expenses of a transferred employee.
"Direct" expenses included only the cost of transporting the taxpayer,
members of his household, and their belongings from the old lo the
new residence, including any meals and lodging en route. Reimburse-
ment for all other expenses such as house-hunting trips, real estate
costs, and so forth referreda to as "indirect" moving expenses), was
taxable. Even reimbursement for direct expenses was taxable in the
case of a new employee (as opposed to a transferred old employee).
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With tile intention of promoting labor mobility and of equalizing the
tax treatment between reimbursed and unreimbursed employees, ('on.
gross in the Revenue Act of 1964 enacted the present section 217 of the
Internal Revenue Code. Section '217 permits, under certain pjremibed
conditions, the deduction, from gross income, of job-connected moving
expenses, which are defined as including the expenses of transporting
the taxpayer, members of his household and their belongings from the
old residence to tie new residence, including meals and Kloding en
route, i.e., the same direct costs reimbursement for which is excludable
by transferred old employees. The deduction is available to new em-
ployees and to unreimburd transferred employees.

Other than to provide that the moving expense deduction would not
be allowed for a reimbursed expense which is not included in gross
income, Congress chose in 1964 not to deal sleifically with the reim-
bursement question. Thus, the pre-1964 law, under which transferred
employees may exclude reimbursements for diect, moving expenses
remains in effect today. This treatment gives the reimbursed old em-
)loyee an unwarranted tax preference over new and unreimbursed

employees. While the latter may deduct their expenses under section
217, they may do so only if they satisfy the qualification tests under
that section; however, reimbursed ol employees may simply exclude
front income the reimbursement. for direct moving expenses and forg
the deduction, and thereby receive the favorable tax tiatment wit h-
out the need to satisfy the tests for deductibility. Furthermore, al-
though the items of rimbursement which may be excluded are limited
by administrative ruling to the same direct expenses as are deductible
under section 217, thislimitation has been challenged in litigation.
While the administrative position has been sustained in most cases,
one recent Tax Court decision, currently on appeal by the Govern-
ment, has permitted exclusion of reimbursement for certain indirect
expenses which are not deductible under section 217. To the extent
that such reimbursements are held by courts to be excludable from
income, reimbursed old employees are given a clear tax preference
over the unreimbursed and new employees, whose tax benefit is limited
to the deduction of only the direct expenses allowed under section 217.

II. OENRA, SUMMARY OF RF.COMM DIDAT1ONS

In order to eliminate fully the present distinction in tax treatment
between reimbursed old employees on the one hand and unreimbursed
and new employees on the other, it is recommended that the Internal
Revenue Code be amended to provide speifically that all reimburse-
ments for employee moving expenses are includible in the employee's
gross income. Whether or not reimbursed, all employees will be able
to claim deductions as prescribed in section 217, subject to the limi-
tations and requirements of that section.

It is also proposed that the limited categories of moving expenses
which are deductible under the present section 217 be liberalized to
permit deductions of certain of the more significant indirect expenses
which are commonly incurred in connection with a move. Thus, deduc-
tion would be permitted for house-hunting trips, temporary living
expenses, and certain real estate costs, but deductibility of these ex-
penses would be subject to an overall dollar limitation of $1500.
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11m. INCLUSION IN GROSS INCOME or MOVING EXFzNS REIMBUM M UN

The proposal provides that all reimbursements or payments for mov-
itug expenses are includable in gross income of the person receiving the
reimbursement or on whose behalf the payment is made. Thus, see-
lion 61 (a) (1,) would be amended to make clear that "compensation
for services,' as the term is used in that paragraph, includes reim-
bursements and payments for every, type of moving expense. This
would reverse the present administrative position that some reimburse.
ments nuy be excluded, and would reverse the court decisions which
have held certain reimbursements excludable. The amendment would
apply, as does the paragraph which it amends, to reimbursements
which are in the nature of compensation for services, whether the
recipient is an employee or an independent contractor. Moving cx-
pense reimbursements received other than as compensation for services
will be treated the same as tinder present law. For example, a re-
imbursement or payment by a corporation of a stockholder's moving
expenses may bi includable in gross income as a dividend under
section 61 (a)(7); a reimbursement which clearly represents a gift,
would be excludable under the general rule of section 102.

Amounts paid on account of a taxpayer's moving expenses are in-
cludable in gross income regardless of tfhe manner in which payment
is made. For example, gross. income is realized whether the taxpayer
pays the expenses and receives reimbursement or whether the payor
makes payment on the taxpayer's behalf directly to the third party
who renders the services for which payment is due.

Under present law remuneration for services of an employee is
subject. to withholding of income and social security taxes. Moving
expense reimbursements, in the case of employees, are subject to this
general withholding rule. However, present law provides an excep.
tion to the withholding requirements to the extent. that at. the time
of the reimbursement or payment it. is reasonable to believe that a
moving expense deduction will be allowable to the employee under
section 217 of the Code with respect to the expenses being reimbursed.
This rule of present law would be continued. Thus, withholding would
be required on moving expense reimbursements or payments made to
employees only to the extent, that no deduction with respect thereto
is provided in section 217, as amended by the bill. Reimbursements to
transferred employees which are excludable from gross income under
present law and which would become includable under the bill are
deductible under section 217, and, thus, they would not be subject
to withholding. As under present law, withholding would be re.
quired on any reimbursement to the extent it exceeds the employee's
anticipated expense.

Iv. nJiWDtjT(oN IR MOVING EXPENSE

Section 217 of the Code would be revised to expand the presently
limited categories of expense for which deduction is allowed, and
to provide an exception from one of the tests of qualification for
deduction (i.e., the 39-week nile) in certain cases where an action of
the taxpayer's employer, or the death or disability of tite taxpayer,
makes it impossible for the taxpayer to satisfy the test.
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As under existing law, a general rule would provide that a deduction
shall be allowed for certain lbusines-related moving expense.4 of em.
4loyees. Also as under present law, self.employed persons would not

entitled to the deduction.
(b) Defdnition of dedluwtible moi4ig expem.es

The term "molig expenses" would be sl ecifically detfiled for pu
IX)ses of the deduction permitted by the general rule. The specii c (lefn-
nition would consist of several categories of expenses. Only those
expenses specifically included within this definition would qualify for
the moving expeiI deductions.

The cost of trausportig the taxpayer and the members of his house.
hold, and the cost of transporting his household goods and personal
effects from the former residence to the new place of residence, which
costs are deductible under present, liw, will continue to be deductible.
These are the same expenses which, under present. admliinst-rative in-
terpretation, atre excludable from gross income in the case of reimbursed
trmsferred employees, and which will be inhludable i gross income
under the proposed.

Three new categories of costs would be added to the definition of
moving expenses deductible under )resent lw. The first of these
covers expenses for premove house-hunting trips. The costs of trn us-
portation ineals and lodging for the txpayer or his sp use, or both,
are included, provided t-at. both the old residence and the new prin-
cipal place of work are located within tie United States. The tri p with
respect to which at deduction is claimed must be it bosn fide lmouse-
hunting trip. Travel expenses related to seeking emnjloynelnt will not
be deductible, even if some house-hmnting is (lone during the same
trip. Thus, the direct. t ranslortation expenses of a preillore trip will
not be deductible unless the taxpayer Ias already secured employment
in the new location prior to embarkinir on the trip. Similarly, only SO
much of the meals and lodging expenses as is incurred subsequent to
securing employment (whether or not thme employment was secured
before the trip was begun) would be deductible.

Deduction would aio be permitted for temporary living exlenses in
the area of th new principal place of work prior to moving into new
l)erimanent quarters. Allowable temporary living expenses are limited
to meals and lodging for the employee and members of his household.
Other expenses, such as laundry, hoal transportation, etv., are not in-
eluded. The allowable expenses for meals and lodging are limited to
those incurred within the first 30 days following arrival in the area of
the new principll place of work. In cases where the employee and all
the member of hishousehold arr'ive on the same day, the da, of arrival
will e treated as the first day of the 30-day limitation period. In cases
where time employee and/or members, of his household arrive on differ-
ent days, the 30-day period will begin to runs on tile first day oil which
an expense which 'is claimed as a (leduction sider this provision is
incurred. As in the case of house-hniting expenses, temporary lir'ing
expenses are not deductible if related to seeking emjploynment. Thus,
deductible temporary living expenses are limited to those inecurred
after the taxpayer has secured employment.

Finally, deduction would be allowed for expenses related to the
Wale of the residence from which the taxpayer moves. If the taxpayer

I
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does not own the residence from which he moves, this provision also
permits the deduction of the cost of settling an unexpired lease. This
provision would not permit the deduction of any rea lized capital loss
on the sile of at residence. As under present law, such losses art not
deduetil)le, even if the sile was occasioned by a change in job location.

The deduction is limited to certain expenses incurred in electing the
sale, such as at commission paid to a real estate agent and advertising
expenses. Expenses incurred for physical iml)rovenents or repairs
intended to enhance salability by imlproving the condition or appear-
ance of the property tre not included in the class of selling expenses
which ore deductible under this provision. Costs related to the pur-
chase of at new residence tit the new principal place of business are not
dleductible.

The three new categories of deductible expenses (i.e., house-hunting
trips, temporary living expenses, and real estate costs) would be sub-
ject to an overall limitation of $1,500. Thus, if the total of the expenses
otherwise deductible under these three new provisions exceeds $1,500,
the amount of the excess will not be deductible. This limitation is ap-
plied UIpomI the total of the expenses under the thrt categories to-
gether-not uomn each categzor, individuallv. Thus, if expenses are
incurred within each category, in amounts esis than $1,500, but the
total of these amounts ex('eeds $1,500, then the total deduction is lim.
ited to $1,500 with respect to these three categories. Re.rdless of the
effect, of the $1,500 limitation on the three new deductible categories,
the costs of transportation, deduitihle under present law, will continue
to be deductil)le without a dollar limitation, as under present law.

The provision in present law which delineates the extent to which
moving expenses of persons other than the taxpayer are deductible,
would be retained without change. These individuals must have the
same former residence and the same new residence as the taxpayer
and must be a mniember of the taxpayer's household.
(e) Conditions for allmoanee of deduction

Two conditions must be met in order to qualify for the moving
expense deduction. These two conditions are unchaniged from present
law. However a new provision would be added whnch creates excep-
tions to one o? the conditions in limited circumstances.

The so-called 20-mile test contained in present law would not be
changed. This rule provides that the new place of work must be
located at least 20 miles farther from the old residence than was the
former plaee of work, or, if the taxpayer had no former place of
work, then at least 20 miles from his former residence.

The present, law 39-week test would also be continued. Under this
rule, a taxpayer must be employed full-time during at least 39 of the
5. weeks following his arrival at the new principal place of work in
order to qualify for the moving expense deduction. However, a new
exception would be added under the proposal, providing for a waiver
of the 39-week test in cases where the taxpayer is unable to satisfy that
test as a result of death, disabilitT, or an unexpected action of his
employer. Thus, the 39-week test will not apply m cases in which the
taxpayer moves after having received a job commitment which he
could reasonably anticipate would be of sufficient duration to satisfy
the 39-week test, but is later unable to satisfy that test as a result
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of death, disability, or a transfer by, or an involuntary separation fromn
the service of, the employer from whom he had the premove commit.
ment.

In order for the exception to apply in the case of a transfer, such
transfer must have been at the instance of the employer, and not at
the employee's request. In the case of separation from service, such
separation must have been brought about by the employer rather than
the employee (i.e., only if the employee is "fired," not if he "resigns"
voluntarily). Dismissal of an employee which results from deliberate
activity of the employee intended to provoke dismissal will not qualify
as "involuntary" separation from service. Involuntary separation or
transfer will operate to waive the 39-week test only if such event occurs
while the taxpayer is in the employ of an employer from whom he had
an employment commitment before he moved. Thus, for example, if
the taxpayer is transferred by employer A from New York to Cali-
fornia andafter the transfer the taxpayer voluntarily leaves A to take
a job with employer B and is subsequently involuntarily dismissed
by B, the conditions are not met and the exception to the .39-week rule
does not operate.
(d) Technical pmn on

The present rules for application of the 39-week test in cases where
the test is not satisfied before the due date of the tax return would not
be changed except for very minor technical changes to conform to the
proposed new exception. The authority specifically granted to the
Secretary or his delegate to prescribe regulations to carry out the
provisions of the moving expense deduction would be continued. The
present rule providing that no deduction shall be permitted for ex-
penses for which the taxpayer receives a reimbursement which lie does
not include in gross income would be eliminated. This provision is no
longer necessary since the proposal would require all moving expense
reimbursements to be included in gross income.

V. EF("IIVE, DATE

The amendments made by the proposal will apply to taxable years
beginning after December 31, 1969, but only with respect to reim-
bursements and deductions for amounts paid or incurred after the
date of enactment.

Thus, the amendments will apply to permit deduction of indirect
expenses (which are not deductible tnder present law) only if they are
paid or incurred after the date of enactment. Treatment of reim-
bursements is keyed to the date of the expense for which the reim-
bursement is received-not to the date of the reimbursement. Thus,
present law will apply to reimbursements for expenses paid or in-
curred prior to the date of enactment, and the new rules will apply to
reimbursements for expenses incurred thereafter-regardless of the
date the reimbursement is received.

For example, if a calendar year cash basis taxpayer were to pay
for a house-hunting trip during 1970 but prior to the date of enact-
ment, and pay direct transportation and temporary living expenses
after the date of enactment, and receive reimbursement for all of these
expenses after the date of enactment, present. law would apply with
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ing trip, and the new rules would apply to the deduction of and the
reimbursement for the direct transportation and temporary living
expenses. Thus, the entire amount of the reimbursement would be
includable in grosq income (the house-hunting portion under present
law and the direct transportation and temporary living expense por-
tions under the new rules), the direct transportation expense would
be deductible in full (under present law as carried forward under the
proposal), the temporary living expenses would be deductible up to
$1,500 (under the new rules), and the house-hunting trip would not
Ie deductible (under preseiit law).

V-M. REVI SET) TAX TREATMENT OF THIE EI)ERLY
GENNERAI, EXPL°.KA~TlM'S

BACKGROUND

There are about 20 million people over the a. of 65 in the United
States. Of these, about 4.8 million pay Federal income tax. The rec-
ommendations for revising the incom, tax relief of the elderly basically
concern only the taxpaying group. Within that group, these recom-
mendations would result in reduced taxes for about 3.6 million indi-
viduals, including 600,000 persons who would become completely
exempt from tax.

NEMD FOR REVISION

In addition to social security, medicare, and other direct programs,
significant assistance is afforded the elderly through special income
tax relief granted to those over the age of 65. This tax relief reduces
Federal income tax revenues by approximately $2.5 billion each year.

The major tax relief extended to the elderly consists of a complete
tax exclusion for social security and basic railroad retirement benefits,
a corresponding retirement income credit for those who are not eligible
to participate in full under either of these two programs, and an extra
$600 personal exemption and related extra $100 addition to the mini-
mum standard deduction. This program of tax relief for the elderly
has been developed in a piecemeal fashion over the years and, despite
the very large amount of revenue which is devoted to it, has never been
subject to a careful review to see whether it is accomplishing its ob-
jectives. In fact, when these provisions are stbJected to careful-review,
it becomes apparent that they fail to meet the tests of fairness and
efficiency on three grounds:

First, they afford little relief to one who continues working after age
65, although his financial needs may be no different front those of his
retired neighbor. This arises because wa e income opentes to reduce or
eliminate an individual's social securitybeneflts and, in addition, to re-
duce or eliminate the amount of any retirement income credit otherwise
available to him. Under the present formula an elderly person who,
for example, earns $4,200 per year from employment will not be eli-
gible to receive social security 'benefits or to utilize the retirement in-
come credit. His tax liability would be $420. On the other hand, the
elderly individual who is no longer working and whose $4,200 annual
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income consists of maximum social security benefits plus dividends,
interests, and so forth, will have a tax liability of only $90. This is be.
cause his social security income is completely free of tax. Table 1 dem-
onstrates the inequitable tax burdens as between elderly workers and
elderly retirees.

TABLE I.-COMPARISON OF TAX LIABILITY UNDER PRESENT LAW OF ELDERLY WORKER AND ELDERLY SOCIAL
SECURITY RETIREE'

Eldedy retiree
With maXl. With avera
mum social social security

Elderly security benefits
worker with bene=ba and other

wae Income other income 3
Present money income only Income I

Single over 65:

Married, both over 65:
6000...................450 16 138

"500.... .............................................. 66 232 36
1 .000 ............................. I......................... 1.114 620 770

I Taxpayers arm not eligible for retirement income credit.
: Maximum social security benefits in 1969 are: Single-$,92; mried-P 88W.
SAvergei social security benefits in 1969 are: Sinle-$1 ,50; ma1ried-A,0|s.

Second, in addition to this discrimination against elderly persons
who continue working, the present system of benefits gives the greatest
advantage to those in the highest income brackets. For example, the
extra, $600 exemption is of increasing benefit as the individual's tax
bracket increases; it reduces the taxes of those in the highest bracket
by $420 a year but is worth only $84 to a married taxl)ayer in the
lowest bracket. Similarly, for those elderly persons eligible for the
social security and railroad retirement exclusions, the value of each
dollar of exclusion rises as the recipient's income and tax bracket rise.

Third, the income tax system applicable to the elderly is made ex-
ceedin~ly complex by the detailedand complicated rules involved in
computing the retirement income credit. This computation requires
an extra page on tJle tax return, and experience indicates that it is
so complicated that many of the elderly do not understand it and,
therefore, lose the benefits to which they are entitled.

It would seem abundantly clear, therefore, that the present tax
program for the elderly falls far short of meeting the objective of giv.
ing financial aid to the elderly in an equitable, uniform, and efficient
manner.

PREVIOUS PROPOSAL

In early 1967 the President, in his "Message on Older Americans",
recommended a comnl)lete revision of the income tax treatment of the
elderly to meet the problems outlined above. Legislation to implement
this recommendation was introduced in Congress as part of H.R.
5710, the forerunner of the administration's 1967 social security bill.
However, Congress decided not to consider this important income tax
revision in the context of social security legislation. Therefore, the
proposal is being resubmitted, but with modifications to meet certain
problems which were raised with respect to the original proposal.
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CURRENT PROPOSAL

The current proposal retains the basic framework of the original
program. It would eliminate the inequitable and complex features of
existing law applicable to elderly taxpayers and would provide, in-
stead, a flat exemption applicable to all middle and lower income
elderly alike. The proposal would provide overall net tax reduction
for the elderly as a.group, and substantial tax reductions for those
at lower and middle income levels. Those in the higher income brackets
would pay additional tax. Elderly taxpayers, in addition to benefiting
from the changes directed specifically at the elderly, will also benefit
substantially from the proposed increase in the standaril deduction
(from 10 to 14 percent), and the proposed increase in t.' minimum
standard deduction (from $200 plus $100 for each exemption to $600
plus $100 for each exemption) which are being recommended for all
taxpayers in another proposal.

The following is a more detailed description of the proposals for
revising the tax treatment of the elderly:

PERoNS WHO HAVE, A TAINE TRE AGE OF o5
The present patchwork of benefits available to persons over 65 would

be replaced by a single special exemption. Thus, the retirement income
credit and the extra,but not the basic, $600 personal exemption and re-
lated extra $100 increase in the minimum standard deduction would
be eliminated. Social security and railroad retirement annuities paid
as retirement benefits would be included in the gross income computa-
tion. On the other hand, disability benefits, death benefits, and chil-
dren's benefits under these programs would remain exempt.

These existing tax benefits would be replaced by a new special exemp-
tion of $2,500 for single taxpayers 65 or over (and for married couples
when only one spouse is 65 or over) and a special exemption of $4,200
for a married couple where both are over 65. These special exemptions
would be available regardless of the composition of the taxpayer's in-
come. Thus, they could be claimed by an elderly individual who is still
working as well as by one who is retired. Tables 2 and 3 demonstrate
that the tax liabilities of elderly workers and retirees with the same
income would be equal underthe'proposal.

TABLE 2.-THiE AMOUNT OF TAX DECREASE UNDER THE AGED PROPOSAL, SINGLE TAXPAYER AGE 65

Present Tax under Tax
Present money income tax I proposal decrease

Maximum social security benefits ($1,926):
000 ....................................................... 0 0 0
'00.....o.........o.o....o...... ... ... ......... .... ... 04'"

S....................................................13 513 0
Ave al security benefits ($1,150):

000 ....................................................... 35 0000 ....................................................... 358 25 141
0500 ....................................................... 61741I

.. .... . .. .. . .. .. .. . .. .. ............ .. .... NI
Wae in only:

...................................................... 209 0 200
5000 ............................................. 557 209 349

500 ....................................................... 83 452 3
400 ....................................................... ,220 1 :319

I No retirement Income crediL

334-8910 - 69 - P.t2 - a
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On the other hand, the special exemptions would not be available to
elderly individuals in the tipper income brackets where there is no
financial need to justify tax relief because of age. Withholding of the
new benefit from these individuals would be accomplished by reducing
the exemption dollar for dollar for all income (including social secu.
rity and railroad retirement benefits) received during the taxable year
in excess of $8,500 in the case of a single individual and $11,500 in the
case of a married couple.' However, in order to reflect. the retiree's
own contributions to the social security or basic railroad retirement.
system, the amount of his special exemption would, in no case, be
reduced below an amount equal to one-third of the amount, of those
benefits included in income for tax purposes.

The amount of the special exemption is higher than tinder the origi-
nal proposal by $200 both for single individuals and for married
couples. These increases will bring the special exemption to a level
where it takes account of the recent increase in social security benefits.'
The level at which the special exemption begins to phase out have also
been raised: from $5,600 to $6,500 for a single person and from $11,200
to $11,500 for a married couple. Thus, as somodified, the new special
exemption could not be phased out completely below an income level
of $9,000 for a single taxpayer (as compared to $7,900 tinder the orig-
inal proposal) and $15,700 for a married couple (compared to $15,200
under the original proposal). Besides raising the income levels below
which tax reduction will be realized, this modification recognizes, by
raising the phaseout level for single people to over half that for a
married couple, that the cost of living for single elderly people is, in
general, appreciably more than one-half that of elderly married
couples.

PR SO UNDER THE AGE oF 65

Under existing law, persons under age 65 need not include their
social security or railroad retirement benefits in income and, in addi-

I'Tables 2 and 3 demonstrate the Income levei at which tax liability under present law
and under the proposal would be the same and above which tax under the propoua would
be higher than under present law.

aTe new $2,500 special exemption Is roughly equivalent to the sum of the 1968 maximum
primary social secu ty benefit ($1,800 round) and the existing extra $600 personal
exemption and Its related $100 minimum Ptandard deduction. To arrive at the $4,20 mar-
ried couple's exemption, there is added $900 representing the wife's soelal security benefitand $T00 repreentinr her extra $600 Personal exemption and related $100 minimum
standard deduction, with the total rounded to $4,200.
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tion, those individuals receiving a pension under a public retirement
system ar eligible for the retirement income credit. The proposal
would eliminate these preferences and substitute instead, for the
individuals involved a special deduction equal to the lesser of (1)
the actual amount of pension, social security or railroad retirement
benefits received or (2) $1,600. The $1,600 limitation would be reduced
at. the upper income levels in the same manner as the special exemp.
tion is phased out for those over age 65.

SPECIAL PROVISIONS FOR RAILROAD R1TIRZMZNT ANNUITANTS

In addition to his special exemption of $2,50, a railroad retiree
over age 65 would be allowed a supplemental exemption for any rail.
road retirement benefits he receives in excess of $1,800, but with an
overall limit on this extra, exemption of $60. For a married couple,
the extra exemption would relate to their railroad retirement benefits
in excess of $2,600, but with an overall limit on the additional exemp-
tion of $800. In each case, the supplemental exemption plus the special
exemption would be subject to the phaseout provisions for higher
income individuals.

These special provisions were not a part of the original proposal.
They have been added to assure that people now receiving a lratoad
retirement annuity at or near the current maximum level (which
is considerably greater than the maximum social security annuity) will
not realize a significant tax increase merely as a result of the inclusion
of their benefits in gross income if they are not affected by the phase.
out provision.

FFTS OF TlE PROPOSED CHANGES

Elect on elderly group ae a whole
About 3.6 million of the current 4.8 million elderlT taxpayers would

receive tax reductions under the recommendation. (see table 4.) When
the proposal for increasing the standard deduction is considered, all
elderly single persons with incomes below $7,222 and all elderly
married couples with incomes below $12,854 would receive tax re-
duetions. Many persons with incomes above these levels will also
receive tax reductions, depending upon the nature of their income
and its consequent treatment under present law. (See tables 5, 6, and
7.) Those (eple with incomes above these levels who realize tax
increases will become taxable on, or more nearly on, the same basis
as persons under age 65 with equivalent amount of income.

TADLE 4.-N umber of people affected by aged proposal

Income levels below which there would be no tax:
(a) Single ---------------------------------------- $8,444
(b) Married -------------------------------------- $6,000

Number of additional people exempt from tax ------------------ 000,000
Number of people who have tax reduction but remain taxpayers. , 000,000

Total number receiving tax reductions ----------------- 8,600,000
Number of people who have a tax Increae ------------------- 1, 250, 000
The estimated cost of the suggested modification Is ------------ 80,000,000

NoTi--The revised proposal would provide a special exemption of $2.500 for sinle tax-
payers age 65 or over and $4.200 for married couples both of whom are age an or over. These
exemptions are reduced by the amount that Income exceed. $650 and $11,500. respectively,
but not below one-third o social security or railroad retirement Income.
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TABLE t.-InComne level# below t which taxpayera orer 65 sron hare a tar
reduoiion and above tehich a tar increc

SINOLK INDIVIDUALS Income leerel
fame erel
tar cut rom

Maximum primary social security benefit ($1,0M):'
1. No retirement Income (re(lit- $0. 00T

Average ocial security benefit ($1,150) :
1. Maximum retirement Income credit. 7, 09
21 No retirement Income crediit a ......... . 7,365

Minimum social security benefit ($(00) : "
1. Maximum retirement Income credit* 7, 215
2. No retirement Income credit ................. ", 7 800

.No social security benefits:
1. Maximum retirement Ineomo credit -- - - - - - - - - - - - - - - - - - - -  359
2. No retirement Income credit -------------------------- 8,400

1The calculations assume usp of the standard deduction. These levels are higher for
Itemlxers.

'The maximum which will he received by a significant number of beneficiaries in 19 9.
s No retirement income credit because social security or railroad retirement income

exceed $1.524.
* Average primary retirement benefits for those receiving such benefits.
Maximum retirement Income when earnlupg do not exceed $1,200 or taxpayer Is over

aege 72. No retirement Income credit when eliminated by earnings.
* Minimum primary retirement benefits.
NoTsr.-The revised proposaI would provide a special exemption of $2,500 for single tax-payer age 611 or over and $4.200 for married couples both of whom are age 05 or over. Theseexemptions are reduced by the amount that Income exceeds $.500 anti $11.500, respectively,

but not below one-thirl of social security or railroad retirement Income.

TADLE O.-conic lerclt below which taxpayers over 65 told have a ta
reduectlo and abovc which a tax Increase

MARRIED C0flI'LF, BOff AGE 6r,
Income tere!
arparatlug

tax cut fem

Maximum primary and supplemental social security benefit ($2,889)':
1. 'No retirement Income credit -------------------------- $11, 727

Average social s erity benefit ($2,015) : '
1. Maximum retirement Income credit --------------------- 12,209
2. No retirement income credit ------------------------- 12,485

Minimum social security benefit ($900) : "
1. Maximum retirement Income credit --------------------- 12,5lO
2. No retirement Income credit ------------------------- 13510

No msoial security benefits:
1. Maximum retirement Income credit ------------------- 12.041
2. No retirement Income credit . ------------------------ 14.,00

I The calculations assume use of the standard deduction. These levels are higher for
Itemizers.

'The maximum which will be received by a significant number of beneficiaries In 1969.
& No retirement income erellt heente " social security or ralilroe retirement Income

exceeds $2,280. Asunmes the husband reelves retirement Income and wife receives none.
'Average primary and eupplemental benefits for those receiving Pitch benefits.Maximum retirement Income when earning. do not exeel $1.200 or taxpayer Is over

age 72. No retirement Income credit when eliminated by earnings.
* Minimum primary and supplemental retirement benefits.
NoT.-The revised proposal would provide a special exemption of $2,500 for singletaxpayers age 65 or over and $4.200 for married coples both of whom are age 03 or over.

These exemptions are reduced by the amount that Income exceeds $6,900 and $11,900,respectively. but not below one-tird of social security or railroad retirement Income.
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TAB L T.-Income Ievela bWlow whick t prapoera oter 64 would hare a tar
re-durtios and abort which a taz iweraas

MARIUCD COUPLE, NUUAND AGE 05, WIDE UNDER AGE 65
Income lerel

separating
Wau cot from
iucreas I

Maximum primary social security benefit ($1,920) :'
1. No retirement Income credit -- $11, 528

Average social securityy benefit ($1,1510) :
1. Maximum retirement income creditI 12,496
2. No retirement Incmne credit' ......-. ---------- 13, 000

Minimum social security benefit ($000):'
1. Maximum retirement income credit' 12,798
2, No retirement Inomne credit ............--t .... " ...... 13,1

No Xocial security benefits:
1. Maximum retirement income credit- 13. 210
2. No retirement Income credit- 15, 300

I The calculations asuwme use of the standard deduction. Thew levels are higher for
Itemizers.

I The maximum which will ie received by a lgnifllant number of beneficiaries In 1969.
'No retirement Income c rdit because social security or railroad retirement Income

excees $1.524.
* Average primary retlr,,ment beemits for those receivlng such benefits.
$ Maximum retirement income when earnings do not exceed $1.200 or taxpayer it over

age 72. No retirement Income credit when eliminated by earnings.
* Ilinimum primary retirement benefits.
No's.-The revied proposal would provide a special exemption of $2,500 for slngle

taxmyers age 615 or over ant $4.200 for married c oluli both of whom are age 65 or over.
Thesw exemptions are reduced by the amount that Income exceeds $6.500 and $11,500.
,eipeetlvely, but not below one-thIrd of swlal security or railroad retirement Inene. For
a couple. one under 65, the exemption would he $2.501 phased out after one-half of Income
exceeds $5,750.

A significant number of elderly taxpayers in the group receiving tax
reduction would become completely exempt from tax. This newly ex-
empt group would consist of about 600,070 persons and would include
ill single people age 65 or over with income (from all sources, includ-

ing social security and railroad retirement benefits) of $3,8001 or less
ild all married couples where loth spouses are 65 or over, with incomes
of $6,279 2 or less.

REVENUE EFFECT

The substitution of the new special exempqtion for the current tax
henefits for the elderly would )roduce $490 million in tax reductions
for the Ienetit of the lower and middle income elderly groups; of this
amount $235 million would go to people with incomes under $7,000 and
$255 million would go to t e $7,000 to $20,000 income group. There
would be tax increases amounting to $355 million most of which would
comeO from taxpayers with incomes in excess of $10,000 and more than
half of which would come from those with incomes in exce of $20,000.
Thus, there would be an overall net revenue loss to the Treasury of
$135 million. (Table 8.) This may be compared with the original pro-
posal which would have had a balanced revenue effect

'This reflects the special exemption of $2.500. a $600 personal exemption, and the
recommended new minimum standard dedhctlon of $700.

' This reflects the special exemption of $4,200. two personal $600 exemptions, and the
new 14 percent standard deduction of $S79 on $6,27? of Income.

'The $135 million loss would be offset in part by an anticipated revenue pin of $65
million annually from persons who would lose dependency exemptions with respect to
elderly relatives. Theb original propoml would have produced a similar revenue gain. lucia.
sion of social security and railroad retirement benefits In an elderly person's gross Income
will In many cases raise that Income to an amount which exceeds the maximum which may
be earned by one who Is claimed na a dependent of another. This effect, however, would be
offNset In many cases by a proposed Increase In the maximum earnings limitation from $600
to $1,200.
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rWr Or PROPOSAL ON INIIVIDVA4 WITm VARIOUS TYPES Or INCOME 4

A single elderly person receiving average social security benefits
Staking into account the recent increases) may have an annual inome

/ron other source- of up to $260 before he will owe any tax. This
$2,650 of other income will cover the pension receivable by a 30-year
employee under a typical plan providing benefits equal to $5per month
for each year of service as well as = of investment income (repre.
senting$17,000of capital at 5 percent interest).

Even though he is receiving the new marimum social security bene-
fit, a single person may, nevertheless have up to $1$76 of other income
before owing an y tax. For an individual who was earning $7,500
when he ret-red, this other income represent a pension of 25 percent
of final pay.

A married couple receiving average social security benefit may have
an annual income /rm other sources of up to $4 ,0 before owing
any tax. This other income will fully cover the pension for a 30-year
employee payable under the "$5 per month" plan described aliove,
as well as $2,460 of investment income representingg $49,000 of capital
at 5 percent).

A married couple may receive the new maximum social security
benefits pius annual income from other sources of nearly $3,400 be-
fore owing any tax. If the husband was earning $8 000 before retire-
ment, this other income will cover a pension equal to 25 percent of
final pay plus $1,400 of investment income (representing capital of
$28,000 at 5 percent interest).

For persons living only on #ochia security benefits, the maximum
benefit level would have to double over the new levels before the in.
come tax would become a factor. If they receive average social security
benefits, their benefits would have to more that triple over the new
levels before they would owe any tax.
TABLE IL-TREASURY PROPOSAL FOR REVISION OF AGED TAX RELIEF: DISTRIBUTION OF GROSS REVENUE LOSS

AND GAIN FROM MAJOR PROVISIONS, CALENDAR YEAR IMS
leOhr aesount i. .ihoij

Eftet d tex reiise
New aljusted bea €lie I (bs s(n theu oufs I dt) Mt

hss(.) empb(.) 4009t
° t.......................................................... . .............. :tO" ............ .............................

10 ....... :............... .. :'... :................. ....... 7 0 A-+
... 6 ... ...... ..... ...... ... .0...... * ................ - :.10eAWit: ......... ...:........................... 4- ........... 60...... + Ift++ ..................................................... .... .. +3 + 3.

1 5. o.....................................................................
1o10 oo, ..... ............................................................

Tsin .......................................... -40' +35S -13

Oom not inbu the $00,O00 revm pie krm depteo Chmao% ttM W 006,000 novris I=a with nMplt
to t o~llrut &% neeth I001),000 m Ionl Imr sptil. tmbtnm of mi WlMwt bwM~edss,.

, Yhm examplea all Assume enactment of the other Pr'oposl in the reform program.
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In sum, for the overwhelming number of social security recipients,
the proposal will have no tax effect on their social security benefits
or will actually result in a tax reduction. Indeed, of the 17 million
elderly persons receiving social security benefits, about 14.3 million
are now free of income tax and would remain so well into the future.
Only about 2.7 million are taxpayers now and 2.0 million of thee
would receive tax reductions under the proposal. As a result, approxi-
mately 96 percent of the recipient. of social security retirement ben.
fits will either be unaffected or have their taxes decreased under the
prolosal. Also unaffected will be the 7 million persns receiving dis-
ability benefits, children's benefits, and death benefits under the social
security system.

EFFECTVE DATES

These recommended changes in the income tax treatment of the
elderly would take effect beginning with the 1970 tax year.

V-M. REVISED TAX TREATMENT OF THE ELDERLY

TwchiNICAt. EXPLWNATION

I. INCLUSION OF RETIREMENT lU.NEFITS RECEIVED UNDER TIlE SO'IAL SIWU-
RITY AND RAIlROAD RETIREMENT SYSTEMS IN OSS IN(COM

At present all social security benefits (by administrative ruling)
and railroad retirement benefits (by law) are excludable from gross
income. The proposal would provide for the inclusion in gross income
of virtually all social security and railroad retirement benefits which
are in the nature of retirement benefits.

More specifically, the basic retirement annuity paid to a covered
worker, as well as the benefit laid to his wife, would be includible
in income for tax purpose. On the other hand, the following types of
benefits would not be includible in income:

(1) Annuities paid to a minor child of a retired, disabled, or
deceased employee.

(2) Lump sum duath benefits.
(8) Annuities paid to the widowed mother of a minor child.
(4) Annuities paid on account of disability. Annuities paid on

account of disability convert to retirement benefits when the dis-
abled recipient reaches age 65 (ages 60 and 62 in the case of dis-
abled widows and widowers, respectively) and as such (with the
exception of child's benefit.) would be includible in income. This
treatment corresponds with the sick pay provisions appliable to
disability payments received under private plans.

1I. REZAL OF IlE RETIREMENT INCOME CREDIT

Section 37 of the Internal Revenue Code, the retirement income
credit, would be repealed under the proposal. The retirement income
credit is a very complex provision Intended to e#tend tax benefits,
somewhat comparable to the tax benefits resulting from the exclusion
of social security and railroad retirement from gross Income, to retired
individuals who are not covered (or only partially covered) by the
social security and railroad retirement programs.
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The retirement income credit is, basically, a credit against the tax-
p yer's tax equal to 15 percent of his first. $1,524 of retirement income.
The $1,524 base is raised to $2,286 in the case of a married couple with
both spouses over 65 but. where only one has retirement income or other.
wiseq ualifies for the credit, Retirement income eligible for the credit
includes, in the case of a person over 65, pension benefits, rents, interest,

and dividends; in the case of a person under 65 it includes only pension
benefits received froim a public retirement system. The $1,524 maximum
base is reduced by the amount of social security or railroad retirement
benefits received.

II. JIWPAL OF TiHE .XTRA PPRO ONN.I, EXEMPTION AND RELATFJ..) MINIMUM
STANDARD) DKDU( TION

The provision of present law which allows each taxpayer over the
age of 65 mn additional $00 personal exemption would also be re-
pealed. This will automatically result in the elimination of the $100
minimum standard deduction that is related to that personal exent-
tion. Taxpayers over the age of 65 will still be eligible for the basic
$600 personal exemption and related minimum standard deduction
allowable to all taxpayers generally.

IV. SPSCIAI, EXEMPTION FOR INDIVIDUALS OVER AGE 65

To repliwe the tax Ienefits described above, the proposal creates a
new special exemption for persons aged 65 or more. To qualfy for the
exemption the taxpayer must have attained age 65 before the close of
the taxable year involved. For at single person the annual special exemp-
tion is $2,500. For a married couple where both are over 65, each may
qualify for a $2,100 annual exemption-for a total of $4,200 on a joint
return. Section 153 of the ('ode is applicate in determining marital
status. For married couples where only one spouse is over age 5, the
one over age 65 may qualify for t $2,500 exemption (i.e., the same 's a
single poron), whether or not a joint return is filed. The one under 65
is not entitled to it Sle(iai exemption but may be entitled to the new
retirement ineolle deduction if shte is receiving social security, railroad
retirement, or publi retirement system benelita (see item V fbr descrip.
tion of this proposal).

The special $2,500 exemption for a single person over 65 is approxi-
mntely equal to the total tax benefits restuting from the following pro-
visions of existing law, which would be eliminated:

1. The exclusion fromn gross income of social security benefits in
the amount of the current. (1968) maximum annuity of $1,800
(rounded).

2. The extra $600 personal exemption allowable to individuals
over age 65 and tite extra $100 minimum standard deduction that is
related to the extra $600 personal exemption.

The special exemption does not replace, but is an addition to the
regular $600 personal exemption and related minimum standard deduc-
tion which are available to all taxpayers at any age. u

The $4,200 total exemption provided for a married couple both over
65 is also comparable to the total tax benefits resulting from the follow-
ing provisions of existing law, which would be eliminated:
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1. The exclusion from gross income of the worker's social secu-
rity benefits in the amount of the current maximum annuity of
$1,8W0 (rounded).

2. The exclusion front gross income of the spouse's social secu-
rity benefits, tip to ai maximum of $900 (round ed), which repro.
swats the maximmn receivable by a spouse who does not qualify
for benefits in her own right.

3.. The two extra. $600 personal exemptions plus the two $100
minimum standard deductions that are related to these extra
exemptions.

The special exemptions are allowed as deductions from adjusted
gross income. However, there is no requirement that the individual
itemize his deductions in order to qualify for the special exemption.
This method of handling the special exempt ion-which is the same as
that followed for the $600 personal exemption-will permit the stand-
ard deduction to be computed on an income base which includes social
security or railroad retirement benefits but which has not yet been re-
duced by the offsetting special exemption. This will, in effect, result in
an added benefit to many of those taking the standard deduction.

Additional rxem.ptdon lot, certain railroad rtres.--As indicated
above the amount of the new special exemption for the elderly is
intended to offset the total dollar amount of present benefits which are
to be eliminated. Thus, the exemption includes an allowance for an
amount roughly equal to the current maximum social security annuity
($1,800 single or $2,700 for a married couple), which annity will no
longer be excludable from income. However, railroad retirement bene-
fits, the exclusion for which is also to be eliminated, are considerably
higher than social security benefit levels. Thus, the basic $2,500 and
$4,200 special exemptions do not provide a complete substitute for
the benefits that would be given up by persons presently receiving tax-
free railroad retirement annuities at or near the present maximum
levels.

In order to reflect these higher benefit levels, an addition to the
special exemption would be provided as follows:

(1) On top of his basic special exemption of $2,500, a single
elderly railroad retiree (or one who is married to a spouse under
65) would be allowed an additional exemption in the amount by
which his basic railroad retirement benefits exceed $1,800, but with
an overall limitation of $600 on this additional exemption.

(2) A married couple (both over 65) would be allowed an nddi.
tional exemption in the amount by which their combined basic
railroad retirement benefits exceed $2,600, but with an overall lim-
itation of $600 on this additional exemption. Each spouse is en-
titled to one-half of this additional exemption if separate returns
are filed.

L/imilatio.--The allowance of the special exemption is limited to
taxpayers at the lower and middle income levels. This limitation would
operate as follows: For a single person, the special exemption (as
increased for excess railroad retirement benefits, if any, as described
above) is reduced dollar-for-dollar by the amount of his'adjusted gross
income in excess of $6,5M00. However, the exemption is never cut back
to a flgtre below one-third of the basic social security or railroad retire-



ment benefits he has included in his income for that year. This repre-
sents a uniform--and generous--allowance for recovery of the em-
ployee's contributions to the social security or railroad retirement
programs. Thus, for a single person with no social security or railroad
retirement benefits, the special exemption will be completely phased
out at a $9,000 adjusted gross income level. However, if his taxable
income includes $1,500 of social security benefits, his special exemption
will in no event be reduced below $500 (one-third of $1,500) no matter
how high his adjusted gross income.

For a married couple the special exemption would be reduced dollar
for dollar for adjusted gross income in excess of $11,500, but not below
one-third of the social security and railroad retirement benefits in-
cluded in the couple's income. Thus, for a couple with no social security
or railroad retirement income, the special exemption will be completely
phased out at $15,700 of adjusted gross income. However, if $2,700 of
their taxable income consists of social security benefits, their combined
special exemption will level out at $900 once they reach $14,800 of
ad usted gross income.

For a married couple filing separate returns, the cutback is applied
separately to each spouses exemption but on the basis of their com
bined incomes. That is, each special exemption is cut back by the
amount by which one-half of their combined income exceeds $5,750. The
use of the combined income in their case will remove any artificial
incentive to file separate returns in order to take advantage of an
uneven distribution of income among the spouses.

The social security and railroad retirement benefits that are being
included in income under the bill will also be included in the adjusted
gross income base for applying the cutback provisions.

v. SPECIAL RETIREMENT INCOME DEDUCTION FOR PMRSONS UNDER AGE 65
In addition to the special exemption provided for persons over 65,

each individual under age 65 would be entitled to a deduction equal to
the amount of social security, railroad retirement, and public retire.
ment system benefits included in his gross income--subject to a ceiling
on the deduction of $1,600 and a phaseout provision for higher income
taxpayers. The definition of "public retirement system" would be
identical to the definition presently in the retirement income credit.

The new retirement income deduction replaces:
1. The exemption from gross income of social security retire-

ment benefits received by a person under 65.
2. The comparable railroad retirement exemption.
3. The retirement income credit for persons receiving pensions

under a public retirement system.
The $1,600 ceiling on the deduction more than maintains the present

maximum retirement income credit base of $1,524.
This deduction is personal to the taxpayer receiving the specified

types of income thus, married couples cannot combine their deduc-
tions to permit the deduction of mor than $1,600 of benefits received
by one of the spouses. For example, if a retired teacher under age 65
is receiving an annual pension of $2,000 and his wife, who is also
under 65, receives no social security, railroad retirement, or public
retirement system benefits, the husband may qualify for a deduction



of no more than $1,600 and the wife is allowed no retirement income
deduction--even if a joint return is filed.'

The new retirement income deduction will be allowed as a deduc-
tion in arriving at adjusted gross income. Thus, the retirement income
(social security, railroad retirement, and public retirement pensions)
which is includable in gross income and then offset by the new deduc-
tion will not be incluc ed in adjusted gross income upon which the
standard deduction is computed. If this were not true, the mere
receipt of social security, railroad retirement, or public retirement
system benefits could pi'0duce a tax lower than that which would
have been payable if this income were not received. On the other
hand, the limitations on the charitable contribution and medical ex-
pense deductions would be computed without regard to the retirement
income deduction.

As in the case of the special exemption for those over age 65, the
$1600 retirement income deduction ceiling will be reduced dollar-for-
dollar to the extent that adjusted gross income, including social
security and railroad retirement benefits, exceeds $6,500 in the case
of a single taxpayer and $11,500 in the case of a married couple.
The deduction ceiling will never be.reduced, however, to an amount
less than one-third of any social .security. and railroad retirement
benefits included in the taxpayer's gros income. In the case of a
married person filing separately the cutback is applied on the basis
of one-half of the combined adjusted gross income of both spouses.

Vt. FIIG REQUIREMENT

Under existing law a person age 65 or over must file a tax return
if his gros income exceeds $1,00. As a part of the present proposal,
this requirement can be raised and a person 65 or over will only be
required to file a tax return if his income, together with his spouses
income if married, exceeds $3 400. The $3,400 amount reflects the
income level below which no individual will le taxable.

VII. DEPENDENCY EXEMPTIONS

A taxpayer may claim a personal exemption for any dependent
with less than $600 of gross income and for whom he provides half
the support. Frequently, this exemption arises in the case of a tax-
payer supporting an elderly parent. At present, in applying the "$600
gross income test social security and railroad retirement benefits are
ignored because they are not included in gross income for tax purposes.
This would no longer be true tinder the proposal since the gross income
of elderly taxpayers receiving social security or railroad retirement
benefits will automatically be increased by the amount of these benefits,
and, thus, if no change were made the possibility would exist that
many elderly persons formerly claimed as dependency exemptions by
their children or by others could no longer be so claimed. This result
is not improper, since social security and railroad retirement benefits
are as much economic income as are private retirement pension bene.

I A qweial rule Is provided for the aappliation of the new retirement Income deduction
in such a manner as to avoid treating residents of community property States any more
or less favorably, as a result of the appliction of community property law, than all other
taxpayers.



fits. Nonetheless, in order to prevent in many cases the loss of a de-
pendency exemption by relatives who support an elderly social secu-
ity or railroad retirement pensioner, and to liberalize the income
requirement where the dependent has nonsocial security income, it
would be provided that persons aged 65 or over may receive up to
$1,200 of gross income and still be claimed as dependency exemptions.

VIII. EFFECTIVE, DATE

The new special exemption and retirement income deduction-as
well as the repeal of the present provisions--would apply to taxable
years beginning in 1970.

IX. APPLICATION OF SECTION 1341

Under present law, a person who is required to repay or refund an
amount which he had erroneously received and reported as income in
an earlier year may elect in the year of repayment either to take a
deduction for the amount repaid or to claim a current tax credit for
the tax previously paid on the amount. However, the election of the
latter alternative (under section 1341 of the Code) is limited to cases
where the amount repaid is $3,000 or more. This limitation, which was
originally imposed for administrative reasons (i.e., as a de minimis
rule to eliminate the need to verify computations in cases involving
very small amounts), has proved restrictive in many situations, which
may increase under the proposal on account of the interyear adjust-
ments of social security payments that are frequently made.

For these reasons the $3,000 limitation of section 1.341 would, under
the proposal, be lowered to $100.

V-N. VOLUNTARY WITHHOLDING

GENERAL ExPLANATION

BACKGROUND

The existing system of income tax withholding provides most em-
ployees with a convenient and efficient method of currently paying
their income taxes. By providing for automatic current taxpayment
evenly over the year, withholding obviates the need for employees
having to make large lump-sum payments of tax at any one time.
As a consequence, withholding also greatly simplifies the Govern-
ment's collection problems,

There are, however, various payments of wages, and payments in
the nature of wages, which are by law excluded from the withhold-
ing system. The excluded items Include wages paid to agricultural
and domestic employees, as well as retirement payments made to an
employee. These payments cannot even be voluntarily subjected towithho1ding if the employees nd employer desire it. This has fre-
quently led to complaints from both parties, since both have an inter-
est in enabling the employees to meet their tax liabilities in a uniform
and efficient manner.
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PROPOSAL

While a requirement of mandatory withholding in all these situa-
tions nay not be feasible at this time, the proposal provides that in
situations where both parties want 'it, withliholing for tax purposes
will be made available on a voluntary basis.

Afore specifically, provision would be made for an employer and
one or more of his employees to enter into a voluntary agreement
for the withholding of income tax on any remuneration connected
with employment that is not now covered by the withholding system.
This voluntary system could cover not only current wage payments,
such as wages paid to farm employees, but also payments under
deferred compensation plans, such as I)ension or profit-sharing benefits.

Once an agreement is entered into, the normal withholding rules
would come into effect. Thus, the amount to be withheld would be
computed on the basis of the normal withholding rates or tables.
Moreover, as under the mandatory withholding procedures, the em-
ployer would furnish the employee with a witiholding statement at
the end of the year; and the employer would be required to deposit
the withheld taxes according to the same schedule as is applicable
in other withholding situations.

EFFEC OF PROPOSAL

This is not intended to be a revenue-oriented proposal. Rather, it
will make it easier for those not covered by the present withholding
system to handle their income taxpayments. Because it is a proposal
for a voluntary withholding in these situations, It is difficult to know
how many persons may take advantage of it. However, it is expected
that a significant number of persons will do so.

V-N. VOLUNTARY WITHHOLDING PROVISIONS

TF.CnNIWAi, EXPLANATON

Under existing law, the requirement of income tax withholding
is imposed only on persons making payments which constitute
"wages" as that term is defined in the Internal Revenue Code. The
definition of the term "wages" excludes amounts paid as remunera-
tion for services to agricultural laborers, domestic employees, and a
number of other individuals. Such individuals are not. permitted to
make use of the existing withholding system as a means of paying
their income taxes, even though these individuals and their employers
may want this convenience.

Vi'der the present law, voluntary private agreements between em-
piloyer and employee, permitting thie emjployer to set aside amounts
from each paycheck for use by t l e employees in paying taxes, are not
a fully satisfactory solution to this probllem. For example, in such
a ease, the employee would get no credit against his income tax liabil-
ity for the amounts withheld, unless and until the deducted amounts
were actually withdrawn and used to pay his Federal taxes. Conse-
quently, if tie withheld amounts were to be lost while in the employer's
hands, the employee would nevertheless remain liable for the payment
of Federal taxes with respect to his wages.
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PROPOSAL
Under the proposal, the Secretary of the Treasury would be au.thorized to promulgte regulations providing for income tax withhold.ing from remuneration for services which does not constitute wagese,as defined in section 8401 of the code. The authority to withhold wouldapply in those cases in which both the person payin and theindivid.

.~~~~~~ o 4 maaue!aaual receiving such remuneration agree voluntarily to such withhold.ing, and in which the withholding agreement conforms to the require-ments which would be provided bj egao. requte.In cases in which a voluntary wi holding agreement is executed,the remuneration covered by tle agreement would be deemed to be"war"8 for purposes of the provisions of the Internal Revenue Codewhich relate to the collection of income tax at the source on wags.Accordingly, the employer would be liable for the timely payment tothe Federal Government of amounts which ar withheld pursuant tothe voluntary withholdin9 agreement. Further, the amounts withholdwould be credited to the recipient of the remuneration as a paymentagainst his Federal income tax liability. The provisions of the coderelating to penalties for nonpayment to the Government of withheldamounts and the provisions relating to information documents regard-ing wages paid and amounts of tax withheld are likewise applicableto remuneration covered.by voluntary withholding agreements.The amount to be withheld would normally'be computed on thebasis of the regular withholding rates or tables. However, as in thecase of mandatory withholding, the employee could request the wit)%ho lding of additional amounts.Voluntary withholding agreements may be entered into whether theremuneration paid relates to present pas or future services. Accord-ingly, voluntary withholding ag sments can be entered into with re-spect to annuites which are paid under an employees' pension plan.



VI. CORPORATE INCOME TAX PROPOSALS

ODNnuAL AND TCHNICAL EXPLANATIONS





VI-A. MULTIPLE CORPORATIONS

GENERAL EXPLANATION

BACKGROUND

Income of corporations is subject to tax. at. the rate of 22 percent
on the first $25,000 and 48 percent on all income in excess of $25,000.*
This lower rate, on the first $25,000 of income, referred to as the surtax
exemption, is the most important of several provisions of the tax laws
desi ed to help small corporate businesses.

The congressional intent underlying the surtax exemption was
clearly expressed by the Senate Finance Committee in 1950 when the
present system of a sin le surtax exemption was substituted for the
then existing graduated corporate tax rates:

A single [surtax) exemption * * * best expresses the Idea of a flat tax rate
modified by a concession for small business.

Despite this clear congressional intent, the benefits of the surtax
exemption in actual operation have not been confined to small busi-
nesses. Many large corporate organizations carry on their business ac-
tivities through a series of separate corporate units. By this device,
for whatever reason utilized, the total income of what is in reality
one large enterprise is divided among numerous corporate entities,
each one of which claims a surtax exemption (the lower rate of tax
on the first $25,000 of income). In many cases, the separate corpo-
rate units are arranged so that most of them have less than $25,000
of income with the result that almost all of the enterprise income is
claimed to be taxable at reduced rates. The claiming of more than one
surtax exemption by related corporations results in an estimated an-
nual revenue loss of $285 million which goes to larger enterprises not
intended to be benefited by the surtax exemption.

1964 LEGISLATION

The Revenue Act of 1064 made substantial reductions in the income
tax rates applicable to corporations. It reduced the tax rate on the
first $25,000 of income from 30 percent to 22 percent, and after a 1-
year transition period, the tax rate on income over $25,000 from 52
percent to 48 percent. One effect of this rate reduction was to increase
the value of the surtax exemption from $5,500 to $6,500.1 In order to
prevent this rate reduction from increasing even further the advan-
tages claimed by multiple corporations, the-Revenue Act of 1964 con-
taiied provisions designed to deny the increase in the value of the sur-

*6The figures presented herein do not reflect the lO-percent surcharge.
1The value ot the surtax exemption ts a constant amount for all corporations that utlith

It fuls ut to the amount of additional tax on $25,000 that would ave to be Imtd It
that 5.000 were taxed at the higher rather than the lower rate. Before the 1964 rate
reduction the value of the surtax exemption was 22 percent (56 percent les 80 percent)
times $W000. Since the 19064 rate reduction became fully effective the taiue of the surtax
exemption has been 26 percent (48 percent les 22 percent) times $25,00.

(241)
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tax exemption to ostensibly small corporations which were in reality
parts of larger corporate complexes enerally controlled groups of
corporations (corporations related through stock ownership in certain
specified ways) were given the option of sharing one $25,000 surtax
exemption or electing to continue claiming separate surtax exemp-
tions at the cost of paying a penalty tax of 6 percent on the first $25,000
of income of each corporation.' This penalty tax had the effect of
slightly reducing the value of the surtax exemption where claimed by
multiple corporations, to $5,000 from its pro-1964 value of $5,500.

Thus, the 1964 legislation slightly reduced? but did not eliminate,
the substantial tax savings claimed by business entities operating
through multiple corporations. In 1964, the first year for which the
changes described above were effective, about 104,000 (or three.fifths)
of the total number of corporations in controlled groups elected to
claim multiple surtax exemptions and pay the 6-perent penalty.
The net savings to these groups, after allowing for the additional
6-percent penalty required to be paid and the surrender of certain
tax advantages which can be obtiined only by groups agreeing to
share one surtax exemption,' was more than W180 million. On the
same basis, the tax savings at 1968 levels would be $235 million.

The remaining 69,000 corporations which could have claimed mul-
tiple surtax exemptions lost little by their agreement to share one surtax
exemption per group. In the first place these corporations retained $879
million (or 90 percent) of the $420 million of surtax exemptions they
would have been entitled to on a multiple basis. Apparently, the reduc-
tion was slight because in most cases where multiple surtax exemptions
were voluntarily surrendered, the groups were made up of only a few
corporations with aggregate income near $25,000. Thus, even with only
one surtax exemption, most, if not all, of the Income of the group was
taxed at the lower rates.'

Furthermore, while some coups chose to share one surtax exemption
solely to avoid the 6-percent penalty, others chose to share one surtax
exemption in order to obtain certain tax benefits ' which outweighed
the advantages of multiple surtax exemptions.

MoreoverA the itse of the multiple-surtax-exemption device has
increased over the 1964 levels. Although information for 1965 is in-
complete, the indications are that the number of corporations electing
to claim multiple surtax exemptions rose to 118,000, an increase of
nearly 14 percent over 1964 levels.6

Perhaps even more significant than the estimates of agregate reve-
nue losses, however, are the substantial benefits obtain in individual
cases. For example, in one actual case a single parent corporation with
516 wholly owned subsidiaries claimed multiple surtax exemptions in
1964. If each corporation had $25,000 of taxable income, the tax savings

* Of course. nothn. in this change created a tight to multiple surtax exemptions where
none existed prior to t e change

Parent-subsidiary eontroll rrou p agreeing to share one surtax exemption are en.
titled, under other provisions of he internal Revenue Code, to receive intercorporate divi.
dends among membra Of the group without tax, and. upon filling consolidated returns to
offset losses among members of the group and make fuller use of inwestment credit.

6 If a group comprised of two corporations had a total income of $80,000. sharit one
exemption would result in a 55prcent reduction in the amount of the exemption available
to the group. On the other hand. an was apparently the case apong a large nnmo of
trups forgoing multiple surtax exemptios,-if the total income of the group Is $25,00 or
nothing is ost by sharing one surtx exemption.
see footnote o* The total number of corporations filingtax returns Inceesed h only 0.05; percent.



of this group would have been $2,580,000 or 42 percent of the tax they
would have paid had that enterprise operated through a single
corporation.

Moreover, it is not necessary to break a business down into so many
separate corporate units in order to obtain substantial tax benefits. For
example, a business that finds it impractical to operate through more
than one corporation has an effective rate of tax of 41.5 percent on
$100,000 of corporate income. On the other hand, if that business isable to operate through one parent corporation and three subsidiary,
it can reduce the effective rate of tax (including the 6 percent penalty)
on $100,000 of corporate income spread equally among the corporationsto 28 perent.

Finally, while the purpose of the surtax exemption is to aid small
businesses, table 1 demonstrates that the multiple surtax exemption
device is being used to reduce the income taxes of essentially large
business entities.1 Five percent of all business entities were operated
through controlled groups in 1965. Two-fifths of that 5 percent claimed
multiple surtax exemptions. While that two-fifths constituted only 2
percent of the total number of business entities, as a group they had
more than 26 percent of the total income of all business entities and
more income than the combined income of the 95 percent of all business
entities operated through individual corporations. The average income
of a business entity claiming the benefits of multiple surtax exemptions
in 1965 was over $800,000 as compared with an average of under
$17,000 for business entities operated through individual corporations.
The data clearly indicate that the benefits of the multiple surtax
exemption device are heavily concentrated in a small number (2 per.
cent of all business entities) of business entities which are large both
in absolute terms (average income--800,000 per business entity) and
in relative terms (more aggregate income than all business entities
operated through individual corporations).

As these data clearly show, the allowance of multiple surtax exemp-
tions to enterprises operated through multiple corporate entities is a
distortion of its purpose of aiding small businesses and is unfair in that
essentially similar enterprises pay markedly different taxes depending
upon whether or not they are willing and able to make use of the
multiple corporation device.

SOME CASE EXPERIENCE UNZR THE 1904 CHANOZ

In 1968, in connection with the Treasury recommendations for the
elimination of the multiple mrtax exemption device, information con-
cerning 55 cases of large corporate groups that were claiming the ad-
vantages of multiple surtax exemptions was presented to Congress.
These 55 groups averaged 115 surtax exemptions each. Some details of
these 55 cases presented in 1968 are again presented on table 2, but
rearranged to reflect their responses to the 1964 legislation. These
responses indicate that the extensive use of the multiple surtax exemp-
tion device continue& Of the 55 actual cases studied, only 5 groups (or

fltr pu a of this analyst. a controled group of corporations is considered as one
biume e reuadles s the number o serrate units into which it Is divided.

Therein three.fd ths fled wold turns or agreed to share one surtaxexemption.
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9 percent) representing 521 (or 8 percent) of the 6,300 member cor.
Prations chose, for one reason or another, to share one surtax exemp-
tion per group. Thirty-nine groups (or 71 percent) representing 5,719
member corporations (or 91 percent) elected to continue claiming
multiple surtax exemptions upon the payment of the 6 percent penalty.'
Of the 89 grups electing multiple surtax exemptions, 29 increased in
numbers of corporations included in the groups over 1968 levels. Of
these, four groups more than doubled in size with one increasing from
85 to 159 corporate members. The average number of corporations in
the 89 groups claiming multiple surtax exemptions in 1964 was 147.

On the basis of the above presentation, it fairly can be concluded
that the 1964 legislation had little impact upon eliminating the multiple
surtax exemption problem. Groups of corporations continue to derive
substantial tax advantages from tite use of this device.

PROPOSAL

The proposal would restrict the surtax exemption so that only one
would be available to each business entity (i.e., "controlled group of
corporations") regardless of whether it is operated as one or a group of
corporations. To provide a smooth transition, but at the same time
cut down on the worst abuses first, the change to a single surtax exemp-
tion would be accomplished in 8 years as follows:

In the first year no single controlled group of corporations may
have more than 500 surtax exemptions.1'

In the second year, 250 surtax exemptions.
In the third year, 100 surtax exemptions.
In the fourth year, 50 surtax exemptions.
In the fifth year, 25 surtax exemptions.
In the sixth year, 10 surtax exemptions.
In the seventh year, 5 surtax exemptions.
In the eighth and subsequent years, 1 surtax exemption.

During the transition period, those controlled groups claiming use of
the multiple surtax exemptions (subject to the maximum ceiling)
would remain subject to the 6-percent penalty tax. In cases where the
proposal operates'to reduce the number of surtax exemptions, the re-
ducM number would be apportioned among the members of the affili-
ated group either equally or under any other method proposed by the
group so long as no one member received more than $25,000. The 6.
percent penalty would apply to all income covered by the reduced num.
ber of exemptions and would be paid by each corporation to the extent
it claimed an exemption.

DEFINITION OF CONTROLLED GROUP

The controlled groups of corporations to which this provision would
apply would be defined as:

0 The remaining, gMoum dissolved, merged, did not fit within the controlled group definition
adopted under the 1964 rules, or tell in a miscellaneous category. No information was
available for one of the two groups placed In the miscellaneous category. With rec to
the other, the 1968 group apparently consisted of two or more groups in 1964. One mch

group elected a mingle surtax exemption while the other group elected multiple surtax
exemptions Site the 1668 group responded io two ways to the 1964 legislation, It Is not
placed i any of the above categories. Therefore. the continued use of multiple surtax
exenmtlons Is somewhat understated by the above figures.

'ofO course, the maximum number of surtax exemptions allowed by the trtnultlOp
schedule would not create a right to multiple surtax exemptions where they are not avail.
able under present law.



(1) Parent-.bsidiary griup.-A group of corporations which
are connected through 80 percent stock ownership, either directly
or through one or more intermediary corporations, with a common
parent corporation. For example, a corporation which owns 80 per.
cent or more of the value of voting power of the stock of another
corporation is a parent corporation and, together with its subsidi.
ary corporation, constitutes a parent-subsidiary group. And if the
subsidiary owned 80 percent of another corporation, that corpora.
tion would also be included in the parent-subsidiary group. There
is no change in this definition from present law dealing with
multiple surtax exemptions.

(2) Brother-iater grouTm.-A group of corporations in which
five or fewer persons&" own, to a large extent in identical proper.
tons, at least 80 percent of the stock of each of the corporations.
This provision expands present law by considering the combined
stock ownership of five individuals, rather than one individual, in
applying the 80-percent test. Even the mild 6-percent penalty
under existing law for brother-sister corporations claiming mul-
tiple surtax exemptions is made largely Ineffectual because of the
present requirement. that one person own 80 percent of the stock
of each corporation before the group of corporations is subject to
the penalty.

However, in order to insure that this expanded definition of brother.
sister controlled group applies only to those cases where the five or
fewer individualshold their 80 percent in a way which allows them to
operate the corporations as one economic entity, the propo al would
add an additional rule that the ownership of the five or fewer individu.
als must constitute more than 50 percent of the stock of each corpora.
tion, considering, in this test of ownership, stock of a particular person
only to the extent that it is owned identically with respect to each
corporation.

Thus, even where the 80-percent ownership test is met, the brother-
sister definition will not apply unless the sokholdings of the indi-
viduals in the various corporations alto meet the 50-percent identical
ownership test.

For example, if A owns 55 percent of Corporation Y and 45 percent
of Corporation Z, and B owns 35 percent of Y and 40 percent of Z,
the two tests would apply as follows:

Pofmtosf #ock Ivcet of ltuil
owwublip owership

l545r:35

Total ........................................ 0 85 1 0

As the table illustrates, A and B together own 90 percent of Y and
85 percent of Z. Thus, the basic 80-percent ownership test is met..
However since A owns 55 percent of Y but only 45 percent of Z, his
stockholdngs in the two are identical only to the extent of 45 percent.

't erons" In this diseunson reers to Individuil .stateO or buts.
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Similarly B' stockholdings are identical only to the extent of 85
percent'Together A and B hold 80 percent eac of Y and Z and the

roest t is met, Thus, in this example, Y and Z are members of
a brother-sister controlled group.

Expanding the 80-percent ownership test from one person to five will
close the present opportunity for easy avoidance of that 80-percent
test. However, adding the 80-percent identical ownership test will
insure that the new expanded definition is limited to cases where the
brother-sister corporations are, in fact, controlled by the group of
stockholders as one economic enterprise.

AVOMANC O1 RULM THROUGH ZXZEMPT ORGANIZATIONS

Under present law, some taxpayers might seek to avoid the per.
centage of ownership tests through use of controlled tax-exempt
foundations. For example, an individual who owns two corporations
might seek to avoid the 80- t portion of the brother-sister con-
trolled group test by transferrng a 1-percent stock interest in one of
the corporations to a nonstock" tax-exempt foundation which he, or
interest related to him, controls. In order to eliminate this opportu.
nity for circumventing the percentage of ownership test for parent-
subidiary and brother-sister controlled groups, a provision would
be added disregarding stock held by such controlled tax-exempt foun-
dations when pplyig these tests Thus, in the above example, the21-percent stock in owned by the exempt organization would be
ignored. The individual, therefore, would own 100 percent of the
stock of both corporations for purposes of applying the 80-percent
ownership test

OMfER TAX BEE0 I TO WHICH THE PROPOSAL APPLIES

While the surtax exemption is the major benefit, it is by no means the
only benefit claimed in multiple form by controlled groups of corpora-
tion& The other tax benefits which would be similarly restricted by
the proplose (under the same 8-year transition rule) are:

(1) TAe $100M 0 minimum accumulated earnings credit.-Under
present law, a cot'poration which unreasonably accumulates earnings
and profits in order to avoid the dividend tax on shareholders is subject
to a penalty tax imposed on the amount of income unreasonably accu-
mulated.

However, a corporation is entitled to accumulate $100,000 without
being subject to accumulated earnings tax. As in the case of the surtax
exemption, this accumulated earnings credit is designed to allow small
businesses to accumulate a minimum amount of capital without being
subject to the extra tax. However, it is also claimed in multiple amounts
by large enterprises operating in multiple corporate form as a device
to accumulate large amounts of earnings and profits sheltered from
the tax by the multiple "minimum" credits.

(2) The emai buinee deduction for le ineurancompanie.
Under present law, life insurance companies are allowed at small busi-
ness deduction of 10 percent of investment yield, up to a maximum
of $25,000. As with the surtax exemption, this provision is intended

u The constructive stock ownership rule of existing law might preclude the use of
foundations orlied In corporate form with outstanding stock.



247

to aid small companies to meet the competition of larger corporations
in the field. However, the limited benefit intended by Congress for
small businesses is being claimed in large amounts by larg enter-
prises which divide their incomes among several corporate entities.

3. Investment credit md additionafdepre iat o limitatione.-n
addition, the following adjustments in te present restrictions on
multiple-investment credit and additional first-year depreciation de-
duction limitations would be made under the proposal:

(a) Inveatment cmditi.--The investment credit provisions contain
two special rules designed as small business benefits. First, the invest-
ment credit is generally limited to 50 percent of a taxpayer's tax
liability. This Imitation does not, however, apply to the first $25,000
of tax liability.

Second, the investment credit is generally allowed only on new assets.
However as an aid to small businesses the credit is allowed on up to
$50,000 ;1 used equipment.

In order to prevent avoidance of these limitations by controlledgroups of corporations, certain parent-subsidiary groups of corpora-
tions are now limited to one of each of these special provisions for the
group. The proposal would extend this present restriction (A) by
conforming the definition of parent-subsidiary group to that applicable
under the multiple surtax provisions of present law and (B) by ex-
panding the limitation to apply, also, to brother-sister controlled groups
as defined in the proposal for purposes of the multiple surtax exemp-
tion. In view of the provision allowing for the carrying over of excess
investment credits (including any amount of credit disallowed under
this proposal) from one year to the next, no special transition rule
is necessary.

(b) Additiona flrst-year depreciation.--Under present law, a tax.
payer may elect to take as a depreciation deduction for the year the
property is acquired, 20 percent of the cost of certain qualified prop-
erty. However, since this provision is designed as an aid to small busi-
ness, the aggregate cost of propety subject to this special provision is
limited to $10 000 per year. In order to carry out the policy of restrict-
ing the benefit to truly small businesses, certain parent-subsidiary
groups are presently restricted to one $10,000 limit. The proposal would
extend this policy by applying the restrictions to parent-subsidiary
groups as defined under the multiple surtax provisions of present law
and by extending them to cover brother-sister groups as defined in the
proposal. Since any depreciation deductions not allowed in the first
year by reason of these changes would be allowable in subsequent years
under the normal depreciation rules, no transition rule is necessary.

SUMMARY

These proposals will prevent business enterprises from taking undue
advantage of provisions designed as aids to small businesses and will
insure competitive fairness to those business firms which do not utilize
the multiple surtax exemption device.

RIVENUE

This provision after the transition period will increase Federal reve-
nues by $235 million a year.



IPflOIVK DAT1

These provisions would become effective for taxable years beginning
after December 31, 1969. Thus, the transition period would start with
taxable years beginning in 1970 and would end with taxable years
beginning in 1977.

TABLE I.-ESTIMATED BUSINESS ENTITIES AND NET INCOME. BY METHOD OF FlUNG, INS RETURNS
10011or amounts In millons

Busnes ents Nt income LPl entities
Method of filing Number Percent Amount Pecet Number Portent

Total ................................... .1,000354 100.0 $70,770 101.0 1.2111.24 100.0
ndivdualrporatsn...............1,034,254 K 7 10,151 23.6 1 034,254 0.4

ntrolled groups fling cnaldated
returns or electing sinl surtax
exomplins ......................... ' 24, 500 2. 3k91 41, 134,481 10.5Controlled giroups electing mvltlple
surt x exemptions . ............. 21,600 2.0 1621 263 1111.0 ,1

I For purposes of the analysis, a controlled grop of corporations Is counted as one business entity regardless of the
number of separate units into which It is dividel.

Does not include life insuranc companies or those qualifying corporations electing to e rtae as atnrilp.
'The number of groups filing consolidated returns and the number otsubslirds Is known. Ther ino direct data on

the number of non-consollda ed groups voluntarily agreeing to share one surtax exempto or number of groups
olecting multiple suex exemptions. However the Iotal number of separt corortis in each o these categor.e Is
known. The number of roup In the categories has been timated by assuming that the average size of a group is th
same as it Is In the consolidatod return category.

TABLE 2.-METHOD OF FILING TAX RETURNS IN 1914; 55 ACTUAL CONTROLLED GROUPS OF CORPORATIONS
UTILIZING MULTIPLE SURTAX EXEMPTIONS PRIOR TO THE REVENUE ACT OF 164, WITH NUMBER OF
CORPORATIONS IN GROUP

Mehd o fling
in 1964; 193can number

Number of corporations In group
1363 164

Parent. Brother. Parent- Brother.
subsidiary sister subsidiary sister

Summry
All filing methods ................................................... S a146 6,M
Multiple surtal exemption .......................................... 4.201 5,71I

(39 groups).
Single surtax exemption .... : ..................................... 321 521
OA I ... .......................................... 624 52
Electing multiple surtax exemptions: Total ............................. 4,201 ,71l

Detail of cam
Nature of business

................ Retailslof food productsthrough stores .... ........ . I
Sl of beer, sft drink, and food at wholesale ..........

In one State.
3 .................... Operation of a chain of stores In 10 States. In 5 ..........

addition operations Include fwk.plants
to produce many food products.

4 ................... Own and operate apartment buildings ................... 14
5 .................... Coporations lease transpdatin equiLpmen .......... 22

to the stockholders, plus furnishing facill
ties and relpir servlcs related thereto.

8 .................... Manufacturer and distributor of textiles. In 406 ..........
addition, factors accounts receivable and
operates a chain of retail cthll stores.9 .................... Beau salons located throuo the United 250 ..........

.............. Feut of taxlcabs In I Cty .................
. .aln Ofrtalljwlry terslctdlna nu. Ii.. .

bar of States.
12........... Fanc business .

Sof feetete at end of table.

60 ..........

395 ..........

61 .....

.....33
.. ... .
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TABLE L--METOO OF FILING TAX RETURNS IN 1S64; 55 ACTUAL CONTROLLED GROUPS OF CORPORATIONS

UTILIZING MULTIPLE 'SURTAX EXEMPTIONS PRIOR TO THE REVENUE ACT OF 1164. WITH NUMBER OF
CORPORATIONS IN GROUP--Continued

Number of corporations In group

1113 1164N-
In 15; 1163 Parent. Brother. Parent. Brother.
cme number subsidiary sister subsidiary sister

Nature of business
I ..... Retail furniurestoesi severalcities ...... ....... 2 24......

........... Rtil stores at several hundred locations, 14 ........ 173..........
Created activities include foader-type plants
to produce merchandise.

16................... Retalend wholesale distribution of merchant. 74 .......... e ..........
dis, such as appliances end houewar.

. ....... ... Finance business .................. 43 .......... 53
Chain of estaurnts ................................. N ..........Devomnt ad Ioeof reI estate incon........ .. .

nest i th apartment hoee and
shopping centers.

23 ............. Chainof stores engaged In the retain sales ol ...... x . 3 ......... 71

"ons. Other activities of thqcorpo.
include opeaton of a chain ofsupemarkos; leasing osuluo and trucw

to he patnershp; building and loa
&MIS and operation 41 a radio
station ifeInsurance ompeny, enda
reel estate company.24..........Finance business ..... ............

Distribution and sie o1 ue! ...............
........... Chain of drug es ........tore ...........
........... Manufctrers and retailers of dry Sods. The

retail operations are condute through
more than 100 stres........ ...Fnan be .......................... 6.......... 70ff. . . Chain of retail stores selling gift Items. 3f..... Personal "s through approximately r...Ile II4I States.

........... T iob bosines .... ........... .......... ..........
i........... n oe general m. andso staes ......... . ....................

c oan thing stores .................... .............
oChain o general merchandise stores ...... ........

41 ................... Personal loans, automobile financing 2 . .
various types of Insurance.

42 ................... Sale of cigarettes, food, and rotlatd Items 56 .......... 51 ......
through vending machines In addition
I the v1t ling products are muG.
... r. d and tia music Is provided

.................. Food brokerage ........................... 2
................. Retail sale of clothing .......................... 2.......

43 ........... E [.. eatingg establishments In 14 areas .................. . .. 4
51 ............... Finance business ............................ 10 It ......
................ Manufature sad tail le of shows ........ 130 ......... 212 ......

5 ....... ...... do ..................... .. 734........ .17
54 ....... .... Fabrication and ale of furniture and fixlres.. U..........77......

Electing I surtx exemp .......................................... 321 521
tion: Total

.................... Beverages. Subsidlary companies distribute 14 .......... if ..........
parent company's product

is ................... Wholsailo, inallmentandcommercialfinano 126 ...........1$$......
Ing. and factoring. Other activities Include
credit, helth, automobile, and life Insur.
aM the matlacture of Nts s, and
p lai c - fod t and heavy ; a chray; and

Caled SWfGn.. . . Geral merchandise stores ...............4.a....... 133
43................ Cloth concessions in shoplan centers ....... ..... II.44

....... Chain ol ropair shops. Activtles als Include ......... 11 135 ........
operation of several supply houses.

Oth: I Total ....................................... 6 24 .......... 52
0 S efeset and of dtble.
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TABLE 2.-METHOO OF FILING TAX RETURNS IN 1964; 0 ACTUAL CONTROLLED GROUPs OF CORPORATIONS
UTILIZING MULTIPLE SURTAX EXEMPTIONS PRIOR TO THE REVENUE ACT OF 1064; WITH NUMBER OF
CORPORATIONS IN O1ROUP-Contlnud

Number of ooWatim Is group

1963 1164
Parent. Brother. Paet- Brother.

subsidiary sister subsidWiy siste

Nature of business
7 ................... Chain Ot restaurants. In addition. erti ..........

services are offered.
15 .................. etail stores at several hundred locations. ..........Related activities includefeeder.type plants

to produce merchandse.
17 ................... Optomer services WdIn manufactureplestlcs lano .81 frame, end sale

of Plastics And eW fat osale"I
of 0pticalt gods and-supplies at Wl
and retail ......................

I ................... Million; storage end sale ef grain, feed, nd
S fe t ry: wholms dnu

Items, a sundrie; oil production; truck.
I4 d.. . . .C wholesale pae products. 5

34 ............. Ca reltil shoe soresIn addition, man-
facturing facilities produce eome tithe
merchandise for the retail stores as well
a motandise for other distributors ...... 21.

3B ................... Chain of variety stores ..................... 60
................ Chain of general merchandise stores ......... i

....... rdetos pint products . . ..... .47 .... :........... Wholsl distribution of food poduts es ..........
well as operating retail food stores.

49 .................. Sale of new and used cars In 3 locations, as ..........
well as auto financing and insurance, auto
repairs, cra nd truck rental, and real laterental

50 ................... Buying and developing unimproved ral ..........
estate as well as building and selling reld.
dontlal houses.

26 (1) (8)
142 ....................

22 ..............

37 12 40

It ........ ........

10 ..............

to

Of the Sjroups in this catepry only 1 (95) seleted to share a single surtax exemption, the 4 others Ned consolidated
returns in 36.

orhit inctulus it of the oigina sscses. Of these, 1 (0l8) apparently consisted 02 tor more groups in 1964, 1 of which
elected a single surtx exemption and the others multiple surtax exemptions. For another 0. 1164 data re unavailable
The remaining I controlled groups selected in 19W, had either meriged or were dissolved by tyr4.SNot Available.

VI-A. MULTIPLE CORPORATIONS
T'r(II NWOAL EXFINATOn

.\. SURTAX EXSMPIIONLI

1. resent lIo.-Existig law lro vides for t two rate structure for
corporate income tax with the lower rate, called the surtax exeiption,
applicable to the first $'25,0))0 of corporate income. Many large cor-
porate organizations carry on business activities through a series of
spl)arate corporate entities, dividing the total income of what is in
reality oie large enterprise among numerous corporate entities, each
ease of wihl caims a surtax exemption. In many cases, the corpora.
tions are arranged so that most of them have less than $25,000 of
income with the result that almost all of the enterprise's income is
claimed to be taxable at reduced rates In order to restrict somewhat
the tax benefits of multiple surtax exemptions, present law provides
that corporations which constitute a parent-subsidiary or brother-
sister controlled group (defined as two or more corporations related
through stock ownership in certain spec..ifled ways) must share one
$25,000 surtax exemption, or elect to continue claiming separate surtax
exemptions upomn payment of a penalty tax of 6 percent of the first

metod of fiing
In 1964; 1N3
case number
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$25,000 of income of each corporation. This penalty tax has only the
effect of reducing the surtax exemption benefit from $6,500 to $5,000.1

2. General desription of recomnendatin.--The propomal would
limit, gradually over an 8-year transition period, corporations which
are members o a parent-subsidiary or brother-sistr controlled group
to one $25,000 surtax exemption per group. During the transition
period the present option to claim multiple surtax exemptions (subject
to the maximum number allowable under the transition rule) upon
payment of a 6-percent penalty tax would be continued. The exemption
(or exemptions during the transition period) available to the group
would be allocated either evenly or under any other plan consented to
by all members of the group which did not Allocate more than $25,000
to any one member of the group. The definition of a brother-sister con.
trolled group under present law would be broadened to include groups
of corporations owned and controlled by five or fewer persons, rather
than.only those owned and controlled by one person as provided in
existing law.

3. 8peoifo provti'one:
(a) Limitation of surtaxe eaemption.-The proposal would limit the

maximum number of surtax exemptions that could be claimed by a
controlled group of corporations in accordance with the following
transition schedule:

Meimum number ofTaxable years Including the first Dec. 81 after sur erempion#
Jan. 1, 1970 -------------------------------- ------ 5 f 0
Second Dec. 31 ----------------------------------------- 250Third Dec. 31---------------------100

Thid Dc.31 ....... f..t....t.......... t.... t......... ......... t.... 10

Fourth Dec. 81 --------------------------------- 50
Fifth Dec. 81 ------------------------------------------------------ 25
Sixth Dec 31-------------------------------------------- 10Seveth De. 81 ...................................................... 10Seventh Dee. 81------------------
Eighth and subsequent Dec. 31's ..................................... 1

During the transition period the present provision for election to
clain multiple surtax exemptions upon payment of the 6 percent
penalty would be continued subject to the maximum number avail.
able under the transition schedule. For example, in tie fourth year,
it controlled group of 100 corporations could' claim multiple surtax
exemptions, but would be restricted to 50 under the transition schedule.
If it did, it would be required to a the penalty of 6 percent of the
amount of income (50 × $15,000 $1,50,00C) subject to the surtax ex-
emptions as provided under existing law. The penalty would be al-
located to each member to the extent that it claimed a surtax exemption.

(b) Allocation of wurta v eaeptions.--The one $25,000 surtax ex.
emption available to a controlled group after the transition period
would be divided equally among the members of the group, or allo-
cated according to a phln consented to by all members of the group.
The group would be allowed to change the plan from year to year
if all members consented. In the absence of consent by all members,
the surtax exemption would be allocated equally. During the transi-

t The value of the surtax exemption In it constant amount for all corporations that utillzeIt fully equal to the amount of additional tax on $8.ooo that woulohave to be paid if
that $25,000 were taxed at the higher rate than the lower corporate rate. The value of thesurtax exemption. under existing corporate rates, Is 26 percent (48 percent less 22 percent)
times $28,000, or $6.500.

1 251
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tion period these allocation rules would apply in the same manner,
but to the limited amount of surtax exemption under the transition
schedule and with the proviso that no more than $25,000 be allocated
to any one corporation.

(e) Deftnitwn of controlled group.-As indicated above, the restric-
tions on the claiming of multiple surtax exemptions would apply to
corporations which are components members of a parent-subeidiary
or brother-sister controlled group.'

(1) Parentsubuidiary controlled group.-The present definition of
a parent-subsidiary controlled group--oprortions connected through
80 percent stock ownership, either directly or through one or more
intermediary corporations with a common parent would remain un-
changed.

(2) Brother-aiter controlled grop.p#--Present law defines a brother-
sister controlled group as a group of corporations in which the voting
stock or value of shares of each member is owned 80 percent by the same
person (i.e. individual estate or trust). Under the proposal, the present
definition would be changed so that a group of corporations would
constitute a brother-sister controlled group if (1) the same flye or
fewer persons own at least 80 percent of the voting stock or value of
shares of each corporation, and (2) these five or fewer individuals
own more than 50 percent of the voting power or value of shares of
each corloratioi considering a particular person's stock only to the
extent that it is owned identically with respect to each corporation.
This definition is the same as that under section 1551 (relating to the
disallowance of surtax exemptions and accumulated earning credits
in cases of transfers in order to secure the exemption or credit).

Part. (1) of this test is satisfied if the group of five or fewer persons
as a whole owns at least 80 percent of the voting stock or value of
shares of each corporation, regardless of the size of the individual
holdings of each person. Thus, for example, part (1), but not necessarily
part. (2)) is met whether one person owns 80 percent of the voting
stock of each corporation, four persons each own 20 percent of the
voting stock of each corporation, or one person owns 60 percent of
the voting stock of one corporation and 40 percent of another, and
another person owns 40 percent of the voting stock of the first and
60 percent of the second.

Part (2) of the test is satisfied only if the same five or fewer persons
own more than 50 percent of the voting stock or value of shares of each
corporation, considering stock ownedby a particular person only to
the extent that it is owned identically in each of the corporations. Thus,
for example, a person who owns 80 percent of the voting stock of one
corporation and 30 percent of another would be considered as owning
:30 percent of both corporations for purposes of part (2) of the test.

t There are two minor kinds of controlled groups. (1) combined groups consistinr of three
or more corporations each of which it a member of a parent-subsid iary or brother-isfer
controlled group and one of which Is both a common parent and a brother-sister corporation.
and (2) certain insurance company groups. membership In both types depend In s'nrt
upon membership In a parent-subuidiary or brother-Rioter controlled group. Therefore. thee
groups are affected by these proposals In the same manner an parent-subsidiary andi
brother-sister controlled groups and are not Independently discussed herein.
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The following two examples illustrate the operation of this two-paut
test:

EXAMPLE 1

Percent of dock ownrship (pt. 1) Percentoldentlalownmslilp(pL2)

ShartIdm:

T ot l ... .......................... 10 to 5, 55

EXAMPLE 2

Percent of stock ownership(pt. L) Penst of Identical ownershp(pL 2)

Shares 20O"s ,...............................2

Tot l ................................ 10W to 40 4

In both examples, individuals A and B together own 100 percent of
both corporations. Thus, part (1) of the test is met. However under
part (2) of the test, the stock holding of A and B are restricted to the
lowest percentage of any member to be included in the group. Thus, in
Example 1, because stockholder A owns only 80 percent of Corporation
No. 1 lie is considered to own only 30 percent of Corporation No. 2.
Part (2) of the test is satisfied in Example 1, but not in Example 2.
Consequently, the corporations in Example I would constitute a broth-
er-sister controlled group while those in Example 2 would not.

(d) Ewluded 8tock.-Under present law, some taxpayers might
seek to avoid the percentage of ownership tests through use of con-
trolled tax-exempt foundations. For example, an individual who owns
two corporations might seek to avoid the 80 percent portion of the
brother-sister controlled group test by transferring a 21-percent stock
interest to a nonstock I tax-exempt foundation which he, or interests
related to him, control. Under the multiple surtax exemption provi-
sions of existing law, stock owned by certain specified persons and en-
tities (such as certain employee pension plans) is treated as if it were
not outstanding for purposes of applying the percentage of ownership
tests involved in the parent-subsidiary and brother-sster controlled
group definitions. However, for these rules to apply, one rrson must
own at least 50 percent or more of the voting power or value of shares
of each of the corporations to be included in the group.

These rules are designed to defeat attempts to circumvent the per-
centage of ownership tests by transferring stock to the specified enti-
ties. The proposal would add organizations exempt from tax under sec-
tion 501(a) controlled by certain specific persons to the entities whose

I The constructive stock ownership rules of existlng *aw might preclude the use of founda-
tions orpnIed in corporate form with outstanding U in some ceu.



stock holdings would be ignored for purposes of applying the con-
trolled group definitions. In the parent-subsidiary casel stock owned by
such an organization would be ignored if the organization is controlled
directly or indirectly by (i) the parent corporation or subsidiary cor-
poration, (ii) an individual, estate or trust who is a principal stock.
holder oi the parent corporation, (iii) an officer of the parent corpora-
tion, or (iv) any combination thereof. For purposes of this provision,
the term "principal stockholder" means an individual who owns (with.
in the meaning of the constructive stock ownership rules contained in
the multiple surtax exemption provisions) 5 percent or more of the
voting power or value of shares in such corporation. Direct or indirect
control of an exempt organization would include any kind of control
whether or not legally enforceable and regardless of the method by• ohlh Ontrol is exercised or exercisable.

In tho brother.sister case, stock in a corporation owned by an exempt
organization would be ignored if such organization is controlled, i.
rectly or indirectly, by (i) such corporation, (ii) an individual, estate
or trust who is a principal stockholder of such co ratio (iii) an
officer of such corporation, or (iv) any combination thereo. principall
stockholder" and "directly and indirectly controlled" would have the
same meaning as those referred to above. In addition, the 50 percent
ktock owners requirement for application of the excluded stock
rules would bi expanded from one to five persons in the case of
brother-sister controlled groups, consistent with the change in the
definition of a brother-sister controlled group.

R. OTHR TAX ENUMTS TO WHICH T IS PROPOSAL APIMe
1. 7l $100, Minimum Aocumuk.d Earnings Yrdit.-Section

=35(c)(2) of the code provides a minimum accumulated earnings
credit of $100,000 for purposes of applying the accumulated earnings
tax. This tax applies only to a corporation which is formed or availed
of for the purpose of avoiding income tax with respect to its share-
holders, by p itting earnings and profits to accumulate instead
of being istibuted. The tax does not apply to earnings and profits
of the taxable year which are retained by a corpration for the reason-
able needs of the business. Furthermore, even if reasonable needs are
n!ot present, the first $100,000 of accumulated earnings on a cumulative
basis is exempt from the tax.

Present law does not restrict, solely by virtue of being a member
of a controlled group of corporations, the number of these credits that
can be claimed. The proposal would limit the maximum number of
minimum accumulated earnings credits available to a controlled group
of corporations in accordance with the transition schedule applicable
to the surtax exemption. As under present law, the 6-percent penalty
would not be imposed on those groups claiming multiple benefits dur-
ing the transition period.

The one minnnum accumulated earnings credit available to a group,
after the transition period) would first be allocated evenly to each
member of the controlled group, and then, to the extent that any mem-
ber does not have sufficient accumulated earnings to utilize fully its pro
rata share of the credit, that excess credit would be allocated evenly
to the members of the group who do have unprotected accumulation.
For example, if in the first year of operation, one of two corporations
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constituting a controlled group retains earnings of $25,000 and the
other retains earnings of $75,000, the credit would first be divided
equally between the two corporations and then the excess credit from
the first ($25,000) would be allocated to the second, and the entire
$100,000 of retained earnings would be protected. Similar allocation
rules would apply during the transition period where a group of
corporations is allowed less than one credit per corporation.

The restrictions on the number of minimum accumulated earnings
credits would apply to parent-subsidiary controlled groups as defined
under present law and brother-sister controlled groups as defined under
this proposal.

2. The Lindtation on the Small Buive Deduction for Life In-
airanwe ompanw.-Under present law, life insurance companies are
allowed a small business deduction of 10 percent of investment yield,
up to a maximum of $25,000. Present law does not restrict, solely on
tiA basis of membership in a controlled group of corporations, the
number of these limitations that can be planned. The proposal would
limit the maximum number of such limitations available to a con.
trolled group of corporations in accordance with the transition sched-
ule applicab e to the surtax exemption. As under present law, the 6-
percent penalty would not attach to multiple use of the $25,000 limit
in accordance with the transition schedule. Rules similar to those ap-
plicable in the case of the surtax exemption would be provided for
allocating the $25,000 limitation on the small business deduction for
life insurance companies. However, consistent with the substantive
provision itself, no one member of the group would be entitled to a
deduction of more than 10 percent of its investment yield, which is
the limitation imposed under present law.

As with the minimum accumulated earnmgs credit, the restrictions
on the number of limitations on the small business deduction for life
insurance companies would apply to parent-subsidiary controlled
groups as defined under present law and brother-sister controlled
groups as defined under this proposal.

8. hneetment .rdit.--The investment credit provisions allow
a taxpayer to use his investment credit to offset 100 percent of the
first $25,000 of tax liability but only 50 percent of amounts above
$25 000 These provisions also allow a taxpayer to use up to $50,000
of nm5 cost of acquiring used property in the computation of his in-
vestment credit. Uorporations which constitute a parent-subsidiary
group, defined somewhat differently than the parent-subsidiary defini-
tion contained in the multiple surtax exemption provisions and some-
what differently for each limitation are restricted to one of each of
these two limitations per group. Te proposal would conform the
parent-subsidiary definition to triat used in the multiple surtax exemp-
tion provisions and extend the present law restriction on multiple
investment credit limitations to brother-sister controlled groups as
defined under this proposal. This restriction would make use of the
definitions and special rules under the surtax exemption provisions,
but since the investment credit contains provisions for ca ring over
from one year to the next excess Investment credit (including any
amount of credit disallowed under this proposal), no special transi-
tion rule is necessary.
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4. Additional first year depreeoation.--Under present law a tax.
payer may elect to take as a depreciation deduction, 20 percent of
the cost of certain qualified property in the year the property is
acquired. The aggregate cost of tie property subject to this special
provision is limited to $10,000 per year. Corporations which constitute
a parent-subsidiary group, defined somewhat differently than the
parent-subsidiary definition contained in the multiple surtax exemp-
tion provisions, tire restricted to one $10,000 limitation per oup.
The proposal would conform the parent-subsidiary definition to
that usd in the multiple surtax exemption provisions and extend
the present law restriction on multiple additional first-year deprecia-
tion deductions to brother-sister controlle-i groups as defined under
this proposal. This restriction would make use of the definitions and
special rules under the surtax exempthoi provisions but since any
depreciation deduction not allowed in the first year by reason of these
changes would be allowable in subsequent years under the normal
depreciation rules, no transition rule is necessary.

C. ErFZMvE DATE

These provisions would become effective for taxable years beginning
after December 31, 1969. For those covered by the transition schedule,
the full effect of the provision would take place with taxable years
beginning in 1977.

VI-B. MINERAL PRODUCTION PAYMENTS

GsN)ML EXPLANATION

luckground and ire8ent la.w.--The use of mineral production pay.
ments has a long history in the extractive industries. However, in the
past few years, primarily for tax purposes, the use of production
payments has rapidly increased, both in the number of such trans.
actions and in size. The reported amount of so-called ABC transactions
in 1966 totaled $1.85 billion, with a resulting revenue lose of $85 mil-
lion. And the use of the ABC transaction has spread to industries not"
previously involved in such transactions. For example, the use of
production payments was almost unknown in the coal industry several
years ago. But within the past 2 years, coal properties have been sold
subject to retained production payments of about $800 million.

The same situation prevails with respect to carved-out production
payments. In 1965, the reported carved-out production payment trans-
actions totaled $214 mill ion. But in 1966, this amount had more than
doubled to a figure of $540 million. This represented a revenue loss to
the Federal Government of $70 million.

It is estimated that the combined revenue loss from ABC trans-
actions and carved-out production payments is between $200 million
and $350 million. This acceleration of revenue loss can be expected to
continue unless the spread of these transactions is checked.

The use of production payments constitutes a tax abuse because
they are being employed to circumvent the limitations on the deple-
tion deduction and to distort the benefits that the net operating loss
carryback and carryover provisions were designed to provide. The
use of production payments also distorts the economic structure of



the extractive industries since the mismatching of income and expenses
that results from the use of production payments is counter to sound
accounting practices.

The owner of a mineral interest can "carve-out" production
payment from his interest and sell it to an outside parly, often a
financial institution. The production payment may be for a specific
dollar amount and it usually bears interest. The payment is secured
by an interest in the minerals, and usually the known mineral reserves
available are substantially in excess of that required to pay off the
production payment.

Under present law the seller of the production payment receives
depletable income in the year of the sale. But the expenses of producing
the income necessary to pay off the production payment are then
claimed as deductions in thb subsequent years when the mineral is
produced. Thus income and the expenses attributable thereto are
mismatched with a consequent distortion of income in each of the
years involved.

This mismatching has produced tax benefits that are far in excess of
the advantage Congress intended to grant. First, the sale of the
carved-out production payment is used to obtain a greater percentage
depletion allowance than Congress intended to grant. In the case of
percentage depletion, the present rules provide that the deduction
with respect to any mineral property shall not exceed 50 percent of
the net income (before depletion) for the taxable year from the
property. That is, the maximum benefit to be derived from percentage
depletion during any one year is to cut in half the taxable income
from a mineral property.

But the use of carved-out production payments has vitiated this
statutory limitation of 50 percent. For example, assume that a corpora-
tion derives all of its income from a lead mine which it operates at a
profit of $1 million each year, having $10 million each year in gross
income and $9 million of expenses. before applying the 50 percent
limitation, the percentage depletion deduction would be $2,800,000
(23 percent of $10 million) but the 50-percent limitation in the statute
limits the percentage depletion deduction in this case to $500,000 (50
percent of the net profit of $1 million). Thus, if the company operates
its mine in a normal manner it would pay Federal income taxes of
approximately $240,000 and the percentage depletion deduction would
have reduced its taxable income each year to one-half of what it would
otherwise be. But, -by resort to carved-out production payments, the
company can drastically alter its tax picture. If it sells an $8 million
production payment payable out of the following year's production,
the percentage depletion allowance in the year of sale is increased from
$500,000 to $4,140,000 (28 percent of $18 million). This result follows
because the $8 million is treated not as a loan but as income subject
to the depletion allowance in the year of the sae1 While the comply
will pay Federal income taxes in the year of sale of approximately
$2.8 million, these are claimed, as refunds in the following year when
the company will claim a net operating loss carryback of $7 million.
(This results from the fact that the $8 million production payment is

1 other limitations in the Federal income tax law are avoided by the same device. Thus
the limits on the foreign tax credit, the Investment credit, loss carrytorwards. and los
deductions can all be direumvented by the sale of production payments.

1 25F



258

excluded from income by the seller in the following year, leaving $2
million gross income and $9 million in expenses.) Thus, by the simple
expedient of selling a production payment, the corporation has elim-
inated payment of Federal income taxes over the 2-year period of
aproximatel $480,000. Yet for its book purposes it has continued to
show a $1 minion operating profit. Each year the corporation repeats
this cycle, It can continue in a tax-free status.

The net result of the use of production payments in the manner
described is to permit a mineral operator to obtain the benefit of the
depletion. allowance far in excess of 50 percent of the profit derived
from a mineral property and to distort the purposes of the net operat-
ing loss carryback and carryforward provisions. This impact is even
greater if, In the above example, the corporation had nondepletable
income to absorb the unused port-ion of the "loss" in the year of the
payout of the production payment.

The use of another form of production paynient-the retained- pro-
duction payment,-has also in recent years iven rise to greater in-
creased abuse of the tax laws governing tfe extractive industries,
especially i n connection with the so-called ABC transaction. In an
ABC transaction A, the owner, sells a mineral property to B (who
will own and operate the property) for a small downpayment, and A
reserves a production payment (bearing interest) for the major poer-
tion of the purchase price. A then sells the production payment to C
who is often a bank, a tax-exempt charity or pension fund. A realizes
capital gain on the sale of his interest to b and B." C receives income
subject to depletion (normally cost depletion sufficient to eliminate
taxable Income) on the production payment. B excludes the produc-
tion payment from his income, but, until recently B deducted cur-
rently the expenses of producing the minerals applied to the production
payment.

This treatment of the ABC transaction produces anomolous tax
results. For example, in a recent ABC transaction, a major oil company
purchased all of the coal properties of another corporation, subject
to a reserved production payment of $460 million payable out of a
large percentage of the net profits to be derived from the operation of
the coal properties.by the buyer. Under present rules, the buyer ex-
cludes from income the $460 million of profits derived from its opera-
tion of the coal properties and naid over to the holder of the production
myment. This feature alone represents a Federal income tax saving to
the oil company of approximately $175 million over the payout period,
or an annual tax saving of between $10 million and $18 million per year
depending on the actual length of the payout period. (It was estimated
that it would take 7 to 16 years to discharge the production payment
out of profits derived from the operation of the coal properties.) In
addition, all of the costs of mining the coal used to discharge the
production payment were deducted by the buyer even though its capi-
talized those costs on its books as a cost of acquiring the coal properties.
Although the receipt of the $460 million proceeds from the production
Payment would constitute depletable income to the coal corporation.
in fact no Federal income taxes were imposed on the sale of the coal

I If A is a corporation even the tai on the gain may be deterred if thi corporation
liquidates under ase. 88.



269

properties, since the company was liquidated under section 337 of the
internal Revenue Code. And, as noted, no income taxes at all will be
paid on the $40 million of profits derived from the coal lands by the
oil company.

As a result, of these situations--
There is a distortion of the Federal income tax laws that pro-

duces special benefits far in excess of those intended to be granted
by the allowance for depletion.

There is discrimination between different types of extractive
industries, since some can utilize the production payment vehicle
more readily and to greater advantage than others.

There is an undermining of the confidence of the average tax-
payer in the efficiency and fairness of our tax system.

There is an annual revenue loss of at least $200 million to the
Federal Government.

To remedy these problems, the prol would in general treat
production payments as loan transactions. Such treatment recognizes
that in fact. production payment transactions are financing trans-
actions--in the case of ABC transactions, the production payment is
akin to a purchase money mortgage; in tie case of a carvid-out pro-
duction payment, the transaction is treated as an ordinary mortgage.
loan arrangement. The result is that the income and expenses of the
mineral property will be matched in the same year and the distortions
now being experienced will be eliminated.

O"ERTION OF PROPOSAL

Carved-out prodwtion paymenta.--Under the proposal, the seller
of a carved-out production payment will be required to match the in-
come from the production payment with the expenses incurred to gen-
erate that income. This rest will be accom ished by treating the
transaction as a loan. Thus, in the year of the "sale" of the production
payment, the owner of the working interest will not take the proceeds
into income. In the year(s) in which the production payment is paid
off, the income used to make the payment will be depletable income in
the hands of the operator and he will be allowed a deduction for the
expenses incurred to produce the income. The corollary of this rule is
that the "purchaser" of this production payment does not have an
economic interest in the minerid production; therefore, the income he
receives is not subject to depletion. However, his tax position will not
be changed from present law, since his receipts will constitute a non-
taxable return of principal and taxable interest.

This proposal will p-roduce a proper matching of income with the
expenses incurred to produce that income, and will conform tax pro-
cedures to sound accounting practices. In a recent report on the ac-
counting practices of the peroleum industry, all but one of the major
oil companies participating in a survey conducted by the American
Petroleum Institute treated the proceeds from a carved-out produc-
tion payment as deferred income. The reason given for this treatment
is that income should be recorded as earned when it can be definitely
measured, and, in the case of oil and gas extraction, this can only be
done when the lifting costs are known. The proposal here will thus
conform tax accounting practices to sound book accounting procedures.



This proposal will also correct an existing disparate treatment of
production payments. Under present rules, if the "seller" of the pro-
duction payment guarantees the payout of at production payment, the
transaction is treated as a loan. The seller does not report the proceeds
Its income in the year of "sale", and lie pays out the production pay.
ment with depletale taxable income. This same result will now obtain
whether the production payment is guaranteed or not.

AB( tranaeflons and retained pr tution patyinent.-In the case
of ABC transactions, the retained production payment will be treated
as a loan-similar to a purchase money mortgage-used to acquire full
ownershi of the entire mineral property.

Thus, file purchl ser of the working interest (B) will treat as de-
pletable income the amounts used to pay out the production pay-
ment in the year of the payment. Expenses attributable to that in-
come will be deductible In the year incurred. The tax treatment of
A will remain unchanged-he will realize capital gain on his sale.
The tax result. to C, the purchaser of the production payment, will
also remain the same. C will treat the payments as the receipt of non-
taxable return of principal plus taxable interest.

This propoal will provide a proper matching of income and ex-
Inses for B, the owner of the working interest. It. recognizes that in
fact the production payment B is paying out is part of the cost of
acquiring the entire unencumbered mineral interest. This result also
accords with sound accounting principles.

The proposal also corrects disparate treatment of ABC transac-
tions that exists under present law. As in the case of carved-out pro.
duction payments, under present law if B, in an ABC transaction
guarantees the production payment, then the transaction is treated
as a loan. There is no reason to differentiate the tax treatment of these
financing transactions, and the proposal reaches this result .3

Two recent decisions by the Tax Court of the United States have
Clarified some problems with respect to ABC transactions and retained
production payments.' These decisions required that the operator of
the working interest capitalize the lifting costs allocable to the pro-
duction payment rather than treat them as currently deductible ex-
sansea. These decisions are a correct interpretation of present law.
However, even with capitalization of lifting costs, problems remain
which this proposal solves 5

EFFFAYrIVE DATE

The proposal would be effective for all transactions entered into
after the date of enactment.

*Thin conforms to tax treatment of financing transactions in other areas. For example .
the tax treatment of the mortgagor and mortgage In a real estate transaetion In the same
rgardlsof whether the mortgagee looks only to the property as security or whether he

aso has the personal liability of the mortgagor. Ther is no reason for a different rule
where the Droperty Involved Is a mineral Interest.

'I,. W. Brooks, Jr.. 50 T.C. No. 94 (Sept. 26. 1068) and Producers Chemical Co., 50 T.C.
No. 95 (Sept. 26. 196R). As a result of these decisions the Internal Revenue Service an.
nounced that It would suspend the Issuance of advance rulings on the tax treatment of the
costs of lifting oil. gas. or other minerals which are attributable to production payments
on transactions entered into after Sept. 25. 1968 (TIR, 939. dated Oct. 2-9 1968).

'In pmrt. this propoml and the result reached In the Tax Court deIsions overlap. The
estimated revenue gain of $200 million from thin proposal does not take thin overlap Into
account. It the deelons of the Tax Court are affirmed on appeal, then the net reverie gain
from the present proposal would, of course. be less than the $200 million estimate uud here.



VI-R. MINERAL1 PRODU(IION PAYMENTS

TW'IIrNIAI, EXPLANATION

OENERAL BACKGROUND

A production payment is a right to a fixed amount of production
from a mineral property if, as, and when the production occurs and,
depending upon the manner in which it is created, it may be classified
as either a carved-out production payment or a retained production
)ayment. The production payment may be for a slcific dollar amount,

and it usually bears interest. The payment is secured by an interest
in the minerals, and usually the known minend reserves available
are substantially in excess of that required to pay off the production
payment.

in the case of a carved-out production payment, the owner of the
mineral interest sells the payment to an outside party, usually a
financial institution. Under present law, the purchaser of tile produc-
tion payment treats the payments received as income subject to the
allowance for depletion (usually cost depletion). The amounts utilized
to pay the production payment are excluded from income by the
owner of the burdened interest during the payout period but, the
expenses attributable to producing that income are deducted in the
year incurred.

In the case of a retained production payment, the owner of the
mineral interest sells the working interest but reserves the produc-
tion payment in himself. Under present law, the owner of the re-
tained production paymentt receives depletable income during the
payout period. The purchaser of the working interest excludes the
amounts used to pay off the production payment during the payout
period but, until recently, deducts the costs of producing the minerals
subject to the production payment.

The retained production payment is utilized in connection with
the so-called ABC transaction. In an ABC transaction A, the owner,
sells a mineral property to B (who will own and operate the property)
for a small downpayment, and A reserves a production payment
(bearing interest.) for the major portion of the purchase price. A then
sells the production payment to C who is often a bank, a tax-exempt
charity, or pension fund. A realizes capital gain on the sale of )i.s
interest to C and B. C receives income subject to depletion (normally
cost depletion sufficient to eliminate taxable income) on the produc-
tion payment. B excludes the production payment from his income
but, until recently, B was permitted to deduct currently the expenses
of producing the minerals applied to the production payment.

The proposal ge)erally would treat. reduction payments as loan
transactions. As a result, the owner ofthe mineral interest subject
to the production payment will take income and expenses with re-
spect to the production payment into account in the same taxable year.

'This proposaI does not apply to production payment pledged for, or because of, explora-
tion or development. such transactions are not finaning transactlons and do not operate to
distort the depletion ullowance.
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OPRRATON OF MOPOSAL

Varved-out production paSmenta
It is l)roposed that a carved-out production I)aylnent., whether re.

rating to a working interest or a nonoperating inter t, be treated
as loan. Accordingly, the proceeds of the "sale" of the carve-out
would not be taxable to the seller thereof, but. income derived from
the property subject to the carve-out would be taxable to him in the
years of production, subject to the allowance for depletion. Costs of
producing the mineral subject to the carve-out would be deductible
in the year incurred.

The tax result to the purchaser of the production payment would
not in' most cases be affected by this proposal. fie would be treated
as receiving a return of capital us interest.

Eanmpl.-The A coal company transfers a $300,000 production
payment to B bank. The production payment is payable out of 90
percent of the net j)rofits to be derived front the operation of the
coal properties and -eairish/ 2.percent, interest. The payout period is
estimated to be 3 years. In tile year of the transaction, A treats the
proceeds as a loan (nontaxable receipt). In each of the 3 payout years,
A includes as taxable income subject to depletion the amounts used
to discharge the production payment) and deducts the expenses in-
curred in each year to produce the coal subject. to the carve-out. If
the payment is made on the basis of $100,(00 each, year plus the
interest due, the B bank will treat the $100,000 as a return of prin-
cipal, and will treat the interest as ordinary income.

ABC transaethmats ond ,'othied jinduetwn paiment.-Where a
mineral property is transferred subject to a production payment
(whether or not created by the immediate transferor), it is prol).sed
that the transferee of the mineral property be treated as if he acquired
the property subject to a mortgage. Thus, the income derived from
the property used to satisfy the production payment will be taxed
to the owner of the niineral property and wil1 e'suhject to the allow.
ance for depletion. In the case of i working interest burdened by a
retained production payment, the Iroductton costs attributable to
minerals applied to satisfy the production payment would be de.
ductile in the year incurred. A similar result' will be obtained in
the case where a )roduction payment is retained by the lessor in a
easing transaction, by treating'the retained production payment as
a Imnus granted b the lessee to the lessor l)avnble in installients.

a'ample.-A, the owner of a producing oil and gas lease, sells the
lease to B for $1 million and retains a production payment of $3 mil-
lion (plus interest at A, percent) payable from 75 percent of the pro-
duction front the lease. Simultaneously, A sells the retained produc-
tion payment to ( for $ million cash. A will treat the gain on the sale
of his intere as capital gain. B will include the production payment
revenue in his romss income, subject to depletion, during the payout
Ieriod, and will deduct as current expenses the lifting costs incurred
with respet to the oil used to satisfy the production payment. C will
treat the $3 million asia nontaxable return of capital and will treat
the interest as ordinary income.
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UFFWY!VB DATS

The proposed rules would be made effective for transactions entered
into after the date of enactment. Transactions which the parties en-
tered into prior to the date of enactment would continue to be treated
under )resent law.

VI-C. TAX-FREE RESERVES OF MUTUAL
SAVINGS BANKS

(GINEtAI EXPLANATION

BACKGROUND

Until 1952 mutual savings banks (hereafter referred to as MSB's)
savings and loan associations (hereafter referred to as S. & L.'s) and
certain coojwrative banksI were exempt from Federal income tax.

In 1951 Congress examined the premises underlying the exemption
for these mutual thrift institutions and concluded that:

The Income which Is added to r'eres and undivided profits * * * Is Income of
the aw1tlons. The taet that It I retained for the benefit of the members makes
it analogous to the Income rptalned by an ordinary taxable corlxration for the
Isenefit of stmwkholdeI. (S. Rept. It. P2d Cong., lot sme, 25-28 (1051)).

Accordin Iy, Congress repealed the statutory exemption of these
mutual thri' institutions and subjected them to the regular corporate
income tax. At the same time, however, these institutions were allowed
it special deduction for additions to bad-debt reserves that considerably
exceeded the deduction allowed ordinary businesses.

Although all businesses are entitled to use the reserve method of
accounting for bad-debt losses, ordinarily they are allowed a tax de-
dlction for an addition to a reserve for bad debts only to the extent
it is justified by their actual loss experience. Mutual thrift institutions,
ats an alternate to this generally available method of deducting addi-
tions to reserves, were permitted in 1951, under a statutory formula
to take tax deductions for reserves in amounts which far exceeded
losses.2 The treatment was, in fact, so generous that these institutions
remained virtually tax exempt-paying an effective rate of tax of
about 1 percent of their income.

In 1961 and 196., Congress reexamined the tax treatment of mutual
thrift institutions, and in the Revenue Act of 1962 sought to end this
virtual tax exemption. However, Congress decided to retain for these
institutions at least some favorable treatment for their bad-debt re-
serve "in light of the pectliar risks of long-terin lending on residential
real estate which is the principal function of these institutions." 3

Therefore, in lieu of the then existing bad-debt formula, Congress pro-
vided two new alternative formulas for the computation of the addi-

'A coolwratIve bank Is a type of Stateebartered S. & L,. which is sn*rately defined In the
tax code in manner that parallels the tax definition o' an I. & U. References to 8. & Ue
will also encompass cooperaUve banks.

'he 1911 leglulation provided that additions could be made to a reserve for bad debts
in whatever amount the Institution deemed appropriate so long as (a) the amount set aside
each year did not exceed the Inconse of the Institution for the year, or (b) its total rerves
and surplus did not exceed 12 portent of Its deposits or withdrawable accounts at the close
O i N e 1.r.'t . ep t. No. 144?. 87th Cong.. 2d ses.. p. 33 (1968).



tion to the reserve for bad debts for MSB's and S. & L.'s which, while
permitting reserve additions in excess of actual losses, were more
restrictive than prior law.

One special method permits a thrift institution to deduct each year,
subject to certain limitations, all amount equal to 60 percent of its tax-
able income. A second method permits a thrift institution to deduct
each year an amount necessary to bring the existing reserve balance up
to 8 percent of outstanding qualified real estate loans including insured
and guaranteed loans

Under the 60-percent method, at least 40 percent of income will be
taxable and at. least some tax must be paid. (Assuming an effective tax
rate on "taxable income" of 40 percent, the effective rate on "economic
income" would be about 16 percent under the 60-percent method.)

Under the :-percent alternative the annual addition to the reserve,
to maintain the reserve at 3 percent of outstanding loans, would be
equal to 3 percent of the growth in qualifying loans plus actual losses
incurred during the year. If there is a large increase in outstanding
loans in relation to taxable income this method could result in the pay-
ment of no income tax. It could also have the same result in the case
of a taxpayer whose present reserve is substantially less than 3 percent
of outstanding loans since if it makes up the difference in 1 year it
may offset its entire income for that year.

Under the 1962 legislation, on the basis of estimates used by the
Congress, annual tax payments of $168 million from S. & L.'s and
$32 million from MSB s were anticipated as compared to $7.2 million
and $1.5 million, respectively, in the year prior to the effective date
of the new legislation. This assumed an effective tax rate of about
18 percent on "economic income" for both types of institutions.

While most S. & L.'s are currently paying taxes in the manner gen-
erally anticipated by the Congress under the tax formula adopt in
1962,7 most MSB's have been able to remain completely exempt from
Federal income tax. In fact, MSB's as a group pid only $3 million
in taxes ill 1968 on earnings that were at the level anticipated when
the expected tax payment of $032 million was estimated.

Moreover, the situation has not improved materially since then.
For example, of the 332 MSB's for which we have information (those
insured by the FDIC). only 133 paid any income taxes in 1966. Of the
25 largest insured MSB's,'those with assets of $500 million or more,
only nine paid any Federal income tax in 1966. In all the effective
tax rate on MSB's was only about 3 percent in 1965. Thus, the 1962
legislation has been an almost total failure insofar as its application
to MSB s is concerned.

Congress concluded in 1962 that the 8-percent method should be
made available as an alternative that would primarily benefit a limited
number of rapidly growing institutions. Its intent was confirmed
by the representation of the MSB industry that "Most of our insti-

4'The percent method In a plied to a conslderabl.y broader base than Is the reserve ratio
method available to commerIhil banks which it bated on 2.4 percent of eliible loans. The
principal difference an far as maB'n and a. & L,.'s an, concerned in that they Include Govern.
ment-guaranteed loans in the base while commercial Ianks do not.

I Earnings of R. & L.' In, 1963 were substantially lower than the projected earnings upon
which the $168 million revenue estlmote was based. Aecordlnpiy, the $116 million actually
plid In taxes in that year. while less than the payment t,,timated, reflected that the forahadopted by Congress wan working in the manner anticipated.
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tutions will probably compute their deduction under ti 60-percent.
of-income limitationl",e which as indicated above requires t pay-
mnent of some tax. The revenue estimates were made on this assump-
tion. However, the assumption that the use of the 3-percent method
would be ad limited has not proved correct. In fact the MSB industry
has been growing at at somewhat slower rate than the S. & L. industry.
Yet, while about'90 percent of the S. & L.'s use the 60-percent method,
most MSB's use the 3-percent method and avoid tax entirely.

The 3-percent method is ordinarily used in all cases where 3 percent
of the growth in qualified investments is more than 60 percent of tax-
able income. Thus, the 3-percent method is of benefit to an insti-
tution which has a significant increase in real estate loans in relation
to its taxable income. There can be such an increase, however, with-
out the institution actually having a significant growth in its assets.
For instance, there can be a growth in qualified investments result-
ing merely from a shifting of the composition of the portfolio from
nonqualifled to qualified investments. The 8-percent method also may
become applicable when a significant part of an institution's net in-
come is from "tax-exempt sources" and therefore does not appear in
the "taxable income" base for purposes of applying the 60.percent
test, so that the 3-percent method provides the larger deduction.
MSB's invest significantly in common stocks subject to the 85-percent
intercorporate dividend deduction (S & 1's do not generally hold
common stock) and have a relatively greater holding of tax-exempt
bonds than S & L's.

In both of the described cases, the 3-percent method is being used
by MSB's in situations which were not contemplated or intended by
Congress. This use is the primary reason why MSB's have not paid
the tax they were expected to pay.

PROPOAL

Accordingly, it is recommended that the 3-percent method of com.
puting additions to a reserve for bad debts be eliminated as a gen-
erallya'aailable alternative to MSB's.1 In order to continue consistent
treatment between MSB's and S & L's, the proposal would also re-
move the 3-percent method for S & L's where it presently has very
limited application. Most S & L's (about 90 percent) presently usethe 60-percent method and thus will not be affected by this proposal.

Thus, thrift institutions would either compute. their reserve for bad
debts on the basis of actual experience or by deducting, subject to
certain limitations, an amount equal to 60 percent of taxable income.

BASIC rFFEMTS OP THEB PROPOSAL

The proposal would produce an annual revenue gain of about $40
million.

Both MSB's and S & L'S would continue, however, to enjoy bad
debt deductions greatly in excess of actual losses and thus would ob-

a Testimony of Alfred S. 3ills, representing the National Assocation of Mutual avi 
Banks. Senate Fnnce Committee hearings on If.R. 10650. 87th Con. second seas,, p. 1445.

?This method of computing the addition for the reserve for bad debts will be retained
for new companies as defined by current law.



tain favorable tax rates. As a result of the proposal, it is expected that
the effective tax rate on the "economic. income" of S & L's and MSB's
will approximate 13 to 18 percent.

INVESTMENT STANDARDS

There is another possibility for structural change which may be
appropriate for consideration in connection with the foregoing pro.p~osal.

An S & L is entitled to use the 3- or 60-percent method only if it
meets a comprehensive set of investment standards established by Con-
gress in 196'9 to insure that the tax benefits are available only to S& L's
primarily engaged In the business of home mortgage financing. In
general, these standards require that at least 82 percent of a U S & L's
assets must be in cash, Government obligations, mortgages on resl.
dential real estate, and certain related assets. Under present law, fail-
tire to meet this test results in complete loss of the special tax benefits.
MSB's are not subject to similar investment criteria.

Since it is clear that Collgress provided the special tax benefits based
on the fact that residential real estate lendiW Ils the principal function
of these institutions" (see House Report cited above), it may be ap-
propriate to require MSB's to meet. investment standards similar to
those imposed on S & L's, if they are to receive the same tax privileges,
rather than granting such tax benefits to MSB's regardless of their
investment portfolio. However, the standard now applied to S & L's
is inappropriate for MSB's who have substantially greater invest-
ment flexibility. Moreover, particularly in light of recent efforts to in-
crease their investment flexibility, the standard may not be valid as
applied to S & L's themselves. Increased flexibility in the investment
powers of S & L's would not achieve its objective due to the tax detri-
ment to an institution if it alters its investments in such a manner as
to violate the strict test in the tax law. Therefore, it may be preferable
to devise a new method applicable to both S & L's and MSB's to insure
that the favorable tax treatment accorded these institutions is related
in t flexible manner to the extent of their investment in mortgage
funds for residential housing.

The allowance of a bad debt deduction in excess of actual losses has
the effect of increasing the after tax yield on investments. For the
special tax benefit to accomplish its purpose it should increase the
yield on investments in residential real estate only.

A possible approach to accomplish this goal would be to replace the
existing standards with a sliding scale provision applicable to both
S. & L.'s and MSB's which would merely reduce the amount of the
bad debt deduction allowable under the 60 percent method commen-
surate with the degree to which an institution falls below holding a
specified portion of its investments in mortgages on residential real
property." For example, all institution could e allowed the full 60percent of taxable income deduction if 85 percent of its nonliquidassets were invested in residential real estate. The 60 percent deduction

'Certain transition tules may be desirable for MOB's that do not presently meet the
Investment criteria.
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would then be reduced proportionally as the investment in residential
real estate fell below that amount. Perhaps a reduction at the rate of
two percentage points for each percentage point by which residential
investment fell below 85 percent would be appropriate for the intended
purpose.

TECHNICAL AUENIXF4TS

The following revisions in the application of the 60 percent method
would be made to correct technical problems:

1. qapitl Gain:--An error in the 1962 legislation currently per-
mits institutions using the 60 percent method to include the full amount
of capital gin in the taxable income measuring base even thou h
capital gains are taxed at preferential rates. As a consequence of this
rule, for an institution on the 60 percent method and in the 48 percent
corporate tax bracket each one dollar of capital gain gives rise to a
60 percent deduction for a tax saving of 28.8 cents. On the other hand,
this dollar of capital gain is only taxed at a 25 percent rate, The net
effect is as if the institution paid no tax on capital gins and in addi-
tion the presence of each dollar of capital gain decreased the tax onother income by 8.8 cents. Since capital gins are taxed at about one-
half the normal tax rate, it is appropriate to eliminate one-half of
capital gain income from the measuring base in order to restore the
correct relationship between the tax on these gains and the value
of the reserve deduction.

2. !nveitment !Inome.-The base for applying the 60 percent
formula should be related to the income from investments which give
rise to potential bad debts. However, under present rules, all income
including income from services is included. Although income from in-
vestments is now the primary source of income for all thrift institu-
tions, under certain circumstances it would be possible for thrift in-
stitutions to earn substantial income from services (for example from
the sale of mutual fund shares). If such a source of income does mate-
rialize, it would be inappropriate to include such income in the taxable
income measuring base for purposes of computing additions to a re.
serve for bad debts. For this reason the proposal would limit the 60
percent of taxable income deduction to investment income and provide
appropriate allocation rules for allocating expenses between invest.
ment income and service income. This provision would not apply if
there is only a minimum amount of income from services.

3. CorpoaMtxo tock.-Congress thought that the 60 percent method
would produce a significant tax (15-18 percent) on the "economic in.
come" of thrift institutions because they would pay tax on 40 percent
of net income. However, to the extent that these institutions have "tax
exempt" income from corporate stock subject to the intercorporate
dividend deduction or from State or local government bonds, this
would not be true.

Tax exempt bonds which generally produce a somewhat lower re.
turn may not be particularly advantageous to an institution 60 percent
of whose income from any source is tax-free. However, it may be ap-
propriate to exclude tax-exempt bonds from the category of liquid
assets which is not. taken into account in applying the 85 percent test
tinder the investment standard described above.
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Thus if such investments together with other investments which are
not in residential real property exceed 15 percent of "non-liquid" as.
sets the 60 percent deduction would be reduced.

Corporate stock represents a more serious potential interference
with the intended effect of the 60 percent method in that institutions
with substantial investment in corporate stoek can retain far more
than 60 percent of their economic income tax free. Consideration
should W given to revising the 60 percent method to remove this
deflciency.

"BFFTIYVn DATE

The proposal would be effective for computing tax liabilities for
taxable years beginning on or after January 1, 1070. Thus operating
loss carryforwards derived front the use of the 8 percent method
would be disallowed.

VI-C. TAX-FREE RESERVES OF MIUTITAL
SAVINGS BANKS

Txix'uzI INt EXPLANATION

The Internal Revenue Code allows taxpayers to create a reserve
against possible future bad debts and take an annual tax deduction
for additions to that reserve. generallyy, the amount of the addition to
the reserve must be supported by actual lose exprience but special
methods have been developed for certain financial institutions.

Thus, under present law mutual savings banks savings and loan
associations, cooperative banks and similar thrift institutions are pro.
vided with two special methods for computing the maximum tax de-
duction for additions to a reserve for bMddebts which may be used in
lieu of a deduction based on actual experience.

One such special method permits these institutions to deduct each
year, subject to certain limitations, an addition to the reserve equal to
60 percent of their taxable income. The second method permits them
to deduct each year an amount necessary to bring the existing reserve
balance up to 3pervent of outstanding qualified-real estate loans.

This proposal would revise these special methods as follows:

I. ELiMINATION OF Tilt 3-PERCENT METIIWD

The 3-percent method would be eliminated except in the case of
new companies during their first 10 years of business.

The new rule would apply in determining tax liability for taxable
years beginning after Deember 81, 1969. Thus addition to reserves
for these years must be based either on actual experience or on ite
60-percent method. Moreover, there would be no deduction allowed
f6r any net operating loss carryforward to these years derived from a
deduction for an addition to a reserve for bed debts for a prior year
which was based on the percent method. However, the institution's
reserve would be reduced by the amount of any loss carryforward that
is so eliminated.



IT. PERMl.T'INO ('IIANOVJ IN TIE APPLICATION OF TIlE 00-PERCENT
MMTIIOD

Under prment law, thrift institutions may deduct as an addition
to their reserve an amount equal to 60 percent of their taxable income
from all sources. The amount of the addition so determined cannot
exceed the amount necessary to increase the balance of the reserve
(as of the close of tle taxable year) to 6 percent of loans outstanding
at such time.

Under the proposal, two changes would be made in the concept of
taxable income for tis purpose:

A. (api4 (aim.---if net long-term capitol gains from the ale
or exchange of assets exceed net short-term capital losses from such
sale or exchange, one-half of sucli excess would be excluded from tax-
able income, to account for the fact that the tax rate on capital gains is
about one-half the tax rate on other income.

B. Service 11wonm.-Only income from investments would be in-
cluded in computing taxable income for purposes of the 60-percent
method. Income from services would, therefore, be excluded.

In applying tills rule, an institution would be required to segregate
its total income into gross income from investments (including gains
or losses from the s or exchange of investment assets) and gross
income from sources other than itvestmellts. Adjusted gross income
from investments and adjusted gros income from sources other tilan
investments would be determined by deducting from the respective
itlnoults of gross income, exposes directly attributable to the produce.
tion of such come. All other allowable deductions (including interest
or dividends )aid delmsitors) would be allocated between adjusted
gross income front investmentsid adjusted gross income from sources
other tlian investments in accordance with the fraction that each suell
amount is of total adjusted gross income. Taxable income, for purposes
of the 60-percent method, would be equal to adjusted gross income
from investanenta less te deductions allocated to such income in ac.
cordance with the preceding sentence.

III. INVTMMNT UrANDAItDM

Under present law, an eligible institution other than a mutual
savings bank, cannot use either the 3-percent or 00-percent method
of determining allowable deductions f6r additions to the reserve for
bad debts unless iat least 82 percent of its assets is invested in residential
real estate, liquid reserves, and certain other assets. No similar test is
applied to mutual savings bals. In connection with the forcing pro.
pIttl it may be appropriate to replace this standard with a flexible
standard aplicable to all covered institutions.

A possib e approach would provide that the allowable deduction
for tile addition to the reserve for bad debts under the 60-percent
method would be proportionately reduced below 60 percent of taxable
income front investments to tie extent the institution's investment
in residential real estate fell below a specified level. Under this
approacil, to qualify for the full deduction equal to 60 percent of tax-
able income from investments, at least. 85 percent of an institution's
assets (other than cash, demand deposits, certain other liquidity type
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assets and certain assets used in the trade or business-defined below as
Class A assets) would have to consist of loans (or participations there
in) on residential real estate.
a The maximum allowable deduction (60 percent) would be reduced
a specified number of percentage points (for example, two) for each
percentage point by which residential assets fall below the 85-percent
level.

Transition rule.--In the case of mutual savings banks, a transition
to the new standard could be provided under which the level of invest-
ments qualifying for the full 60 percent would be 77 percent instead of
85 percent for the first full taxable year beginning after December 81,
1969. In each succeeding taxable year the level would be increased by
two percentage points so that by the fifth taxable year, mutual savings
banks would' required to meet the same 85 percent investment stand-
ard as savings and loan associations in order to be eligible to deduct
the full 60 percent of taxable income from investments. No transition
rule would be provided for savings and loan associations and other
eligible institutions because generally those associations meeting the
present standards would also meet the proposed 85-percent level.

Olaos A Investonent.-Class A investments would consist, of the
following: .

(1) Liquidity items including (a) cash, (b) time and demand de.
posits in banks, () general obligations of the United States, (d) obli-
gations issued y any agency or instrumentality of the United States,
(e) bankers" acceptances, (f/stock of a Federal Home Loan Bank, and
(g) loans secured by a deposit or share of a member.

(2) Student loans guaranteed by a governmental unit
(3) Property used in the conduct of the institution's business, includ-

ing (a) buildings and equipment, (b) receivables and prepaid expenses
(o) stock of corporations primarily engaged in providing services to
the institution of the type which the institution could lawfully provide
for itself.

In applying the 85-percent test the aforesaid items would be ex-
cluded and tie percentage of the remaining assets that are invested in
residential real property would be determined.

Residential real property investment.-Residential real property
investments which form the base for the 85 percent test would consist
of the following:

(1) Loans secured by residential real estate, i.e., property upon
which there is located or will be located:

(a) a single or multifamily residence,
b) dormitories or nursing homes

(c facilities in residential developments dedicated to public
use (e.g., schools and libraries) or property used on a nonprofit
basis by residents (e.g., swimming pools and other recreational
facilities).

(2 Loans secured by mobile homes, not used on a transient basis.
8 Loans secured by an interest in property used primarily for

church purposes.
(4) Pro rty acquired through liquidation of defaulted loans de-

scribed in (1), (2),or (3).
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If part of the prope4y securing the loan is used for residential
purposes and part for other purposes, a pro rata portion of the loanwould be deemed to be a residential real property investment provide
that if less than 10 percent of the property is used for nonresidential
purposes the entire loan would qualify.

IV* EFECTIVE DATE

The proposal would be generally effective for taxable years begin-
ning on or after January 1,1970.

VI-D. SUBCHAPTER S

GENEAL EMPANATION

BACKGROUND AND PURPOSE

At present subchpter S of the Internal Revenue Code allows small
corporations, those with 10 or fewer shareholders, to elect not to pay
the regular corporate income tax and instead to have the income or
loss ofthe corporation taxed directly to the shareholders. This results,
in a general way, in a pattern of taxation similar to that of partner-
ships. Subchapter S is now being used by more than 200,000 corpora-
tions which number is constantly increasing. However, because of the
hybrid nature of the entity-not quite a corporation and not quite a
partnership-the governing rules have been complex. As a result they
ar frequently misunderstod in ways which lead to unintended hard-
ships. On the other hand, certain taxpayers have made use of these
provisions to obtain tax benefits which are inconsistent with the part-
nership nature of the entity for tax purposes.

As a result of a joint study undertaken by the Treasury Depart-
ment and the Committee on Partnerships of ihe American Bar Asso-
ciation Section on Taxation, a legislative proposal has been developed
which will alleviate these prob-ems. The aim has been to tax sub-
chapter S corporations as much like partnerships as is possible in
view of their hybrid nature, and in so doing remove those un-
desirable restrictions and complications which have been barriers to
those who are aware of them and traps for those who are not. At the
same time, the unwarranted advantages of subchapter S as compared
to the partnership form would be eliminated.

DETAIL OF PROPOSAL

Under current law, the amount and the timing of the taxation of
the electing corporation's income to the shareholders vary depnd-
ing on whether the income is distributed and when such distributions
are made. In order to conform more closely to the partnership rules
which are more widely understood by taxpayers, the proposal would
allocate corporate income to shareholders on a day-by-day share-by-
share basis and include it in the shareholder's income for Lis taxable
year during which or with which the corporation's year ends regard-
less of whether it is distributed. Cash distributions to the extent they
do not exceed amounts so taxed for past years or for the current year
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would not be subject to tax. Moreover, tax free income received by
electing corporations would retain its tax free character when dis-
tributed to shareholders' rather than being converted to dividends as
under existing law. Furthermore, corporate capital losses in excess
of capital gains for the first time will pass through to shareholders to
be used on their individual returns.

The following additional liberalizations will apply to the use of
ubechater S-

Under present law electing corporations may not have more
than 20 percent of their gross receipts from passive sources such
as rents, interest, and dividends. The proposal would remove this
restriction.

Under present law only individuals and estates may own shares
in electing corporations. The proposal would permit voting trusts
and trusts all the income of which is taxed to the grantor to own
shares. Furthermore, transitory ownership by ineligible-share-
holders will not automatically be disqualifying.

Under present law subchapter S corporations may have only
one class of stock. Therefore, a determination by the Internal
Revenue Service that an interest which the shareholders desig-
nated as debt actually represented equity and a second class of
stock would lead to disqualification. This would, in general, no
longer be true under the proposal. Moreover, although substantial
restrictions remain on the use of stock with different rights to
profits, distributions on liquidation etc., stock which differs as to
voting rights only will be permitted.

The proposal also addresses the problem of inadvertent termi.
nation of a subchapter S election. Under present law each new
shareholder of an electing corporation must consent to the election
within a specified time. Failure to do so terminates the election.
The proposal would continue the election in this case unless a new
shareholder affirmatively objects to the election.

Despite the changes described above, an election may still be in-
advertently terminated. To alleviate the hardship that now arises in
this situation the proposal contains a series of lberalizing changes.
One would provider that termination will be prospective only, rather
than retroactive to the beginning of the year in which the event
causing termination takes place, as under existing law. Another change
would permit distributions of income which had been taxed to the
shareholders but not yet distributed to be made within a specified
period following termination. In other situations the proposal would
permit a shareliolder to repay distributions to the corporation and
recover the tax paid thereon. The latter two procedures would apply
to terminations occurring or discovered after the date of enactment
of this legislation. There is also a provision permitting retroactive
consent by the Commissioner to a new election for periods after the
situation causing the termination has been cured, when the fact of
termination is not discovered until a later date.

On the other hand, unintended benefits available to some taxpayers
uider subchapter S would be eliminated-

U Tender present law, shareholders can defer taxation of up to 11
months' income by deleting a fiscal year for the corporation. For
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example, if a fiscal year ending January 81 is selected, income earned
by the corporation between February 1 and December 31, 1968, will
b6 taxed to the shareholders as 1969 income if it is not distributed in
1968 since the corporation's year ends during the shareholder's taxable
year comprising the calendar year 1969. The proposal, subject to
transition rules which would preserve existing fiscal years as long as
a majority of the stock does not change hands would require all elect-
ing corporations to use the calendar year as their taxable year unless
their shareholders are on a different taxable year or they have a busi.
ness purose for selecting a fiscal year. This conforms to the partner-
ship rule.

Contributions to qualified pension plans for 10 percent shareholders
which exceed the limitations under H.R. 10 for partners or sole pro-
prietors (10 percent of earned income or $2,500 whichever is greater)
will be treated as if paid to such shareholder and will be taxable to him.
With this change it would no longer be necessary to deny the benefits
of subchapter S to corporations with more than 20 percent of their
income from passive sources, such as interest and rents.

It is now claimed to be possible for shareholders to avoid self.
employment tax or the restrictions on social security benefits whilecontinuing to work by simply not paying themselves a salary and with-
drawing the profits as "dividends." It is proposed to eliminate this
practice.

Use of subchapter S by dealers in property in order to obtain capital
gains will be curtailed by denying capital gain treatment to share-
holders who would have had ordinary income had they sold the
property individually. This change is particularly necessary if real
estate corporations are to be allowed to use subchapter S.

EFFECT OF PROPOSAL

It is expected that the changes in subchapter S will make this pro-
cedure more useful to those businesses for whom it w,.s intended. How-
ever, it is not expected that the amendments will result in any signifi-
cant effect on revenue.

EFFE TIVE DATE

The new rules would in general be applicable to taxable years
begnning after the date of enactment.

VI-D. SUBCHAPTER S

T nNICAL EXPLANATION

1. GENERAL
4. Background

A comprehensive revision of subchapter 8 of the Internal Revenue
Code (secs. 1371-1878) is proposed to make it easier and simpler to
comply with and to eliminate unintended hardship and benefits.

In general, the Internal Revenue Code treats a corporation as an en-
tity separate and apart from its shareholders. Thus,Income earned by
the corporation is taxed to it and distributions are taxed to sharehold-
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ers. Under subchapter S, however, certain qualifying domestic corpor-
ations can elect not to pay the regular corporate income tax and in-
stead to have the income or loss of the corporation taxed directly to
shareholders. This results, in a general way) in a pattern of taxation
similar to that of partnerships and is made available to small cor-
porations with a simple structure that is essentially similar to most
partnerships. For larger, more complicated corporations, the ordinary
pattern of taxation is considered more appropriate. However, because
of the hybrid nature of the subchapter S entity-not quite a corpora-
tion and not quite a partnership-the governing rules have been com-
I)lex and frequently misunderstood in ways which lead to unintended
hardships. On the other hand, certain taxpayers have made use of these

provisions to obtain tax benefits which are inconsistent with the part-
nership nature of the entity for tax purposes.
B. Proposal

The proposal would alleviate these problems. The aim has been to
siinlhify the provisions of subchapter , in part by incorporating some
of the rules applicable to partnerships. In so doing, unnecmary re-
strictions whicdi have been barriers to those who are aware of them and
traps for those who are not would be eliminated. At the same time, the
unwarranted advantages of subchapter S as compared to the partner-
ship form would be denied.

2. ELIOIBILITY TO USE SUBCHAETER S

A series of tests have been developed to limit the use of subchapter S
to the small business essentially equivalent to a partnership and to
mitigate administrative problems in taxation of income. The proposed
rules closely follow present law with several liberalizations to deal
with specific problems which have developed. The following condi-
tions, which must be satisfied for the entire period the election is in
effect, would be imposed as prerequisites to being considered a "small
business corporation."

A. Number of 8hareholder8
UInder existing law a corporation must have 10 or fewer share-

holders. This is a more administrable test of size than a standard based
upon total assets or gross receipts which are subject to frequent
fluctuation,

To permit some flexibility when in the course of operations it be-
comes necessary to increase the number of shareholders (e.g., to issue
stock to key employees), an increase to no more than 15 shareholders
would not be disqualifying if it occurs:

(i) After the corporation has been an electing corporation for
5 consecutive taxable years, or

(ii) As a result of a transfer of stock by bequest or inheritance
prior to the passage of the 5-year period.

Under present law, stock owned by a husband and wife which is
community property or which is held as joint tenants, tenants by
the entirety, or tenants in common, is considered to be owned by one
shareholder. This has caused a problem in cases where one spouse
dies and his interest goes to the estate. Under the proposal the death



275

of either or both of the husband and wife in these circumstances would
not change the number of shareholders as long.as the stock is held
by the estate of the deceased spouse and the survivor or the estates of
both in the same proportion as held by the husband and wife before
death.
B. A4fliated group

Under the proposal, as well as present law, an electing corporation
cannot be a member of an "affiliated group" of corporations, that is,
it cannot own 80 percent or more of the stock of another corporation
unless such other corporation has not begun business and has not
had any gross income (taxable income under present law).

This requires an essentially simple structure but permits the orga-
nization of wholly' inactive subsidiaries, perhaps to reserve a corporate
llame in another jurisdiction .
6. Rights and interests of Rtokolder#

The outstanding shares of the corporation must be identical as to
the rights and interests which they convey in the profits and assets
of the corporation, whether such rights and interests are created by
thie corporate charter or by separate agreement. However, unlike
present low, differences in voting rights would be permitted.

This provision to allow only "one class of stock" is consistent with
the intent to limit subchapter S to simple corrrations mitigates
against income shifting among family groups, an avoids th& account-
ing problems of allocating income when the stockholders have varying

_he major difficulty under current law is the possible loss of quali-
flcation when a purported debt, interest is determined to represent an
equity investment for tax purposes. The regulations originally pro.
vided that if an instrument purporting to be a debt obligation were
actually stock, it would be considered a second class of stock. This
was later changed to provide the current rule that if the purported
debt obligations are owned in the same proportion as the nominal
stock they will not be considered a second class of stock. However,
the danger of disqualification remains when the "debt" interest is
not proportional. This risk would be eliminated under the proposal.

Under the proposal the existence of any interest not designated as
stock, which has neither voting rights nor rights to distributions
beyond a fixed annual interest rate and a fixed amount upon redemp-
tion or payment, will not cause the corporation to be disqualified even
if the interest is determined to be equity capital.

The holders of such interests although shareholders for certain
purposes, including except as indicated below the treatment of distri-
butions, would not be considered shareholders for purposes of the
special rules under subchapter S (for example, they would not be
counted in determining the number of shareholders nor would they
have to consent to an election). Further all "interest" distributions
with respect to such "obligations" would b; taxed as ordinary income
whether or not there were earnings and profits.
D. Nature of 8Aarelwlders

As under present law, all shareholders would have to be individuals,
other than nonresident aliens, or estates. Individuals would have to
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have outright ownership; life tenancy for example would not be
sufcient. However, two liberalizing changes would be made.

Stock owned by a trust would, in two circumstances, be considered
as owned by the holders of the beneficial interests:

(i) If under sections 671 through 677 of the Code all income of
the trust, including capital gains, is taxed to the grantor of the
trust because of the control he has maintained over the trust, the
grantor would be treated as the shareholder.

(ii) Stock owned by a voting trust would be considered to be
owned by those persons who would be entitled to receive the stock
on termination of the voting trust. A voting trust would be defined
as a written agreement which confers on the trustee the right to
vote, requires all distributions with respect to the stock of the
corporation to be paid to or on behalf of the beneficial owners and
requires title and possession of the stock to be delivered to such
beneficial owners on termination. The agreement or State law
must provide for termination of the trust on or before a specified
da.

Fuhermore, transitory ownership by a person or persons for a pe
nod of 60 consecutive days or less during an election year (including
ownership prior to an election made within the first month of the ,ear)
would not be disqualifying if no distributions were made to ineligible
shareholders. If these conditions are not met by virtue of a distribution
or ownership for 61 days, the corporation would be disqualified as of
the day the ineligible person became a shareholder rather than the
day of the disqualifying event. If the conditions are met then for
purpose of allocating income and loss, the stock owned by the ineligible
shareholder would be deemed to be owned by the person to whom it is
transferred.

R. source of iWome
The provision of present law that a small business corporation may

not derive more than 80 percent of its gross receipts from sources out-
side the United States would be retained.

However, the requirement that a small business company may not
have more than 20 percent of its gross income in the form of passive
investment income would be eliminated.
F. Tauxbe year

Under present law a significant deferral of tax can result if a fiscal
year is selected for the corporation which differs from the taxable year
of the shareholders. A 1-year deferral of taxation on 11 months of
income can be obtained by selecting a fiscal year ending January 81. In
the latter case, income earned by the corporation between February 1
and December 81,1968, for example, will be taxed to shareholders on
a calendar year as 1969 income if it is not distributed in 1968 since the
corporation's year in which such income is earned ends during the
sharholder's taxable year comprising the calendar year 1969. This
result cannot ordinarily be accomplished by the use of a partnership
since unless there is a business purpose for a different year, a partner.
ship's taxable year must conform to the taxable year of its principal
partners.
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Accordingly, under the proposal the taxable year of an lectino
corporation subject to transitional rules would be required to be one otihe following:

(i) Tre calendar year.
(ii) The taxable year of all shareholders owning more than 10

percent of the shares of the corporation's stock.
(ii) Any year for which it has a business pur se shown to the

satisfaction of the Secretary of the Treasury ors delegate.
If a corporation makes an effective election under subchapter 5, its

first, electing year would end on the following December 81 unless the
corpration establishes a business purpose for another taxable year or
all 10 percent shareholders have a taxable year other than the calendar
year and the corporation chooses to end its taxable year on the last day
of such year.

An existing electing corporation on the date of enactment would be
permitted to retain its existing taxable year only so long as persons
owning 50 percent of the outstanding stock of the corporation on the
date of enactment continue to own at least 50 percent of the outstand-
ig stock for an uninterrupted period continuing through the first day

of the taxable year. For this purpose, the percentage owned by any
shareholder shall be taken into account only to the extent it, does not
exceed the percentage owned on the date of enactment. Furthermore,
an electing corporation which has adopted a year other than a calendar
year because o a vahd business purpose or because it conforms to the
taxable year of its 10 percent shareholders could not maintain such
year for a period during which the subchapter S election were in effect
unless the conditions which permitted such fiscal year were satisfied on
the first day of such period. If any of the conditions allowing a fiscal
year were not satisfied on such first day, the corporation would be auto-
Matically changed to a calendar year unless it satisfied the conditions
for another fiscal year.

A subchapter S corporation could, at any time, change to the calen-
dar year or to the taxable year of all shareholders owning more than 10
percent of the corporation's shares without consent.

3. ELECON
A. Tinie for election

An election to be taxed under subchapter S may be made for any tax-
able year at any time during the first month of such year or at any time
during the preceding taxable year. For a new corporation the first
month of its taxable year does not begin until it has shareholders, ac-
quires assets or begins doing business, whichever is first to occur, Tn-
less an election is terminated, it continues in effect and need not be
renewed annually.

The proposal would continue present law except that the rules would
be liberalized to permit an earlier election. Thus, if a corporation on a
calendar year decides in June of 1969 that it would like to elect sub-
chapter 9for 1970 it could do so immediately and need not make a note
to do so in December 1969, or January 1970, as required under present
law.
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B. Content
As under present law, a consent to the election must be filed by all

persons who are shareholders on the first day of the taxable year for
which the election is effective unless the election is made after such
first day (that is, within the first month of the taxable year). In the
latter case, persons who are shareholders on the day of the election
must consent and for the purpose of allocating income and loss, such
persons would be deemed To be shareholders since the first day of the
taxable year.

Thus, persons who were shareholders during the year but who dis-
posed of their shares prior to the election would nof be charged with
subchapter S income or allowed a deduction for losses. This represents
a change from present law under which losses can be allocated to such
persons. The change is needed since income, as hereafter explained,
would be allocated on a daily basis in accordance with the present
procedure for allocating losses, Income, unlike losses, should not be
allocated to nonconsenting shareholders.
c. Election follozoing termination

If an election is effective for any time or is terminated retroactively
during the first, year in which it was to take effect. then, as under pres-
ent law, following the termination of such election a new election can-
not be made by the corporation (or its successor) for any year prior to
its fifth taxable year beginning after the taxable year during
which the termination is effective unless the Secretary or his delegate
consent to such new election.

This rule has caused some difficulty in cases of inadvertent termina-
tion because frequently the fact of termination is not discovered until
it is too late to apply for consent to make a new election for a period in
which the corporation qualified and thought it was an electing corpora.
tion.

Therefore, under the proposal, if an election is terminated because a
corporation ceased to be a small business corporation (e.g., it had 11
shareholders, a trust as a shareholder for 61 days, it owned 100 percent
of the stock of another corporation, etc.) and if the corporation quali.
fled for a later year, filing a timely return as a subehapter S corpora-
tion for sueh later year would be deemed to be a binding request for
consent to a new election for such year. In determining whether con-
sent will be granted, the fact, that a termination was inadvertent would
be taken into account.

4. TERMINATION OF AN XLETION

Under present law termination of an election is generally retroactive
to the first day of the taxable year even if it is caused by an event
occurring at the end of the year. This has led to hardship in some
cases and opportunity for manipulation in others. Therefore, under
the proposal a termination would generally take effect on the day of
the triggering event. This rule could enable taxpayers to cut short
an electing year prior to the realization of income in order to pass
losses through to shareholders. Therefore, in order to limit the op.
portunity for such manipulation, an election for less than an entire
taxable year would not be permitted and terminations during such
first year will take effect retroactively.
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An election could be terminated by reason of the failure to qualify
as a small business corporation or by a revocation.
A. Failure to qualify as a small business coporation

The election would not be effective for any time in which the
corporation failed to meet the six conditions for a small business
corporation set forth above. The election would terminate on the
date in which the corporation ceased to be a small business corpora-
tion unless this occurred during the first year of the election, or because
the corporation had more than 80 percent of its gross receipts from
foreign sources (which must be determined on the basis of a full
taxable year). In these two cases, the election would terminate as of
the first day of the taxable year.
B. Re 'ocation

The election could be revoked by the consent of all shareholders or
by at new eligible shareholder who has not consented to the election
and who is a shareholder during a period following tile time of such
election and for which the election is effective. To terminate an elec-
tion a ne w shareholder would be required to file a revocation of the
election within 60 days after he becomes a shareholder or, if tile share.
holder is an estate, within 60 days after the executor or administrator
qualifies or 60 days after the end of the corporation's taxable year,
whichever is earlier.

This procedure differs from present law under which the election
terminates unless there is affirmative consent by new shareholders. The
necessity of furnishing such consent has in some cases been over.
looked and has caused serious hardships when new shareholders who,
though wishing to continue the election, failed to consent within the
required time and the procedure for granting an extension could not
be satisfied. Therefore, it seems better to put an affirmative burden on
a shareholder wishing to terminate.

A revocation during the first year of the election takes effect on the
first day of such year. A revocation by a new shareholder would take
effect on the day )te becomes a shareholder. However, if the revoking
shareholder acquires the stock from an ineligible shareholderI who
did not cause the election to be terminated because he held the stock
less titan 60 days and did not receive a distribution, then thie termina-
tion would take effect on the date the ineligible shareholder acquired
his stock. This rule is needed because the sliareholder who follows an
ineligible shareholder would pick up income allocable to the ineligible
share holder's shares for the latter's period of ownership.

A revocation by consent, of all shareholders would take effect on the
day of filing with the Internal Revenue Service unless a different date
is specified. Any later date in the same taxable year could be specified
and-if the revocation is filed within the first month of the taxable year,
the first day of such year could also be specified.

5. F.PFETF OF ELECTION BY SMALL nVSINESS CORPORATIONS

If a valid election is made, the corporation, with two exceptions, will
not be subject to corporate income tax and the income and loss will

I An ineligible shareholder would have no power to revoke an election.
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be passed through to the shareholders. Furthermore, special rules will
be n effect for determining the earnings and profits of the corporation,
and the taxation of distributions to shareholders as well as the basis
of their shares. Although this pattern continues existing law, sub.
stantial changes have been made in the applicable rules. These are here-
after explained.
A. Coromtion

A tax would be imposed on the corporation in the following two
situations:

(i) The tax under present section 1878 on capital gains, which
is imposed in order to imit the use of subchapter S on a temporary
basis to realize capital gains and pass the proceeds through t,
shareholders with only one tax, would continue.

(ii) The tax imposed under section 47 in the case of an early
disposition of pro ert on which an investment credit was claimed
would be impose with respect to property purchased by the cor-
poration during the period prior to the election.

This latter rule is a change from present law. In the case of an
acquisition during election years, the investment credit is made avail-
able to those persons who are shareholders on the last day of the year
and these persons would he responsible for any recapture. This rule
is unchanged. However, where the investment credit was claimed by
the corporation prior to the election, under present law the shareholders
cannot be charged with recapture income and neither can the corpora-
tion when a disposition occurs during the period the election is in
effect. Thus, under current law an election under subchapter S is
treated as a disposition unless the shareholders and the corporation
agree to be jointly and severally liable for the tax that would be
incurred if there is a future disposition by the electing corporation.
Under the proposal the tax would be imposed on the subchapter S
corporation and the rule that an election is a disposition in the absence
of an agreement, as referred to above, would be eliminated. The new
rule would apply to dispositions in an electing year beginning after
the date of enactment. except where the subchapter S election in a prior
year was treated as a disposition.
B. Shareholders

(1) In generaL--New rules are proposed for the taxation of income
and the allowance of losses incurred by subchapter S corporations,
including such matters as allocation of items among the shareholders,
time for inclusion, basis adjustments and determination of corporate
earnings and profits.

Present law is unsatisfactory both because it is extremely complex
and because planning of corporate distributions has an unnecessary
effect on tax treatment of the shareholders. The partnership rules
have, on the other hand, led to less difficulties. Therefore, the general
rules for taxation of partners and partnerships would be applied to
subchapter S corporations. However, the partnership provisions would
not be carried over intact to subchapter S. There are two principal
reasons for this result:

(i) Subchapter S can be elected by existing corporations with
accumulated earnings and profits. Such corporations cannot be-
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comepartneships without liquidating and paying a capital gains
tax. To impose such a tax as a prerequisite to an election is
inconsistent with the intent to make subchapter S more readily
available. On the other hand, allowing future distributions to be
made without regard to such earnings is inappropriate. Moreover,
an avenue for tax avoidances would be opened if a corporation
could have its accumulated earnings taxed at capital gains rates
by electing under subchapter S and then, after the earnings are
distributed, resume regular corporate status perhaps by failing
to qualify as a small business corporation.

(ii) A partnership, to a large extent, is considered an agr te
of individual interests and not a separate entity. Complex rules
have been developed to carry out this concept (e.g., basis adjust-
ments on transfer of interests, treatment of gain on sale of partner-
ship interest as ordinary income to the extent allocable to certain
items separate allocation of items of income and deductions,
incluAing items related to contributed propery). These rules may
not cause great difficulty for simple partnerships, but the potential
for complexity exists and it is advisable to avoid it. Moreover
the entity approach seems more appropriate for subchapter S
corporations both because of the legal attributes attached to cor-
porations under State law and because their status as electing
corporations is easily ended and therefore may not be permanent.

(2) Taation of income and loss to shareholders.-(a) Allocable
amoit.--Each shareholder would be required to include in his gross
income or would be allowed (subject to certain limitations) a deduc-
tion for his portion of the subchapter S income or loss attributable to
each share of stock owned by him during the taxable year.

Each shareholder's portion of income or loss would be computed by
determining the daily income or loss (the total amount divided by
the number of days in the year) and allocating it on a pro rata basis
to the stock outstanding on each such day.'

This is the present rule for allocating losses of a subchapter S cor-
poration. It also tends to be the method of allocating partnership in-
come and loss although the partners may allocate income on any other
reasonable basis if there is no tax avoidance motive. The current
scheme of taxation of income of subchapter S corporations retains the
regular corporate rules and thus the allocation of income depends
upon the nature and timing of distributions. This results in a poten-
tial shifting of income either intentionally as a planning device or
inadvertently.

Thus, under present law if there are no distributions, the taxable
income for the year is taxed (as a constructive dividend) to those per-
sons who are shareholders on the last day of the year regardless of
how long they held their stock. If money distributions during the year
equal or exceed the taxable income, then the taxable income for the
year is in effect taxed as ordinary dividends to the shareholders who
receive the dividends. If money distributions are less than the taxable
income, the remainder is taxed to those persons who are shareholders
on the last day of the taxable year.

2 As provided under present law income may be reallocatedi among shareholders who are
members of the same family If this s necessary In order to reflect the value or services
rendered.
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Property distributions during the year do not affect the amount of
undistributed Income potentially taxable to shareholders on the last
day of the year. But, since current earnings and profits are allocated
between property distributions and the constructive distribution, un.
less there ar sufficient accumulated earnings and profits, the con.
structive dividend will not equal the full taxable income. The pro erty
distributions would account for at least the difference, however. These
rules are needlessly complex and confusing and under the proposal the
amount of current income taxed to eacl shareholder would not be
affected by distributions during theyear.

(b) Comutt of aubokepter iwome.-Subchapter S income
would be defined to mean taxable income determined in the same man-
ner is a regular corporation with the following adjustments (items iii
and v represent a change from current law) :

(I) Net operating loss carryovers would not be allowed.
(ii) Dividend received deductions would be disallowed.
if ) A capital loss carryover would be allowed only for capital

losses incurred by a corporation, which is an electing corporation
on the date of enactment, in taxable years for whict the present
subchapter S rules are applicable. This represents a change from
present rules, under which such carryovers are generally allowed
because as hereafter explained a capital loss pass through would
be emitted.

iv) A deduction would be allowed for any capital gains tax
paid pursuant to section 1878.

(v) Subchapter S income allocable to the nominal shareholders
would be reduced but not below zero by payments made with re-
spect to "obligations" determined to be equity capital (and which
did not cause loss of qualification) if-=

(a) Payments are not pro rata to the shareholders (pro
rata distributions would generally be treated in the same
manner as distributions with respect to nominal stock);

(b) There is a fixed and noncontingent obligation to pay"interest" annually, not dependent upon profits;
(e) Distribution is made within 2 months of the close

of the corporation's taxable year; and
(d) The payment is reasonable in relation to the invest-

ment.
(c) When i ewided-(i) In Gewl.--As indicated above, sub-

chapter S shareholders at present are taxed on income when it is
distributed which can lead to bunching of 2 years' income in one. For
example, assume an electing corporation had $10,000 of income for
both the taxable year ended June 1967, and the year ended June 1908,
and distributed $10,000 in November 1967. The 1967 income was not
distributed and will be taxed as a dividend on #June 30, 1967. The
$10,000 distributed in November 1967, although considered a, distribu.
tion of income for the year ended June 1968, is taxable when distri.
buted in 1967. As a result, the shareholders would include $20,000
or 2 years' income in their income tax returns for 1967. This problem
has been alleviated under a 1966 amendment which treats distributionswithin the first 21A months after the end of a taxable year as distri-
butions of the undistributed taxable income for the prior year. How-
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ever, a doubling up still occurs In this case since the November dis.
V tribution was made after the 2 -month period ended.

On the other hand, in the absence of a transfer of interests, a part-
ner's share of income and losses is included in his tax return for his
year during which the partnership year ends. In the above example,
as appliedoto a partnership, the partners would be taxed on $10,000
of income in 1907 and $10,000 in 1968, which seems to be a more logical
result.

Therefore, the adoption of the partnership rule which is now applied
to the losses of subchapter S corporations is prol)sed.

(ii) TermUnatkon of election hin mdle of tozble year.--If a sub.
chapter S election is terminated in the middle of a taxable year, the
short period would be treated as a taxable year ending on the date
of termination for the purpose of determining income and loss and
the time of inclusion on the shareholder's return.

The corporation's income or loss for its entire taxable year would be
allocated between subchapter S income for the electing period and cor-
porate taxable income for the balance of the year on a daily basis
unless the corporation elects to compute its actual income for the
period in the same manner as it would in the case of a full taxable
year. The corporation would not be required to annualize income
for either the electing period or the balance of the year.

(iiI) Tranfer of h are .- If a share of stock is dimposed of during
a taxable year by sale, liquidation, gift, or inheritance, the income
or loss allocable to the transferred share would be included on the
return of the transferor for the year which includes the day of trans.
fer. This is the partnership rule in the event of ra complete termination
of a partner's interest by sale or liquidation and the current subchapter
S rule for losses allocable to a deceased shareholder. This is also the
result under the partnership provisions if the transfer of interests
causes a termination of the partnership's taxable year.

However, the successor of a deceased partner picks up the income or
loss for a year which has not terminated at the time of death including
the portion applicable to the period the decedent was alive. Further,
a donor of an interest, or an individual who sells part of his interest,
although he includes his allocable portion of the income or loss ap-
plicable to the transferred interest, does not do so until the partnership
year ends.

The suggested rule seems most logical, particularly since it makes
income inclusion and the adjustment of basis coincide. It would also
avoid the complexity caused by the diversity of the current partner-
ship provisions.

Upon the transfer of a share, the allocable portion of the subchapter
S income would be determined on the basis of the entire year's income
unless the corporation and the transferor elect to determine the actual
income or loss derived by the corporation up to the date of transfer
as if this period were an entire taxable year. Allocation on the basis oi
actual income would be permitted only in the event of death or a trans.
fer which results in a complete termination of interest in the corpora-
tion within the meaning of section 302(b) (8). (Family attribution,
sec. 318(a) (1), would not apply if immediately after the transfer
the former shareholder has no interest in the corporation (including
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an interest as officer, director, or employee) other than an interest as
a creditor without regrd to whether there is a reacquisition within
the 10-year period.)

If this exact method is utilized to determine income, the section 1378
tax would be computed for each separate period except that if a greater
tax would be due on the basis of an entire year the latter amount
would be payable.

(d) Nahve of income and los.-Income or loss of a subchapter S
corporation would be considered attributable to a trade or business
carried on by the shareholder. This is in accord with current law
with respect to losses. Income is currently considered a dividend.

As under present law subchapter S income would not be subject to
tax under the self-employment tax or affect the recilpient's right to
social security benefits. However, if the corporation fails to pay al
adequate salary to an employee who owns more than 10 percent, of
its shares of stock (directly or by family attribution under sec. 318(a)
(1)) the Commissioner would be authorized to treat all or a part of
tile shareholder's portion of subchapter S income as salary for social
security tax purposes. This would eliminate the present practice of
designating all profits as dividends rather than salary in order to
avoid social security taxes or the restrictions on social security benefits
while continuing to work.

Items of income and loss would not retain their separate character
in the shareholder's hands as under the partnership itles, but its under
current Ja capital gains would be passed through to tle extent of
subehapter S income. In addition, each shareholder would be allowed
to take account of his pro rata share of the corporation's long term and
short terin capital loss in excess of capital gains earned by the
corporation.

Capital gains treatment would be denied to shareholders owning
more than 10 percent of the shares of the corporation's sock at, any
time during the year, with respect to their allocable share of income
from the disposition of property which would not have been treated
as a capital aset in their hands.

(3) Distrbuton.-(a) No accumulated eanings.-Distributions
by a corporation which had always been an electing corporation under
the new rules I or which at the time of its election under the new rules
had no accumulated earnings and profits would, under the proposal,
never be considered to be dividends while the election remains in effect.
All such distributions would be treated as a return of capital; i.e., they
would first reduce the basis of the shareholder's stock and if they exceed
such basis they would be treated as capital gains. Tile shareholder's
basis for this purpose would be determined as of the last day of the
taxable year in which the distribution is made or tile day the stock
is disposed of if earlier. All distributions would be taxed as if received
on such day regardless of their nature or the actual time of receipt.

(b) Earnings and, proflt8 in eleoting years.-This result follows
under the proimsal because, unlike the situation under present law a
subchapter S corporation would not increase accumulated earnings and

As h -after explained, under present rules a corporation could under certain circus.
stances accumulate earnings and profits In electing years.



)rofits during election years. It would, however, keel) account of earn-
ngs td profits in a special account known as subelinpter S earning

and profits. In general, subchapter S earnings and profits would equal
the total earnings and profits for all years that the current election las
been in effet minus the sum of-

(i) The deficit in earnings and profits for each such year to the
extent that the deficit in any year did not exceed the amount. of
the corporation's subchapter S earnngs and profits as of the
beginning of the year lit which the deficit occurred (i.e., subchap.
ter S earnings 0n1( profits would not be reduced below zero), and

(ii) All distributions of money treated us distributions of sub-
chapter S earnings and profits.

however, a pro rata portion of subchapter S earnings and profits
would be eliminated in the event of transfer of a share of stock to the
corporatoin in a transaction which is treated as a distribution in
exchange for stock.

The corporation's subchapter S earnings and profits acco(unt at
the beginning of the first. taxable year under the proposal would be the
total amount of the previously taxed income accounts of all share-
holders under present law at fite end of the preceding taxable year
(including such amounts as would be taxed to tile shareholders during
their taxable year which may not yet have ended) c

(e) or'pordaions ith accumuldated eantrng*.-If a corporation has
accumulated earnings and profits, distributions would be taxed in the
following manner. Money distributions to the extent, of subchapter S
earnings and profits as of the end of the year it which the distribution
takes place would not be considered dividends5 Money distributions
in excess of such amount and all property distributions would be divi-
dends to the extent of the accumulated earnings and profits at the end
of the year in which the distribution takes place. Accumulated earn-
ings and profits would be reduced by any deficit for the year it excess
of subchapter S earnings and profits at tIhe beginning of the year and
this adjustment would be made before the tax effect of any distribution
is determined. Accumulated earnings would also be reduced by any
distribution therefrom.

A special rule would be provided for money distributions within the
first 21/ months of a taxable year following a year for which an elke.
tion was not in effect. The purpose of this rule is to remove an unin-
tended benefit under present law. Today if a corporation elects sub.
chapter S, and makes a distriltiion witiuin the first. 214 months of the
year, it may obtain a double benefit from this distribution; i.e., it may
reduce its accumulated earnings tax base for the prior year without
incurring any additional tax on its shareholders. ltnder tile proposal a
distribution in these circumstances would be a dividend.

4 Under present law the accumulated earnings and profits of a subehapter 8 corporation
Is not Increased by undistributed Income taxed to shsreholdf ms nor is It reduml bp the
amount of an operating loss which Is passed through Howver it would be increased 
Items not taken Into account In computing Income and loss but which aft et earnings andprofite.g., tax exempt Interest or the excess of percentage over cost depletion. .

#Iq order to prevent tax avoidance %i tax.free money distribution, to bigh .bracket
shareholders and taxable property distributions (or no diptrlbutionN) to low-bracket
shareholders, money distributions for this purlmse means only pro rata distributions.

285
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Except for this special rule, distributions up to the amount of in-
come 6 earned during subehapter S years, including the year of dis-
trilution, could be distributed even where there were accumulated
earnings without fear of ordinay income treatment (and ordinarily
the shareholders would have sufficient basis to avoid capital gains
taxation). This is not necessarily true today.

For example, under present law if a corporation's first electing
year ended on June 80, 1967, and it had $20,000 of income for such
year and $5,000 for the year ended June 30, 1968. a distribution in
November of 1967 in excess of $5,000 will be a dividend if there were
accumulated earnings.

Although the shareholders in this case will pick up $20,000 of in-
come for the year ended June 1967, they will not do so until Decem-
ber 31, 1967 and therefore they are not credited with previously taxed
income (PRI) until such time. Thus, although over the 2-year period
the corporation earned $25,000, if $25,000 were distributed in Novem-
ber 196, the shareholders could, if there were sufficient accumulated
earnings, include $45,000 in their gross income for the 2-year period.

Since PTI cannot be transferred upon the transfer of shares, if there
is a new shareholder in the corporation a similar result can occur
under present law even if distributions are more carefully timed.

(d) Dstributiowns after ternination.-Another problem concerns
distributions following the termination of an election, particularly
when the shareholders are unaware that termination is impending.
Under current law distributions of previously taxed income must b
made while the corporation's election is in effect. Once the election
terminates, all PTI accounts are lost and the regular corporate rules
apply. It is proposed to allow a 1-year period following termination
during which distributions would be treated as distributions of sub-
chapter S earnings and profits to the extent thereof. A 120-day period
would also be allowed following a determination that an earlier in
advertent termination took place. Such distributions could be made in
money or in the obligations of the corporation and could be made to
any shareholder even though such person was not a shareholder of the
corporation while the election was in effect and even if the shareholder
is a person who would be an ineligible, shareholder in a subchapter S
corporation. Although the concept of subchapter S earnings and
profits is of no importance to a corporation without preelection
accumulated earnings and profits while its election remains in effect,
the amount remaining undistributed at the time of termination must
be known in order to determine the tax effect of postelection
distributions.

(e) Repayment of di8stributo.-The subchapter S election of a
corporation May have terminated without its shareholders being aware
of the termination. These shareholders may have caused the corpora-
tion to make distributions to them in the belief that these distributions
would be subject to only one tax. If, however, the Commissioner subse-
quently determines that the corporation's election did in fact termi-
nate for a year during which such distributions were made, the

O Since tbeharter 8 earning earning ad profits rather than
taxable income phis would not be the case where deductions which are not allowable In
computing income reduce earnings and profits below taxable Income.

a



distribution may be treated as dividends taxable in full to the share.
holders and the corporation would be separately taxable on its income.

Under the proposal, a refund would allowed for the tax payable
by a shareholder with respect to distributions made in the bona fide,
but erroneous, belief that an election was in effect at the time of the
distribution. In order to obtain the refund, repayment of the distribu-
tion would be required to be made to the corporation within 120 days
after the time the Commissioner's determination became final. The
refund would be payable as of the year of repayment to the corpora-
tion and no interest would be paid for prior years.

Repayments would be deemed to be repayments of the latest dis-
tribution first and the tax attributable theteto would be determined by
computing the decrease in the tax which would result for the taxable
years during which the distributions involved were actually made if
the amount of repaid distributions had not been distributed in such
taxable years. Corporate earnings and profits would be increased as of
the time of the original distribution by the amount deemed to be a
repayment of a distribution out of earnings and profits. Provision
would be made for waiver of the statute of limitations and appropriate
consents from the corporation and all shareholder affected.

If the shareholder so elects he could repay the amount of a dis
tribution net of any tax attributable thereto and the refund of tax
would be allowed to the corporation.

An estate could obtain a refund for repayment of distributions made
to a deceased shareholder, but to the extent that any repayment obliga-
tion is deductible as a claim against the estate, it would have to be off-
set by the amount of tax refundable.

(4) Bai&s.--A shareholder's basis for his interest in an electing cor-
poration would be adjusted on the last day of the taxable year or with
respect to an interest disposed of during the year on the day of disposi-
tion by increasing such basis by the shareholder's portion of subchapter
S earnings and profits or decreasing such basis but not below zero, by
the shareholder s portion of the deficit for the year. Earnings and
profits or deficit would be allocated to shareholders in the same manner
as income and loss as described above. Any portion of a deficit which
is applied to reduce accumulated earnings and profits would not be
allocated to shareholders to reduce basis. Unlike present law, basis re-
duction on account of distributions would not be applied until after
the above adjustments are made.

A basis decrease would first reduce the shareholder's basis for each
share of stock by the amount of deficit allocable thereto; secondly, if
his basis for such stock is exhausted, but he still has basis for other
shares of stock owned by him at any time during the taxable year, the
basis of other shares would be reduced pro rata, and finally, if his
basis for all of his stock in the corporation is exhausted, his basis for
debt in the corporation would be reduced. These rules follow present
law.

A basis increase would generally be applied to the share of stock
to which the earnings and profits are allocable. However, if the basis
of debt in the corporation held by the shareholder at the end of the
taxable year has at any time been reduced as provided in the preceding
paragraph and the shareholder's basis for such debt reflects the reduc-
tion, the increase in basis would first apply to the basis of such debt
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to the extent of the reduction. This is a new rule and would mitigate
against the recognition of ordinary income on the disposition of debt
which would be required tinder the proposal as hereafter explained.
Any remaining increase would apply to the basis for stock. The amount
would be allocated among shares of stock in proportion to the share-
holder's portion of earnings andprofits attributable to each such share.

Adjusting basis by items which are not included in determining tax-
able income or loss would represent a departure from current law and
follows the partnership rules. It would enable a corporation to pass
through tax-exempt income to shareholders. For example, if the only
item of income accrued by a subchapter S corporation were $1,000 of
tax-exempt interest, the shareholders' basis would be increased by
$1,000 and a distribution would be applied against such basis. Under
today's law basis is not increased the corporation has $1,000 of earn-
ing- and profits and the distribution of tax-exempt interest is a
dividend.

(5) Limitation on allowance of lo8es.-(a) In gener.--As under
present law, the shareholder's deduction of his portion of the corpora-
tion's loss would be limited by the sum of the adjusted basis for his
stock owned at any time during the year and the adjusted basis of any
indebtedness of the corporation to such shareholder. The basis of in-
debtedness would be determined at the close of the taxable year or on
the last day on which the taxpayer was a shareholder.

In either case, the basis would be determined before reduction for
the current year's deficit. Further, to take account of the fact that
the deficit may include some positive items for the purpose of com-
puting the allowable loss a shareholder's basis would be increased
by the amount, if any, by which the shareholder's portion of the
loss exceeds his portion of the subchapter S deficit for the year.?
For example, assume a corporation has tax-exempt income of $100
and an operating loss of 200. The deficit will be $100 and since the
loss exceeds the deficit, basis will be increased by $100 before apply-
Ing the loss limitations. If there were no deficit for the year the
entire amount of the loss would always be allowable.

If a portion of a loss were disallowed, it would reduce pro rata
the amount of ordinary loss and short-term and long-term capital
loss which would otherwise be allowable. In determining the timing
of inclusion of such loss in the event of a transfer of a portion of a
shareholder's interest during the taxable year, the portion allowed
would be allocated to shares in the ratio that the shareholder's loss
(long-term capital, short-term capital, or ordinary as the case may
be) allocable to each share bears to the shareholder's total loss.

A shareholder's portion of the corporation's loss not allowed as
a deduction in a taxable year of such shareholder because of the
limitation described above would be allowed as a deduction In any
succeeding taxable year of such shareholder. This represents a liberali-
zation of current law and is in accordance with the partnership pro-
visions. The nondeductible part of such loss would not be transferable
but might be deducted only by the same shareholder in a subsequent
year.

I Under,. the proposal, basis would not be increased by subchapter 8 Income In order to
allow capital loss (or In ertan unusual clrcumsances an r ' to t exten
that therm are nondeductible Items In excess of tax-xempt income. This ts an unlikely
concurrence of components and& It would not Justify the complexity necessary to alter the
result.



If the corporation's election remains in effect, the carryover loss
would be deductible during the shareholder's taxable year during
which the electing year ends, to the extent that such shareholder's
basis for stock or debt, after giving effect to all transactions in such
electing year, is increased above zero at the end of such taxable year
of the corporation or at the date of disposition of his interest if
earlier. If any part of the shareholder's loss has not been allowed as
a deduction atti time the corporation's election terminates, it would
be allowed as a deduction when and to the extent that the basis of
such shareholder's stock or debt is increased above zero within the
12 calendar months immediately following the date of termination.
Any deduction so allowed would result ini a corresponding reduction
in basis.

One further departure from present law and the partnership pro-
visions should be noted. The suggested procedure adjusts basis (and
also subchapter S and accumulated earnings) by the amount of any
loss and determines the tax effect of any loss fore giving effect to dis-
tributions during the year. Thus, if a partner's basis is $100 and he
receives a $100 distribution in a year in which his share of the partner-
ship's loss is $100, the distribution is applied against basis and-the loss
is disallowed. Under the proposal in the case of an electing corpora-
tion, the loss would be allowedand the distribution could be a dividend.
The suggested rule appears simpler and more logical in that it is con-
sistent with the treatment given to income both under the proposal
and in the case of partnerships.

(b) Treatment of 7.689. iforporatkrn ha* acmtdated eayninge and
p8oiU.-If a corporation has accumulated earnings and profits, the
treatment of losses can become more complicated. This situation arises
if there is a deficit for the year in excess of the subchapter S earnings
and profits at the beginning of the year. As indicated above, such ex-
cess would reduce accumulated earnings and profits to the extent there-
of. Since the loss is deemed to be out of a presubehapter S accumula-
tion of earnings, it should not be allowed to the shareholders. This pro.
cedure also tends to produce consistent results regardless of the timing
of income, loss and distributions. The loss allowed to shareholders in
these circumstances would be the loss for the year less that portion of
the deficit applied to accumulated earnings and profits which consists
of an allowable loss. The loss is not simply disallowed to the extent of
the reduction in accumulated earnings, however, because such reduc-
tion could in part be the result of items which are not deductible in com.
puting either an ordinary or capital loss. In general, it is proposed that
such items (i.e., nondeductible items in excess of tax exempt income)
be applied against earnings and profits first. Thus, the loss would be
disallowed to the extent that the deficit applied to accumulated earn-
ings, and profits exceeds the amount, if any, by which the deficit ex-
ceeds the loss. This approach will accomplish the desired result, except
in the unusual case referred to above where there is a combination of
subchapter S income, capital loss and nondeductible items.

Any loss disallowance would be applied pro rata to reduce the allow-
able ordinary, long-term capital loss and short-term capital loss other-
wise available.
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6. SPECIAL RULES

The following rules are proposed to eliminate unwarranted ad.
vantages now available by using subchapter S.

A. RCAPM ON DISOSoN OF DEr

A. Recpture on diepoaition of debt.-If the basis of debt in a
corporation has after the effective date of the proposal been reduced
by reason of a deficit in subchapter S earning and profits and if the
basis of the debt in the hands of the holder (who mayte a transferee)
reflects all or part of such reduction, then gain on sale, redemption or
other dis ition of the debt which would otherwise result in capital
gain, an which does not result in a complete termination of interest
in the corporation would be treated as gain from the sale or exchange
of an asset which is not a capital asset to the extent of the lesser o.'

(i) The amount of the reduction reflected in the shareholder s
basis for debt, or

(ii) The earnings and profits of the corporation at the time of
redemption or sale.

This rule prevents the possibility of converting income into capital
gain by holding a portion of asubehapter S interest in the form of ebt,
reducing the basis of such debt by subchapter S losses, and then after
the election is terminated redeeming the debt at a time when a partial
stock redemption would be treated as a dividend.

As indicated above, the occasions when this situation would other-
wise arise is reduced by a new rule which would require the basis
of debt to be restored in the event of subsequent subchapter S earnings

B. Certain employee benefltS.-The advantage in utilizing sub.
chapter S instead of0 a partnership for the purpose of granting tax
favored employee benefits to the owners of the business would be
reduced in two areas:

1. Pewim.--The amount by which the sum deductible by an
electing corporation on account of a contribution to a qualified em-
p oybonet plan on behalf of an employee, who owns at any time
during the taxable. year more than 10 percent of the shares of the
corporation's stock, including ownership by attribution under sec-
tion 818(a) (1) exceeds either 10 percent of the employee's "earned
income" from the corporation or $2,500, whichever is less, would be
included in the employee's gross income as compensation.

Unless a profit-sharing plan has both a definite contribution for-
mula and a provision that forfeitures will be applied to reduce con-
tributions, any contribution reallocated to such shareholders in a sub-
sequent year, whether or not an election is in effect in such yer,
would be treated as if contributed on behalf of such shareholder in
the year deducted for the purpose of applying the above limits,
except that any income resulting would W taxable in the year of re-
allocation. (This applies to the amount originally contributed which
is forfeited, or the amount reallocated, whichever is less.)

Amounts included in the employee's income under this provision
would be treated as contributions by the employer in determining
whether the plan meets the requirements of section 401 relating to
qualification. -'Earned income" would mean the amount of the salary
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paid by the corporation to the employee plus any corporate income
which may be allocated to the employee by the Commissioner to reflect
reasonable compensation for services rendered.

In the case of a profit-sharing plan, carry-forwards under the sec-
ond sentence of section 404(a) 8 (credit carryovers) would not be
permitted from an electing year to a nonelecting year or vice versa.

An ordinary loss woul lbe allowed in determining adusted gross
income to the extent any amounts included in gross income under this
provision exceed amounts actually distributed under the plan.

2. Food and lodging.-The exclusion provided by section 119
would not apply to the value of food and lodging provided by the
corporation to employees who own more than 10 percent of the shares
of the corporation stock. 0


