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V-A. LIBERALIZATION OF THE MINIMUM STANDARD
DEDUCTION

GeNERAL ExpLANATION
BACKGROUND

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 allowable de-
ductions separately, a taxpayer may elect to claim a standard deduc-
tion e%t(x)?)l to 10 percent of his adju ss income up to a maximum
of $1,000 ($500 for married persons lin% separately). A separate
minimum standard deduction provides that in all events an electing
tq:(rayer 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 $200 Klus $100 for each exeorggtion to $600 plus $100 for
each exemption (subject toa ceiling of $1,000), = -

The minimum standard deduction represents the most equitable
and efficient method available of directin% tax relief to persons in the
lowest 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 egove_ny
level. The proposed increase in the minimum standard deduction
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 exemglt from tax the majority of those persons
below the poverty level who now pay income tax.

TABLE 1.—BEGINNING TAX LEVELS AND POVERTY LEVELS

Esti of
*;;;vm Povety oot ey
mum hCOme
Present
. 1991 Total W
,138 4,620 1,150
1,’333 ’g.zio 2,600 620
2,300 1755 820 1;3
3,000 },sss gg 1
“33 4 ‘?2 430 0
5,800 5,755 %0 ?3
10,630 2,180

.........................................................

VAssumed to be 6 percent above the HEW nonfarm poverty levels for 1968.
$ Averages 8 per family.
(127)
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In addition, just as the proposed incrense in the general standard
deduction wiﬁ benefit & wide range of taxpayers by bringing that
general provision into closer alinement with today's relative cost and
expenditure patterns for deduction items, so, too, the incrense in the
minimum standard deduction will provide benefits for those taxpayers
above the poverty level who are in the lowest income ranges.

EFFECTS OF THE TROPOSAL

The income levels at which individuals would become subject to tax
would be incrensed under the proposal, ns shown in table 2. Under
resent law a single individual begins paying tax at an income level of

900, With the new provision he would not incur any tax linbility
until his income exceeds $1,300, a level at avhich he pays $56 in Tax
under present law. Presently, a married couple with two children be-
gins to pa.ly tax when their AGI exceeds $3,000. With the proposed
revigions they would not begin to pay tax until their income exceeds
$3,400, a level at which they currently pay $56.

About 28 million taxpayers, of which almost two-thirds have in-
comes less than $5,000, would henefit from the proposed changes in the
minimum standard deduction—about 2.4 million of these becoming
completely nontaxable. Most of those taken off the tax rolls would be
in the under $3,000 group.

Tablo 2 shows, by family size, the estimated distribution of poor
people, the number made nontaxable by the minimum standard dedue-
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 under present
law. Of the latter number, 114 million would become nontaxable and
1 million would still be taxable but would get tax relief, all as n result
of the higher minimum standard deduction.

In terms of the number of poor peope, there are almost 28 million
poor, of which 4.3 million are now taxable. The minimum standard
deduction change wonld 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 m Estimated number of poor persons (in thousands) *

standard deduction
sllowed lml:} Numberof  Number Number
1969 poor now made  helped, but
Family size Presentlaw  Proposal Total taxable nontaxable stili taxable
, 300 , 135 4,620 1,150 550 600
l% ‘,000 ’%.240 5, 200 1,220 0 430
§. 300 2,700 , 7159 2,640 460 400 Gg
, 000 400 3,535 2,550 430 360 lgo
2‘% 4'% : %9? ;.m g’soo i%% 70
580 580 575 7:% 50 50 400
L[ U S U PS 2,820 4,290 2,5% 1,140
Total familyunits. ...... ..... ... ... ..., 10,630 2,180 1,250 940

11969 poverty levels are assumed to be & parcent above the HEW nonfarm leve! for 1968. This conforms to the method
by which the number of poor was projected,

% Includes both adults and children.

3 Averages about 8 persons per family.
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(A high proportion of poor persons in one- and two-person families
are aged, and almost all of these are presently nontaxable, Also, nbout
42 ’Fercont of the 28 million poor are children.)

he higher minimum standard deduction i addition would grant
relatively more las relicf to single persons than to other tawpayers,
This is done by incrensing relatively more for single persons the in-
come levels at which people become taxable; for example, an increase
of 44 percent. as compared 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 persm)s and married persons (two
children) respectively the tax relief accorded at selected income levels
by the liberalization of the standard deduction and the minimum

standard deduction.

TABLE 3.—TAX DECREASE FROM $600 - $100 MINIMUM STANDARD DEDUCTION ($1,000 CEILING) AND 14 PERCENT
STANDARO DEDUCTION (81,800 CEILING), SINGLE INDIVIDUAL WITH STANDARD DEDUCTION

Percentage tax Tax decresse as &

Wage income Present tax  Tax decrease New tax decrease percent of income
% 14100 k] 30
7& ) 2l 2
B 1683 6
10 11, 6
112 : .230 6 !
240 12,28 lg 1L
288 '3'833 1
Wb {
4 ) z”sig g
438 '%I. 150 2 }

1 Taxpayer elects the minimum standard deduction rather than the standard deduction,
1 Taxpayer pays the same amount of lax with either the minimum standard or the standard deduction.

3 Taxpayer elects the standard deduction rather than the minimum standard deduction.

TABLE 4.—TAX DECREASE FROM $600 -+ $100 MINIMUM STANDARD DEDUCTION ($1,000 CEILING) AND 14 PERCENT
STANDARD DEDUCTION (81,800 CEILING), MARRIED COUPLE, 2 DEPENDENTS, WITH STANDARD DEDUCTION

Tax decrease

Tax decreass Perconlage  as 8 percent

Wage income Present tax (2)~(4) Nowtex tax decrease of income
0] @ (€] (0} (5) ()
3 ........................................................

...................... T R

1L 16 1,038 1 .8

1,622 165 1,45 10 1.3

2,112 17 1,99 ] {.2

3,428 2 3,210 6 0
moo@oim Y

15.360 14,960 3 8

The tax relief from the liberalization of the minimum standard
deduction amounting to more than $1 billion would go to the lower
incomes, More than 70 percent would go to the under $5,000 grou
and 18 percent would go to the $5,000 to $7,500 group. (See table 5.

Taxpayers with AGI less than $3,000 would receive the lat('igest
percentage decrease in tax liability under the minimum standard
deduction increase. Tax liability would decrease by 86 percent. The
$3,000-$5,000 group would receive a 13 percent decrease in tax

linbility.

334-8910 - 69 ~ pt, 2 - 2
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The higher minimum standard deduction would also enable many
low-income ta:;payers_ to shift from the complew itemising procedure
to the use of the simple 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-$7,600 AGI group.,

TABLE 5.—EFFECT OF INCREASING THE PRESENT $200 PLUS $100 MINIMUM STANDARD DEDUCTION TO $600 PLUS
$100 WITH $1,000 CEILING

|Dollar amounts in millions; number of returns in thousands}

Number of
Tox decreass  Number of returns

3 percent returns  Number of shifting t

AQ| Present Tax resent with tax returns made standar
(inthousands of dollers) law tax decreass w tax decreass  nontexsble deduction

W on o g 8
f 95 I; 6390 .oooeeenenenn. 36'3

......................................................................

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

V-A. LIBERALIZATION OF THE MINIMUM STANDARD
DEDUCTION

TecHNICAL EXpPLANATION

PRESENT LAW

. Under existing law each taxpayer may, as an alternative to item-
izing his ;I)ersona expense deductions, elect to claim a standard dedue-
tion equal to 10 percent of his adjusted gross income subject to a
$1,000 ceiling, For electing tax;myers the law preeentl¥ 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 gooo plus $100 for each exemption. Thus, a single person
would have a minimum standard deduction of $700, a married couple
$800, a married couple with two dependents $1,000.

LIMITATIONS

$1000 ceiling.—The provision of existing law which limits the
minimum standard deduction to $1,000 would be retained. Thus a
married taxpayer with two dependents would be entitled toa 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 taxlpa er with two dependents who did
not itemize his deductions would be using the minimum standard
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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 tazpayers filing sepurate returns—~For a married tax;;uyer
filing » separate return, the minimum standard deduction would be
$300 (rathor than $600) plus $100 for each exemption and would be
subjeot to a $500 ceiling (rather than a $1,000 ceiling).

As under existing law, if a taxpayer is married anﬁ 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.

De nts of other tazpayers.—Under the proposal the minimum
standard deduction may not be used by taxpayers who are claimed as
dependents by other taxpayers. .

nder 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 $600 of
%‘ross income. An exception to the gross income limitation is made in
the case of children of the taxpayer who are under 19 or students, As
a consequence, under existing law children of the taxpayer may have
income in excess of $600 as to which they may claim their own
600 personal exemption and also clnim the minimum standard deduc-
tion even though they are supported by a parent who also claims them
as a dependent for tax dpurposes. ) .

The minimum standard deduction is intended to aid taxpayers and
their families in the lowest income ranges. There is no justification for

rmitting that deduction to taxpayers who, while nominelly in the

ower 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, & 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 Froposal a dependent would still be permitted to claim
a $600 exemption against his own income even though the person sur-
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 60

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 bo repealed. As u consequence of the repeal of the extra $600
porsonal exemption the extra $100 of minimum standard deduction
will be eliminated. However, these provisions will be replaced by n
uniform aged exemption of $2,500 for single tnxpayers and married
couples with ono spouse age 65 or over, and an exemption of $4,200
for a married couple where hoth ave age 65 or over, .
As a consequoence of the aged proposal and the change in the mini-
mum standard deduction a single individual over aga 65 would not
pay taxes until his income exceeded $3,800 and wonld switch to the
general standard deduction at $5,000. A married couple with ono spouse
under age 65 would pay no tax until their income exceeded &4,500
and would switch to the standard deduction at $5,714, and a married
couple where both are over age 65 would always find it advantageous
to use the genernl standard deduction and would not become taxable

until their income exceeded $6,279.

EFFECTIVE DATE

The recommended changes in the minimum standard deduction
would be applicable to tax years beginning after Decembor 31, 1969.

V-B. MINIMUM INDIVIDUAL INCOME TAX
GexerarL Exrranarion

BACKGROUND

Present law nccords preferential tax treatment to certain types of
income through their total or partial exclusion from the income tax
base. 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 n fair tax contribution to the Gov-
ernment in relation to the amount of their true income.

This situation has seriously im[t)aired 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 porcent of the individuals with ndjusted 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 in 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, n mandatory graduated minimum income
tax, computed on an expanded income base, would be added to the
tax structure. This minimum tax would have the effect of placing a
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50-percent ceiling on the amount of an individual's total income that
could enjoy tax-exempt status,

Under the proposal individuals who receive n substantial amount
of fully or partially tax-exempt income in relation to their taxable
income would be required to compute a minimum tax on an expanded
incomo base (including both taxable income and the exempt income)
and to pay this tax if it is higher than the tax computed under the
normal rates, The minimum tax rates which would be applied agninst
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 rules on one-half
as much income, Thus, the effect of the minimum tax is to place a ceil-
ing of i) percent on the amount of an individual's total income which
ma{v 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
50 percent of the taxable income from the property; the charitable
contribution deduction is limited to a specified percentage of income;
and the maximum investment credit is limited to the first $25,000 of
tax linbility plus 50 percent of the tax liability in excess of that sum.
However, there is no ‘imitation on the extent to which some tax prefer-
ences—such as the exclusion for State and local bond interest and the
special treatment for capital gnin income—may be claimed, and there
i8 likewise no limit on the 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,

Composition of Ewpanded Income Base—The expanded income
base to which the minimum tax rates would be applied would consist
of taxable income plus the following fonr major sources of excluded
income:

(1) Interest on State and local bonds.

(2) The excluded portion of net long-term capital gain, For
individuals below the 50-percent tax bracket who presently de-
duct one-half of their gnins from income, this item will increase
their minimum tax base by this one-half of capital gains. Those
in the higher tax brackets who pay the alternative flat rate of 25
percent on all their long term capital gains have been, in effect.
excluding more than one-half of their capital gains since the tax
at the 25-;’\em‘nt rate is less 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.

(8) The amount of percentage depletion. claimed after the cost
of the property has been recovered.

(4) The amount of appreciation on property contributed to
charity to the extent taken as a deduction under the normal
limitations,

In order to maintain a simple stmucture 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 deferral of tax.
rather than an exemption from tax, 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 transfered
on the death of the owner.

In computing his minimum tax base, the individual would be
allowed all of his deductions, Moreover, in lien 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 specinl
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 of the minimum tax is limited to indi-
yidulal:d who are deriving substantial benefits from the tax preferences
involved.

Computation—The actunl 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; he would then subtract all the deductions to which he is
now entitled (without reduction under the proposed allocation of de-
ductions prowsionz), or 2 minimum 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 he 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 retnined with respect to capital gain income representing ap-
preciation of property held by the taxpayer at his death or given away
during his lifetime. This gnin 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 income on death or at the time of a
large gift may be abnormally large (and, thus, result in & minimum -
tax) in relation to what the taxpayer might have realized in any one
year had he disposed of his investments over a period of years rather
thanina sinﬁle year.

Relationship of Minimum Tax and Allocation of Deductions Pro-
posals—The allocation of deductions proposal included in the pro-
gram would, in general, retl)\;im an individual to allocate his non-

usiness 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 Fmvisions and is justi-
fied no matter how lurge 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-
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cluded 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.

Corporations Not Affected —like the allocation of deductions pro-
posal, the minimum tax would not apply to corporations, The corpora-
tions 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 specific industries should be
altered depends upon an analysis of their particular economic and
competitive positions, On the other hand, with respect to individuals,
the impact of the minimum tax is not so localized. Moreover, the mini-
mum tax is directly associated with the progressive nature of the
individual income tax. '

Effects 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—@0 percent—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 intable 1,

The minimum tax would have n 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 fully taxable-—in-
comes, More specifically, with the ennctment of the minimum tax along
with the other reforms in the program, the pm&mion of taxpayers
with incomes from taxable sources of between $500,000 and $1 million
who would pay tax at an effective rate of over 30 percent on the basis
of all their.ineomn, both taxable and exempt, would increase 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, nbout. 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 minimum tax would
not increase any person’s effective tax rataabove 35 percent,

TABLE 1.—EFFECT OF MINIMUM TAX
Number of

returns with Percent of
AGI class (in thousands of Tox increase  Percontage tax tox increase returns with Average tox
dollars) increase

(in miltions) Increase!  (in thousands) tax increase
"8 18, 0
30 0.2 3 1 g,er
(] 1 o A 12,
% ﬁg i' 4% 3 gf’gro
139 182 ® ®3 334, 000
1) .8 0 A 10,500

1 Percentage tax Increase for those with an increase.
tThe nlm'c'u In these classes affected by the minimum tax have total income generally well in oxe'm of $20,000, Their

excluded income is not included in adjusted gross income so the returns appear in the lower AG!
30ess than 1/10 ot 1 percent.

Note: Averages computed (rom unrounded dats,
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Table 2 indicates the effect of the minimum tax on effective tax rates
at various income levels, As this table shows, there wounld still be some
high-income individunls paying very low effective rates of tax even
after the ndolption of & minimum tax, the allocation of deductions pro-
posal, and the other provisions in the reform program. These are
primarily individuals with only relatively small amounts of exempt
income, but with lnrge amounts of deductions of the type normally

taken by taxpayersat all income levels.

TABLE 2.—COMPARISON OF EFFECVIVE TAX RATES BEFORE AND AFTER MINIMUM AND MAXIMUM TAX: 4
PERCENTAGE DISTRIBUTION OF RETURNS BY EFFECTIVE TAX RATE CLASSES

AGH class Effective tax rate classes 3
tIn nds Under10 101020 20t025 251030 30t035 351040 40tod5 451050 501060 Over 60
3ollm)
t050.......... 2. 3 1.1 4.4 (1
N5 & db & dkdy &Y M oo
50t0100.... . . N 31 9.7 20.0 g.l g.o 6.3 20 i
% (3.5 10.0) (21.8) (33.5) (22.8) (6.3) (L5 .9...
100t0500...... . 4 R S, 18. 3 , | X
(6 (L0 (l.g) (lo.?) (}ﬁ) ({:.g) (%}) (faz) (L0 (1.2
500 t0 1,000...... . . . 4 n 5.2 N
<.3> cf) (&3) (}&l) 4.0 &3) (L)) ?41.0 9.2) (9.9

LoOandover.... L. B o o SBE 12 RL LB
mdowr.... My has wh b &b &) Banm e

¢ Numbers in patentheses are after relorm proposals concerning deduction changes but belore minimum and maximum
tax. The numbers above those in parentheses are alter these provisions. The difference between the two rows of figures
in the under-35-parcent classes shows the effect of the minimum tax. The ditference in the 45-t0-50 and 50-and-over

classes shows the effect of the maximum tax.
* Tax 83 2 percent of amended taxsble income, which is taxable income after reform proposals concarning 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-B. MINIMUM INDIVIDUAL INCOME TAX

TecHNICAL EXPLANATION
GENERAL OUTLINE OF THE MINIMUM TAX

This proposal would establish a minimum limitation on the total
tax which an individual would be required to pay with respect. to his
income for any one year. Under the proposed mmimum 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 pay the minimum tax.

MINIMUM TAX BASE

The proposed minimum tax system would build upon the income
concepts applicable under the regular income tax. Thus, minimum
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taw gross income would be defined as gross income (n8 computed for
purposes of the regular income tax) increased by (1) the amount of
any interest excluded from gross income under section 103(a), and
(2) the nmount of any appreciation in the value of property (other
than cash) donated to charity to the extent a deduction is nllowed
for such appreciation.

Minimum taw adjusted gross income would be defined as minimum
taw gross income veduced by the sume deductions allowed under exist-
ing law in computing adjusted income, except that (1) no deduc-
tion would be allowed for capital gains under section 1202, (2) the
deduction for depletion would not be allowed after the taxpayer has
recovered his basis for cost depletion in the property, and (] ) certain
conforming modifications wou‘d be required in computing the amount
of the net opernting loss deduction,

Minimum taxy tazable income would be computed by reducing mini-
mum tar adjusted gross income by the same deductions by which
ndjusted gross income is reduced in com‘mting taxable income under
existing law, except that the proposed allocation of deductions com-
putation would not apply. Moreover, udditionnl deductions would be
allowed for expenses related to the exempt interest included in the
tnx base, Furthermore, u special $10,000 minimum tax standard de-
duction would be availuble in licu of itemized deductions or the regu-
lar standard deduction,

There follows n more detailed discussion of the exempt income
itoms that would be included in the minimum tax base:

Evempt Interest—Minimum tax gross income would include the
interest. on any obligations described in section 103(n) (as limited
by see. 103(b)). Thus, interest (including original issue discount)
on State and municipal bonds is ineluded in the minimum tax base.!

Chavritable Contributions of Appreciated Property—Minimum tax
;iross income would also include appreciation in the value of property
donated to charity. The nmount so included is limited to the amount
allowable as a deduction for the taxable year under the normal limi-
tations of section 170.*

The appreciation on property donated to charity represents income
that has acerued during the period the property was held. The transfer
of the property by the taxpayer is the event which properly triggers
recognition of such income as an untaxed item to be included in the
minimum tax base, since at the time of transfer 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-exemz)t interest that ir curvently being paid on U.B. bonds or on
obligutions of certain corporations orgunized under 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
obligation guaranteed by the Constitution,

3For the minimum tax treatment of those individuals who (rmllf,v for the unlimited
charitable deduction, gee the explanation of the proposnl to repeal the unlimited charitable

contribution deduction.
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obtained under 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 iiicome base upon which the maximum charitable
contribution deduction is determined would be expanded to include
exempt income items ‘in excess of $5,000) which are taken into account
under the nllocation 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
ns is equal to the difference between (n) the deduction limitation, and
(b) the sum of the cash and the basis of the |I)ropert‘v contributed, In
other words, if a taxpayer's section 170(b) limitation is $40,000, as
computed on the ‘{)roposed expanded base, and he has contributed to
charity cash of $10,000 and property with a tax basis of $18,000 having
a fair market value 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 1s carried.

Loniy term- capital gains and losses—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-
mum 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 nrise 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 n
minimum tax base which excludes the capital gnins, Whichever of these
i8 lower would then be compared with the taxpayer's normal tax, and
the taxpayer would pay the larger amount,

Under the proposed minimum tax, long-term capital losses would be
permitted to offsét ordinary income only to the same extent as under
present lnw, that is, up to $1,000 in any one taxable year, The alterna-
tive of allowing an unlimited deduction on the ground that long-term
capital gnins 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
n loss—once in the year in which incurred under the minimum tax
nnd 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
the minimum tax.

! This computation is made without regard to the 3-percent threshold for charitable
deduct;:ns. wm'cb is the subject of another xi‘r%poul. "pe



139

Percentage depletion—No deduction would be allowed for mini-
mum tax purposes for any percentage depletion once the cost of the
ugplicable property has been recouped tlu'ouqzl prior depletion deduc-
50-percent-of-taxable income limitation on the allowance of percent-
age depletion under existing law.
tions. 'This provision would apply on the basis of the same property
aggregations required to be used by the taxpayer in determining the

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

Deductions allocable t~ ewempt interest—Expenses disallowed as
deductions under section 265 in the regular tax computation because
they are related to exempt 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 deductions—The deductions allowed in computin
minimum-tax taxable income would not be subject to the proposed al-
location of deductions provisions. The reason for requiring an alloca-
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-
tinl 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 tax
purposes.

et operating losses—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 oserating loss for a year generated
under the regular tax system may differ from that under the minimum
tax, separate .carrybac and carryover accounts would be required.
For example, if a single taxpayer has exempt interest of $25,000, non-
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business dedunetions of $12,000, and a net business loss of $40,000, the
computations wonld be as follows:

Regular tax Minimum tax
compulation computation

Exemptinterest..... .......... ....... e et e veeee e aenazazesias $25, 000
"i‘ié bu;gm_s I &?o 6669 g:o. %E
ess nonbusiness deductions. .. ... ... ... ... ... ...eeee... A
Netoperating b0sS ... ... ..o i e e aenaes 40, 000) 21,000

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

IFor this taxable year, the taxpayer has a minimum tax net operating
- loss of $27,000, and a regular tax net operating loss of $40,000, both of
which may be carried backward and }or\\'m'( to other taxable years.
If the enreyback and carryover of these losses were left to operate
completely independently it would be possible that the vegular tax net
operating loss and the minimum tax net operating loss might be car-
ried to different taxable years and produce a double tax benefit for the
taxpayer, To prevent such a double benefit, a taxpayer choosing to use
a1 reguinr tax net operating loss in a year subsequent to a year in which
he used a_minimum tax net operating loss arising in the same taxable
venr would be required to recompute his minimum tax for the earlier
vear without regard to the minimum tax net operating loss deduction.
Extates and trusts.—The minimum tax imposed on individuals
would apply in the snme manner to estates and trusts, Distributions to
beneficiaries consisting of exempt income would be allowed as deduc-
tions in computing the minimum tax base, and these amounts would
be included in the minimum tax base of the recipients.

Yongesident alien individuals—The minimum tax gross income of a
nonresident alien individual would include only his minimum tax gross
income which is effectively connected with the conduct of a trade or
business within the United States, Thus, the minimum tax would not
he imposed on the investment income of nonresident alien individuals,
which is generally taxed at a flat 30-percent rate or pursnant to treaty
provisions, .

Under the regular tax, deductions are allowable to a nonresident alien
only against income effectively connected with a U.S, trade or business
and then only if the deduction (except the personal exemption, the
charitable contribution deduction, and the deduction for certain losses)
is effectively connected with such income. This concept would be car-
ried over to the minimum tax. \s a corollary, since the charitable con-
tribution deduction would be allowable whether or not connected with
income which is effectively connected with a trade or business within
the United States, any appreciation in property included in that de-
duetion would be ineluded in the minimum tax base as though it were
effectively connected with such trade or business.

Nonresident alien individuals would be eligible for the special $10,-
000 minimum tax standard deduetion, although they are ineligible to
clnim the regular tax standard deduetion. Thus, as is the case with
other taxpayers, nonresident alien individuals without substantinl
amonnts 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
n 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‘7i¢ of the minimum tax taxable
ncome.

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 99 of excess over $3,000,

Over $4,000 but not over $8,000....___. $310, plus 109 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,;50, plus 129% of excess over
12,000.

Over $10,000 but not over $20,000...._. sl.s(;.?gboglus 14% of excess over

Over $20,000 but not over $24,000....... $2,190603'lus 16% of excess over
sw. '

Over $24,000 but not over $28,000....... 32,$880, plus 189 of excess over
24,000

Over $28,000 but not over $32,000..... w&séboglus 20% of excess over

Over $32,000 but not over $36,000....... M,s.'»‘?bog.lus 21% of excess over
$32,000.

~ Over $36,000 but not over $40,000...... su,ls(;bo([))lus 22% of excess over

Over £40,000 but not over $44,000....._. $6.$(?‘7(§), pius 24% of excess over

Over $44,000 but not over $52,000...... 37,036. pius 25% of excess over

Over $52,000 but not over $64,000-..__. $9£’)36. pius 26% of excess -over

Over $64,000 but not over $76,000. ... $12&50, i)lus 28% of excess over

Over $76,000 but not over $88,000...... 5153;561'860 f)lus 20% of excess over

Over $8R,000 but not over $100,000..... $18,950060i)lus 309 of excess over

Over $£100,000 but not over £120,000___. $2§.15&2. [.ll.us 31% of excess over
Over $120,000 but not over §£140,000___. szg.l‘%’:. p}us 32% of excess over
Over $140,000 but not over $160,000. . 332.11‘!%?%?113 33% of excess over
Over $160,000 but not over $180,000-_-.. &;f&gbogfus 349% of excess over
Over £180,000 but not over $200,000.__ . 348.589&01&\13 34% of excess over
Over $200,000.._ .. ssg.aoo, plus 83% of excess over

() .

Income splitting-and. head of household benefits are applicable to
the minimum_ tax in generally the same manner as under chapter 1.
Thus, & married couple filing a joint return (or a surviving spouse)
may apply the income-splitting Provnsnons: in computing their mini-
mum tax. For heads of household, a si)ecml 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.
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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
nt a maximum rate of 25 percent.

CREDITR MGAINST 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 agninst 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 will 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 incrensed. . .

Foreign taw 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 increased. 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.

Investment credit.—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 ExpLANATION

BACKGROUND

Under 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 full amount of his deductible expenses. These
expenses, however, are not directly associated with the taxable income

1 The retirement income credit would be repealed (and, thus, 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 they 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 & long-term capital gain of 580 000, He makes
charitable contributions of $9,000 in the taxable year. His income sub-
ject to tax is $35,000 ($20,000 of salary, plus $15,000 .repmsentmg the
taxable one-half of capital gains), and his tax exempt income is $15,000
(the other one-half of his capital gains). It is only reasonable to
nssume 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 capital gain income, and for that reason should
be divided Y‘roportionate y 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 {)eo le. 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-income returns in 1964 with low effective tax rates,

Table 1 broadly indicates that personal deductions account for 28

rcent of amended adjusted gross income® on 1964 returns with ad-

usted gross income over $200,000 and effective tax rates of 22 percent
or less, But 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.

TasLe 1.—Charaoteristics of the estimated 1,100 taw returns in 1964 with AGI
over $200,000 and effective tad rates® of 22 percent or less?®

[{Amount in millions)
Amended adjusted gross income* siawg

Including dividends.
Including wages and salaries -

Less ¥ of capital gains excluded from AGI 182

Excess percentage depletion * 59

Net farm losses over gains 16 o58
Adjusted gross income (income subject to tax before deductions)........ 402
Less % of capital gains Included in AGI (taxed at 50 percent rate)...... -182
Ordinary income 220
Less contribution deduction® 18

Other deductions. 1

Plus unused deductions . 8 192

See footnotes at end of table,

1 Amended adjusted fncome is adjusted gross income plus excluded income.
* Includes $182 million of capital gains, $59 million of excess percentage depletion, and

$18 million of net farm losses,
8 These farm losses are the subject of another proposal in the reform package.
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TABLE 1.—Characteristics of the cstimated 1,100 tax returns in 18684 with AG1
over $200,000 and effective tar rates® of 22 percent or lcss *—Continued

Taxable ordinary InCOMe. oo ——————————— $28
Plug taxable capital gaing (taxed at 50 percent rate) - ceeveeoeeeuccevane +182
Total taxable income........ cmmm—— cvemcmcreeam——— - cnam—— -- 210
Tax before eredits. ..o cecccrccccmm e ———— 102

Tess credits.. . cecemecane-- cemecemmnmene e ——————— ———m— e cmmm—— -4
Tax after credits....... e mmr——————— e eeecmamm————————————— R
Effective rate on amended AGI (percent) eemccemmeccceacmcma———— 15
Effective rate on AGI (percent) .- P |

1 The effective rate used for selection was the tax over amended AGI.

? Rased on a 1 in 158 rample,
3 Amended grose income is AGI plus the excluded part of net Jong-term capital gains, the

exclusion due to excess percentage depletion, and for the group a8 a whole the excess of

farm Joxses aver farm gains,
{ Although the figure shown in the table is total depletion clalmed, it approximates the

amount of excess percentage depletion since nearly all claimed depletion fs In excess of the

recovery of basis,
3 The sampling process fnvolves a fairly lar?e sampling error on items that are a smal
wrtion of the unjverse. It Is clear that thix contribution deduction is low because the sample

nejuded only 3 unlimited contribution cases while the expected number in a 1 in 15
simple should have been 6,

Thus, 40 percent of total income—$258 million—was taxed at a zero
rate (income covered by net farm losses, excess percentage depletion,
and personal deductions), and most of the remainder of total income
representing capital ﬁgnins-——%m million—was taxed at the preferen-
tinl 25 percent rate. This use of a/l personal deductions as an offset
against ordinary income explains why the effective tax rate on these
retu\rlGlsI ;\'us 15 percent (hased on amended AGI) or 21 percent (based
on. .

("nses 1, 2, and 3 are all actual tm:*m ers with large amounts of
oxem‘)t income plus large itemized deductions, In each case they
are able to take ndvantage of using deductions against the included
part. of their income so as to reduce their effective tux rate on income
subject to tax (AGI). This double benefit is carried to an extreme in
('nse 3 where nbout 90 percent of the taxpayer's income came from
capital guin, and his total personal deductions were about one-half
of the income. He virtually wiped out his tax, reducing it to three
one-hundredths of 1 percent of total income. In Case 3 the deductions
were primarily interest deductions which were the cost of carryin
assets on whiclr capital gains were realized. Even though he is al-
lowed to exclude half of his capital gnins, he is also allowed to use
the interest deduction to wipe out the included half of capital gains

and other ordinary income,

Case 1.—Tazpayer with. income over $5,000,000 and over, $4,000,000 in capital
gaing with large itimized deductions

Adjusted gross fncome. ... $3, 281, 693
. Amended adjusted gross fncome ... ..o o, 333, 068
Wages and SRIMOS . o oo oo eeeeeeeem 21, 418
Dividends —— e ———————————— e e e e 224, 707
Interest ... ——— - e tccmc—cmm——————— 27, 182
Capital gaing (100 percent) o oo oo oeooeeoeee aeeee 4,108, 3051
Other Income (Net) oo oo eeeeeeeemmeee 053, 621
Total deAUCHIONS. oo e 1, 103, 872
Contrlbutlons e 748,171
Interest - 52, 605
Taxes ... - - 276, 287
Medical ... b, 346
Other ... 111, 457
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Case 1.—Tarpayer with income over $5,000,000 and ovor, $4,000,000 in capital
gaing with large itemized deductions—Continued

Taxable MCOME. oo rmm————— e ———— $2, 085, 421
Tax after credits - - 1,081,218
Tax as a percent of amended adjusted gross income - 19.3
Income level at which a single individual pays 19.8 percent of his in-

come in tax - —— 12, 600

1 Adjusted gross income plus excluded net long-term capital galns.
CABe 2—Taxpaycr 1with high capital gains and large itemized deductions

Adjusted gross fncome —....ocececmmneanen. demmmmeemmem—————————— $659, 878

Amended adjusted gross eome . oo oo meoe 033, 781
Wages and 881arles. oo o e ————
Dividends - e ————e
Interest - oo e e m————————————
Capital gains (100 percent)
Other IMCOME (NOL) c v e eeerenecccecsmccccmmcomem—aca—————

Total deduetions. oo
Contributiong . ccoemnceno..
Interest - ceeecmeceec e e a———————o———

Tax as a percent of amended adjusted gross incomen oo oo omceeeeo 14.7

Income level at which a single individual pays 14.7 percent of his in-
come In X - $6,300
t Adjusted gross Income plus the excluded part of net long-term capital gains and losses.

Case 3.—Tazpayer with high capital gains and large ftemized deductions

Adjusted gross INCome_ .. oo e cm———— $679, 403
Amended adjusted gross income o oo nean.. 1,284, 718
Wages and salaries. .o oo .. —— - 20, 000
DIVIdends o e eee 76, 368
Interest oo aean - 207
Capital gains (100 Qen'ent) ................................... 1, 210, 420
Other fncome (net)? e ————— 22,283
Total deductions. v e .. -- 076,419
Contributions oo ... - - cemcmem—m—eaa——— 463
Interest oo eecccceccmnnecame———————— §87, 693
TAXEB weccecccecicccmcccccccmmcc———— 85, 401
Medical oo eeeeee - ——— 2, 500
Other e 362
Taxable income. oo —— - - 2,386
Tax after credits. oo e - 383
Tax as a percent of amended adjusted gross INCoOMe. oo v oeneeonno .03
Tax as a percent of income paid by a single individual at the poverty
level ($1,700).. - - - 69

t Adjusted gross Income plus excluded net long-term capital gains.
? Rental logs,

THE PROPOSAL

To climinate this double benefit, an individual would be required to
divide his nonbusiness deductible expenses between his taxable income

334-8910-69 - pt.2-3

i
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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 deduction.

The deductions which would be aKected.—d‘he nonbusiness expense
deductions which would be allocated under the proposal are: interest
and tax pnyments, casunlty losses (since replacement cost is considered
the expense), charitable contributions (within the normal percentn
limitations), medicnl expenses, and cooperative housing expenses, In
each of these cases, it is rensonable to assume that a portion of such
expenses is met out of tax-exempt income and, therefore, such portion
should not be deductible in computing tnxnble income. On the other
hand, business expenses will not ll)e subject to allocation, and therefore
will be nllowed 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 fully taxable to the wife and pa%'ments for
child :(zllre are made so that the parent can work and earn salary which
18 taxed.

Tax-erempt income which would cause expenses to be allocated.—
The proposal requires that the taxpayer allocate his nonbusiness
deductions between taxable income and the following four items of
tax-exempt income which vepresent 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-term capital gains that may be
deducted in arviving nt 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.

Lreeption—The allocation requirement would apply to an 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
in which the present abuse is substantial, and, by so doing, will limit
the application of this provision to less than § percent of those tax-
payers having some exempt income,

The allocation formwla—A simple percentage formula will be
applied for computing the portion of the deductions to be allowed. To
compute allowable deductions, the individual will multiply the entire
amount 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,

Ezam ple—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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contribution of $9,000, Of this taxpx_}yer’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 galns) =$7,000
to allocation) $15,000 (numerator plus $10,000, which is '
the exempt half of capital gains less the
,000 basic exclusion)

Corporations not affected. —The proposal would not apply to cor-
porations, The corporations whose income would include the four tax-
exempt items to un,}' significant degree are found mainly in only a few
industries. Since the impact would be 80 selective, the question of
whether the tax structure for these specific industries should be altered
requires nn analysis of their particular economic and competitive
positions, On the other hand, with resll)ect. to individuals the impact
18 much more seneral and relates directly to the basic structure of the
progressive individual income tax,

EFFECT OF THE PROPOSAL

Table 2 indicates that the allocation proposal would affect a %roxi-
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 the percentage reaching 90 percent for returns with
AGI of over $1 millon,

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
\dl brackets would only arise if excludable income is a substantial
portion];)f total income (becnuse of the $5,000 exemption in the
yroposal),

l 10 revenue 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, 1969 LEVELS
Returns with a tax Tax increase for
increase nontaxable m
Total et taxable
tax ine Nusw Number  Percent
crease re- ofnons ofnon . Total
AGH Cin inmil- Percent- Average turns  Percent  taxable  taxable (inthou-
thousands of ionsof sgetex  taxin- (inthou-  of all made made  sands of
dollars) dollars) increase! creass? sands) returns  taxable taxable doliars)  Aversge
0to10........... ' 136 18 4,500 1, 0
e %08 WoOoB 8 ‘% O, RO
15020....... 5 o.} gﬁ g a.l) 1,600 i} ga 430
20t050...... . 50 . ! .0 150 17 400
500 100.... . 3 ;.& 750 120 3 zg 650 &soo
100 t0 500..... 1 L3 3,05 52 1 1.599 9%
500 to 1,000 . .. k1] 5.3 12,50 2 0 1 6;5 7,1
1,000 and over. 60 6.5 3 1 90.0 n 6§ 61 471,100
Total...... 405 0.5 1,05 3% 0.5 8o () 11,625 1,40

1 Percent of tax liability alter standard deduction changes and disstiowances.
2For those with an increase.
3Less than 3¢ of 1 percent.

Note: Details may not add to totais becauss of rounding. Averages computed from unrounded dats.

B R
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V-C. ALLOCATION OF DEDUCTIONS
TrenNiear, ExerLaNaTioN

DETALLED DESCRIPTION OF THE PROPOSAL

General caleulation rule—Under the proposal, an individual will
be subject to allocation if two conditions obtain: First, if he has the
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.L (as modified)

AG.L (ax modifled) plus
Excluded Items minus

For the purpose of the allocation formula, the definition of adjusted
ross income would be modified so that adjusted gross income would
)0 reduced (but not below zero) by the itemized deductions which nre
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, some 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 sfucilll case, the standard deduction would be available to the taxpayer
in full.

Definition of “allocable ewpenses.”—The deductible exf))enses which
are subject to allocation under the proposal (called allocable expenses)
are:
(1) Interest payments deductible under section 163.—Although it
may be possible to trace the proceeds of a lonn to the purchase 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 ns 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 tnx-exelqrt obligations will no longer
apply; nstead such interest deduction will be treated under the gen-
eral allocation formula.! .

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

Allocuble Expenses
X Total Allocable Expenses= yjjgwaple as Deductions.

1 There I8, however. an exception to the general rule that the entire deduction for interest
expense {8 subject to allocation rather than complete disallowance, Under the proposal sec.
26 (2& wonld be amended to disallow completely interest expenxe directly tracenble to the
tirst $5.000 of exempt interest income, This rule adopts the theory that the $5,000 exempted
from “excluded items” consixts first of exempt interest income and that a person with less
than $5.000 of exempt interest income who i8 entitled to no deduction under prerent law
because of xec. 265(2) should be in no better position under the allocation of deductions

roposal, If exempt interest income ix more than $8.000, "he proportionate amount of
nterest 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.

(8) Flc,zrsona theft and casualty losses deductible under section
165(0) (3) —While n casualty loss does 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
oxempt funds nre m'nilnblle 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 deductible under section
185 (¢) (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 tradoe or business) since such losses will, for the most
sart, merely offset capital gains, except for the limited deduction of
§I,OOO against ordinary income.

(4) Charitable contributions 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 trentment of the additional deductions allowed
under the unlimited charitable contribution provision is the subject
of n separate proposal,

In order to prevent the distortion which would result 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 ngainst which the maximum percentage limitation is
applied to include the excluded income items used in the allocation
formula to the extent they exceed $5,000, The exclusion of $5,000 from
the limitation base is consistent with the fact that there is no nlloca-
tion agninst 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 Ilmv). 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 hase will
be subject to nl?ocntion in the year to which it is carried us though it
were made in that year.

_ (B) Net operating loss deductible under section 172.—A net operat-
ing loss carryover 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 Where the carunlty loss exceads 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 be
disallowed than there i8 exempt income.

e Ly L om - B
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(8) Medical, dentdl, ete. ewpenses deductible under seotion 213,
1) Cooperative housing expenses deductible under section 216—

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

Definition of “cacluded items"—The items of exempt income
(called excluded items) which are to be taken into nccount are:

(1) Tar-exempt interest—Interest (including original issue dis-
count) received from any obligations described in section 108(a)
(n8 limited by sec. 103(b)) is considered to be an excluded item under
the proposal. Thus, allocable deductions will be disallowed to the
extent that they are proportionately allocable to the interest on State
and municipal bonds,* 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 property has been
recouped, the proposal treats all percentage depletion claimed as a
deduction as an excluded item.

(8) Long term capital gains.—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 for 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 have
no relation to the tuxpayer'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 appreciated property.—Another of
the excluded items of income agninst 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-

$1n addition, the deductions for child care under sec. 214 and alimony under sec, 215 are
not subfect to aHocation under the proposal, Child care expenses are nonatlocable because
they are In eskence an expense of earning taxable salary : deductible alimony represents,
in effect, an assignment of income which is fully taxable to the wife, .

4 Furthermore, any tax-exeml:t interest that is currently belgg paid on 1.8, bonds or on
nbllgationu of certain corporations organized under an act of Congress will be included as
an “‘excluded item" to the extent that to do so woullt not interfere with a contractual obli-

gation guaranteed by the Constitution.
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payer is the event which properly triggers recognition of such income
a8 an untaxed, excluded item against which deductions should be al-
located, since nt 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 upgreciatiou to be included as an “excluded item” is
limited to that for which a tax deduction is obtained under the normal
percentnge 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 s is equal to the difference between (@) the de-
duction limitation, and (5) the sum of the cash and the basis of the
Froperty contributed. In other words‘\if a taxpayer's section 170(b

imitation is $40,000, as computed on the proposed expanded base, an
he has contributed to charity cash of $10,000 and property with a tax
basis of $13,000 having a fair market value of $g)0,000, 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 ns an excluded item in the year to which it is carried.

Modifed 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, a8 modified adjusted gross income
bears to modified adjusted gross income plus excluded items. “Modi-
fied 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.

Effeot of allocation on net operating losses.—Adjustments must be
made in computing a net operating losz 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 ewpenses—Under present law, investment
expenses are fully deductible except to the extent allocable to wholl
exempt income, as provided in section 265(1). Under this proposal,
the category of e;emi)t income against which investment expeses
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 rise 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

§ The treatment of the additional deductions allowed under the unlimited charitable con-
e muttionasds whont SFeRd 1 1 Sercen fooron charitabldeduet
utation is made witho o the 8- nt floor on cha e deductions,
which is the subject of another propouf“
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expense deduction, for example, is granted because of the nature of

the expense. . L )
If an investment expense 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 the other
deductions under the general allocation provisions. Such an adjust-
ment is necessary because once income has been used tooffset a particu-
Inr investment expense item, the same income should not agnin be ap-
Flied for the purpose of alloenting other deductions ns well. Accord-
ngly, taxable investment income is included in modified adjusted
gross income only to the extent that it exceeds investment expenses
which are ullown{le s deductions under section 212 and section 265:
and exempt investment income is considered an excluded item only to
the extent that it exceeds investment expenses which are disallowed
by section 265.

Adaptation to the return form—The handling of the proposal on the
return form would not be a difficult matter. The application of the
sllocation provision would proceed as follows:

1. Total the excluded items. If not in excess of $5,000, 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 nllacable expenses.

3. Compute modified adjusted gross income, It is ndjusted gross in-
come less all deductions other than personal exemptions and allocable
expenses, This is the numerator 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 tnx-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 nmnount of allocable expenses allowable
ns a deduction to reach taxable income,

Effective date.—The proposal would become effective with respect

to taxable years beginning in 1970.

V-D. CORRECTION OF ABUSES OF FARM TAX RULES
BY NONFARMERS

GENERAL ExpraNaTION
BACKGROUND

Methodxs of Aeccounting—There are two Principnl methods of ac-
counting used in reporting businéss income for tax purposes. In gen-
eral, those businesses which do not involve the production or sale of
merchundise may use the cash method. Under it, income is reported
when received in cash or its equivalent, and expenses are deducted
when paid in cash or its equivalent.

On 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 sale is realized. This is nccom-

lished by recording costs when incurred and sales when mnde, 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
deferred until the goods to which they relate ure 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 produc-
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
in an inaccurate reflection of annual income in situations when ex.
penditures are fully deducted in the year incurred, but the assets

roduced by those expenditures (inventories) are not sold, and the
income not reported, until a later year.

Capitalization of ('osts.—Farmers are also permitted another liberal
tax accounting rule, In most businesses, the cost of constructing an
agset (including maintenance of the nsset Prim' 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 enrned 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 acconnting prac-
tices were permitted for farm operations in order to spare the ordinary
farmer the bookkeeping chores associated with inventories and accrual
accounting,

However, some high-bracket taxpayers whose primary economic
netivity is other than farming, carry on limited farming activities
such as citrus farming or cat-tﬁa 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 sale price
of the resulting assets represents capital gain. The gain is usually
the entire sales Jn'ice 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
i8 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 b 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 tax‘payer realize capital gain farm income at least once every
5 years. If the capital gain income just equals the farm expenses for n
year, the hobby loss provision is inapplicable for 5 years even though
the taxpayer will show a tax loss for that year equal to one-half his
farm expenses.

Examples—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 n
breeding herd. These include costs of feed and other expenses attribu-
table to the growth of the herd. During the development of the herd,
there is relatively little income renlized to offset these expenses with
the result- that “tax losses” are created which may be used to offset the
taxpayer’s nonfarm income. When the herd has reached its optimum
size, 1 taxpayer secking the maximum tax savings will sell the entire
herd. If he does, he may report the entire proceeds of the snle as eapital
aain,
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 of
£140,000. On the sale of the herd, however, the entire sales price, in-
cluding the $200,000 representing the recovery of these expenses, will
be 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 n $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 again 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 rendy to begin
producing on a profitable basis, the orchard, grove, or vineyard is fre-
quently sold in a transaction which qualifies for the lower capital gains
tax rates. Meanwhile, the expenses incurred in the vears 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 benefits on farm cconomy—~—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

Thir computation does not take account of the temporary surcharge.
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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,
ench $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 & normal farm economy. Furthermore, because of the present tax
rules, the ordinary farmer must com(rete, in the marketplace with these
wealthy farmowners who may consider a farm profit—in the economic
sense— unnecessary for their purposes. . .

Statistical evidence of the lem~—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 tﬁe 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
gxperience shown on returns with income from individually owned

arms.

In contrast to farms, the experience in nonfarm businesses shows
tluﬁ. net profits outweigh net losses through all income levels up to $1
million,?

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 n remarkable propensity to run their
farm operations at a loss, In the ag te, 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 1in 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-

3 A small net loss is shown on the returns over $1 million. In the nonfarm business area
{he excese business losevs do tend to occur in particular industry groups, including mining,

real estate, and entertainment,
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ment or due to bad investment decisions, When one observes the exten-
sive literature which explning how wenlthy people can save after-tax
dollarg through showing “tax losses™ on farm operations which involva
actual net investment in the farm, it is obvious that this propensity to
show farm losses among high-income returns is evidenee of extensive
use of a tnx nbuse,

This implication of a tax abuse is reinforced by table 2, which com-
pares a =nmple of field erop farms and livestock farms on the basis of
the frequency of large losses (i.c., over $25,000). In the aggregate,
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 farms are six times more likely to show large losses than field
crop farms, The literature on how to save taxes on nonfarm income
through farm losses heavily emphasizes livestock farming,

Table 3 classifies returns showing farm income by their nonfarm
adjusted gross income, This classifiention tends to put full-time farm-
ers, that is, farmers withont much nonfarm income, into the low hrack-
ets and tends to isolate in the upper brackets people who are not in
farming for a living, On this basis it turns out that even in the bracket
of $5.000 to $10,000 of nonfarm income, farm operations are more
likely to show a loss than a profit, and as the nonfarm income goes
higher, the prospective loss ns compared to the prospective profit stead-
ily and dvamatically increases. In the nonfurm income bracket of
£100,000 to £1 million, only about one out of seven returns with farm
income shows n net profit, Moreover, nggregate losses exceed nagregate
profits by more than. 30 to 1 in this income bracket, These data are
particularly striking evidence that people with apprecinble nonfarm
incomes arrange their affairs to show net “losses” on farm operations.
Since theso people can be assumed to have some financial acumen, the
preponderance of “losses” make it clear that they nre “tax losses” which
nvise from the generous accounting rules which permit current tax
;led(:‘wtions for increases in inventory and for capital improvements in
and.

Conclusion—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.

THF PROPOSAL

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

On the other hand, in order not to treat real economic losses from
farming less favorably than losses sustained in nonfarming bhusi-
nesses, these limitations 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 renl and not simply
the result of accounting distortions. To fall under this alternative, a
taxpayer (whether individual or corporate) must elect to—
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(@) Compute gross income from farming by use of an inven-
tory method of nccounting where inventories are a signiticant
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 u taxpayer does not make such un election, then, under the pro-
*)osal, he may not deduct in any one year more than $15,000 of n

arm loss ngninst income from sources other thun farming. The first

$15,000 of loss is allowed in order to exclude from the proposal bona
fide farmers who may have to supplement their income with part-
time employment or with employment’ during the off season. If a
taxpayer has more than $15,000 of nonfarm income, his primary
source of livelihood is not likely to be his farming efforts, and, thus,
he is not the type of farmer for whom the special nccounting 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 a farmer to deduct currently certnin soil
and water conservation expenses and certnin expenses for clearing
land, although they are capital expenditures, limit the deduction in
ench case to a specified percentage of farm income, This proposal
would not permit these and the other special benefits to be pyramided
to provide excessive deductions.

A farm loss would be defined generally as the difference between the
total of a taxpayer's farm expenses and Kis farm income. Farm income
would include only the one-half of farm capital gnins that is included
in adjusted gross income, If the difference between expenses and in-
come exceeds $15,000, only the fivst $15,000 of the loss would be dedue-
ible in the current year. The disallowed portion would first be reduced
by the excluded one-half of farm capital gains. Therenfter, any bal-
ance could be earried forward or backward as a deduction against net
farm income of other years to avoid imposing hardships where the
tuxpayer incurs a large isolated loss in one year.

ertain deductible items may be disregarded in computing a farm
loss and thereby allowed without regard to whether tlney produce
loss which exceeds the $15,000 limit, The first 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 un-
limited deduction of these items would be in place of, and not in addi-
tion to, the $15,000 general limitation,

The second eategory of deductible items that may be disregarded
includes 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 taxpuyer's control, and
disallowance of them might create an undue hardship to the taxpayer.
These snme expenses and losses are excluded from the operation of
yresent section 270 which disnllows losses incurred in connection with a
]mbby operation. The third category is losses incurred on the sale or
other disposition of assets used on the farm. These losses generally
represent. renl economic losses and not artificial “tax losses™ created by
the special farm tax accounting rules,

In cases where a farming activity is earried on by a partnership or a
corporation which has clected to be taxed in a manner similar to a
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partnership, the farm nature of the income and expense would be car-
ried over to the individunl partners or shareholders who must aggre-
gate them with all of their other farm operations. 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 brush and land, planting trees and vines, drilling
wells and installing irrigation and drainage ditches, which now must

ba capitalized.
EFFECT OF PROPOBAL

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-
payers having nonfarm income of more than $15,000 and less than
£100,000. The balance, about $90 million, would be from 2,400 individ-
uals all of whom showed nonfarm income of more than $100,000,

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

VABLE 1.—PROFIT AND LOSS BY AGI CLASS FOR FARM AND NONFARM BUSINESSES, 1964

[Amounts are in millions of dollars)
Business and profession . Farm
Net profit Net loss Net profit Not loss
Number Number Number Number
AGI class of returns  Amount of returns  Amount of returns  Amount of returns  Amount
Under$5000. .. ...... 2,103, 4 N 474,22 1,156 1,368, 1,917  655,1 1,220
R Y 1,393.'91 Wie aean M i I ﬂz s i
%'ﬁ}'s‘o’% gl & ! g‘z {25 N g% 701 :32
000 to $100,000..-. . 37,053 ?:sss X 2 31301 gu . 7
meapl te A ouR % P
ver$1,000000... ... . % 3 69 10 1 [0} 5
Totel.. .......... 4,889,490 24,802 903,499 1,803 2,000,249 4,703 1,109,829 2, 05,
1 Less than &.5 million,
Source: Statistics of income, Individual income Tax Returns, 1964,
TABLE 2.—SAMPLE OF INDIVIDUAL RETURNS WITH FARM NET LOSS GREATER THAN $25,000,1 1964
[tn thousands of dollsrs)
Field crop farms—Size of loss Livestock farms—Size of loss
100 and $100 and
Nonfarm AGH $25t0 $50 $50 to $100 $ over $25t0$50 $50 to $100 over
Ounder$25000..................... 0 0 0 0 0
e S S T
X R— % 18 ! "}g g ;
000 to $3,000,000. .11 9 1 | 2
1,000,000 snd over.... ... 000 1 1 0 6 f& 4
367 190 n
?I“I.W total ..., “ ......... 25 103 ........................ 634

11n 1964 field crop farming was the primary activity on 1,154,913 schedules F and livestock farming the primary activ
on 1587780 scheduies £ T8 e e primary aclvty g the primary activity



TABLE 3.—FARM PROFIT AND LOSS ON INDIVIDUAL RETURNS WITH POSITIVE AGI, BY NONFARM ADJUSTED GROSS INCOME, 1964
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V-D. CORRECTION OF ABUSES OF FARM TAX RULES BY
NONFARMERS

TronNIcAL EXPLANATION

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 APPLICABLE

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 Inter year, Moreover, farmers are
permitted to deduct some admittedly capital costs as they are incurred
rather than to recoup them over the 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 toa taxpayer who—

(e) 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 first year for which
the election is effective, it will include only the expenses 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 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

t There are many expenses as to which a taxpayer now has such an option, e.g.. soll and
water conservation expenditures, expenditures for fertilizer, ex{mndlturm for clearing land
(secs, 175, 180, and 182 of the Internal Revenue Code, respectively) and costs associated
with the mlsimf of assets for use on the farm such a8 the cost of feed and other costs
incurred in raising a breeding herd (if not inventoried) or such as the cost of irrigation,
- fertilizer, spraying, pruning, and cultivation assoclated with orchards, groves, and vine-

yards before they produce income,
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year, plus (B) $15,000.> The effect of this rule is, thus, to limit to
$15,000 the nmount of farm loss that may be deducted in any one year
against income from sources other than farming. However, as ex-

ained 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 include 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 trented 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 first 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
basie $15,000 limitation, as they are not in the taxgmyer’s control, and
disallowance of them might create nn undue hardship to the taxpayer.
These snme 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 on the farm. These losses generally
represent. real economic losses and not artificial tax losses created by
the specinl farm tax accounting rules.

3. PARTNERSHIPS AND SURCHAPTER S CORPORATIONS

Partnerships and subchapter S corporations (ie., 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

21n the case of a married couple fillng separate returns, each spouse would have a sep-
arate limit of $7,500.

314-8910 - 69 - p1.2 - 4
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and expenses, computed in accord with the principles already estab-
lished in section 1374 for computing pro rata shaves of net operating
losses for subchapter § corporations. Thus, n 10-percent. sharoholder
who owned his stock for 180 days out of a 366-day calendar year
would take into account 10 percent of ench item of farm income or
oxpense multiplied by the fraction of which 180 is the numerator
and 865 is the denominator.

An individual must, in applying the $15,000 limit, aggregate all
hig farm income and expenses, including those attributed to him as a
partner or a stockholder in a subchapter S corporation, The $15,000
limitation will then apply to any loss computed on this aggregate
basis unless he and each of the partnerships or subchapter S corpora-
tions from which he derives farm income or deductions has elected

to forego the special farm accounting rules.
6. CARRYBACK AND CARRYOVER OF UNURED DEDUCTIONS

Farm deductions disallowed by reason of this proposal may be
carried back 8 years and forward § 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 eapital
gains from farming which has been deducted for the taxable year
under section 1202 of the Internal Revenue Code, This provision is
patterned after the normal loss carrvover provision of section 172
which requires that, in computing the loss carryover or carryback,
the net operating loss for o 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 does not inventory
or capitalize the expenses of raising a breeding herd. His income from
the sale of farm products is $100,000. He also realizes a $300,000
long-term capital gain from the sale of breeding cattle. His farm
expenses total ,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

capitel gain Ocdinary
income income

Sale o IarmM ProdUCtS. . . ... ettt iieiieeicereciaeeeeeaseretaenneenrsizaso $100, 000
lo? .............................................................. $300,000 ................

TOU INCOMB. o« coeeunnneeeannnnicacnassencteroscsroncsserncacaensaces 300, 000 100,000
Deductions atiributable to the farming operation. ..............cocvvvnieeeenn.ne 0 400, 000
oM, e sennenneaersarconacsacironsecrsanssrensaennsnsasncacnnacenns 300, 000 (300,000)

Loss deduction for JE capital gains. .........cconevennnneeieeiiaacnciasnans 150, 000 0
o 150,000 (300,000)

Income or loss from farm operation. . ... .....ceciiiemeciiiieenciicaciancscncas




168

At present, the ordinary loss ($300,000) could be deducted against
the ordinargmi)neome realized from other activities, while the capital
gain ($150,000) would result in a tax of no more than $75,000,
Under the proposal, the $300,000 ordinary loss would not be fully
deductible. Rather, the deductiblo “exli)enses of farming” (the farm
deductions shown above less tnxes and interest) could not exceed “in-
come from farming” plus the amount of taxes and interest (since they
exceed the general $15,000 limitation). 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. ... ccee.o. - -- $100, 000
Plus one-half of net farm capital gain. ..o 150, 000
Income from farming. .o - - 280,000
“Expenses of farming” are:

Deductlons attributable to the farming operation $400, 000
Less taxes... 80, 000
Less interest -— —— 50,

“Expenses of farming” ..o cceeeaeoo 820, 000

11n cases where casugity losses are Partlnlly compensated by {nsurance so that ihey fall
under sec. 1231 and offset farm capital galns, u‘rproprhte adjustments will be made to
assure that the full amount of the casualty will be deductible.

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 wonld report :

Cepital pains o‘dlmy
income ncome
Sol0 of 1arm Produets........cconuuenieeeiannerecraraerenceersrnossesacsrcoosesssasnzsszsgsss $100, 000
S OF G oL §300,000" ...t
Tl INCOME. . ....eeeitoeitiiaiiieniaeieeeeeeiearrnsananranans 300, 000 100,
Less allowable “expensas of farming™ ... L L e e— 2&%
LOSBLBXES. ... .ooeoree i iiniieteiiccnceareeansanr anaesassonseesntascoonesnsaassannactaanans 23.%
LSS INtOTOBE. . ... e e inienieiarreirerrieaeeenereretnanneenenenrsennsbesnsases A
L {17 RO , 000 000)
Less deduction for 3¢ of capited galns... . oo o TIiiiiiIlIIiIIIIII 150,000 ....... (zao
Income o loss from farming operatlon................cvaiimiiianiiarancnennnes 150, 000 (230, 000)

The amount of unused farm expense deductions which could be car-
ried bick or over and deducted against net farm income of other years
(if any) is computed as follows:

“Expenses of farming” as computed above. $320, 000
Less allowable “expenses of farming” 250: 000
Unused “expenses of farming" ... 70, 000
Less excluded one-half of farm capital gain 150, 000
Amount to be carried to other years

8. FFFECTIVE DATE

The proposal would apply to taxable years commencing after De-
cember 31, 1969, PRy d g
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V-E. TAXATION OF MULTIPLE TRUSTS AND
ACCUMULATED INCOME IN TRUSTS

GENERAL EXPLANATION

I, PRESENT LAW

One premise of our present tax system is n progressive rate scule,
This progressive system is abused when taxpayers create ndditional
entities for the purpose of spreading income among several taxpayers,
thereby lowering the overall tax rate, One marked nbuse is the cren-
tion of trusts to accumulnte income at low rates to distribute that
income with little or no additional tax even where the heneficiary is
in o high tax bracket.

This abuse comes about becanuse under present law if a person cre-
ates 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 18
taxed unless the income is currently distributed or required to be dis-
tributed to the trust’s beneficiaries, Thus, the tax on income accumu-
Inted 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 tnxed, but the amount of taxable income may
not exceed distributable net income of the trust.

Ewample A

X creates o trust and contributes $50,000 to it, Under the terms of
the trust instrument, the income of the trust is to be distributed each
year to X's son Y, Assume that the $30,000 is invested in 7 percent cor-
porate bonds which return $3,500 in interest income annually. The
trust incurs expenses of $100 per yenr allocable to the production of the
income. When the net income og the trust ($3,400) is distributed to
Y, Y pays tax on that amount at his particular rate, If Y's taxable
income is $10,000 for the year without regard to the $3,400, he 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 that instead of current distributions to Y, under the
terms of the trust instrument, the income is to be nccumulated for 5
years and then distributed to Y. Assume, as above, that the trust earns
$3,500 income annually and has $100 of expenses allocable to the pro-
duction of income, Since the income is nccumulated and not distributed
currently to Y, the tax is paid by the trust. In addition to a deduction
for the $100 of expenses, t}le trust is also allowed a personal exemption
of $100, The tax due from the trust on the $3,300 annually would be
$557—$587 less than the tax due if the income had been distributed
currently to Y (and presumably even a still lesser nmount 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 due if the income had been distrib-

uted currently to Y.

4 Basically, distributable net income is the taxable income of the trust, excluding capital
gains (and losses) to the extent that the capital gains are allocated to the corpus of the
iald, credited, or required to be distributed currently to the beneficiaries.

trust and are not '
3 Does not inctude 10 percent xurcharge.
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At the end of tho 5 years, the trust will have accumulated $14,215
(nnnual net income of g:} 100 less tnxes of $557 per year leaving $,543
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 vate of the trust could be substituted for
the higher marginal tax rate of the beneficinry simply by accumulat-
ing the income for n yenr before distributing it. On the other hand,
taxing the entire amount to Y in the year of distribution could result
in a very high tux becnuse several years' income would fall into a single
year and bear a higher rate than if it. had been distributed annually.
Present law attempts to solve the problem with a special rule
known as the “throwback rule." In substance, the throwback rule
%)r'ovldes 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 us a distribution of the preceding
ears 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 “ll)) the distribution is determined b
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 beneﬁciar{‘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 pai({’ 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 have paid ha
the amounts been distributed when enrned. This throwback process
is limited, however, to the 5 yenrs 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 nre several significant exceptions to the throwback rule.
Where the rule does not apply because of one of the exceptions, the
beneficiary receives the uccumulation distribution without paying tax.
The exceptions are—
( 1'3 A distribution of income which was accumulated prior to
the beneficiary’s attaining the ai:e of 21; .
(2) A distribution of accumulated income to a beneficiary to
meet his “emergency needs”; .
5)8) 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 distribution of nccumulated income not in excess of

’(5) Certain gifts of specific sums 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 that a beneficiary who
receives income from property should pay tax on that income at the
same rate as he pays on his other income, A few examples will show
how trusts can be used today to avoid this taxation.
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Example (1)

X creates a trust in 1066 and contributes $50,000 to the trust which is
invested in 7-percent corporate bonds returning $3.500 in interest an-
nually. As we saw in example A above, if the income were distributed
currently to a beneficinry with 10,000 of other income, the beneficiary
would pay tax of $1,144 annunlly, assuming he files a separate return.

Assume, however, that X directs the trust to accumulate the income
for 10 years to distribute all of the accummlated income to Y and then
to terminate and return the bonds to X. As we saw in example A nbove,
the trust would pay a tax of $557 on the $3,500 of income each year. At
the end of year 10, when the income is distributed to Y, the trust will
have paid $5,013 in tax on the accumulations. 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 lnst

ear’s income. The total taxes paid, therefore, if the income is accumu-
ated 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 nggravated 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, the tax saving resulting from accumulation rather than cur-
rent distribution will appronch £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 the donor X under the joint
return upon its current distribution to Y,

Ezample (8)

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, its $4,000 income for 1967 and the $2,000 accumulation. The bene-
ficiary 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, Assuming the trust had cxpenses of $100 attributable to the
accumulation, it will have paid taxes of $276 on the accumulation. As-
suming the beneficiary filed a separate 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
nge of 21 or to a beneficiary for “emergency needs” and gifts of specific

3 The computations assume that income tax rates will remain constant. Furthermore, an,
relnvestmeng of earned income is disregarded. y



167

property paid in not more than three instaliments likewise result in
unwarranted tax savings, The beneficinries pny no tax on such distribu-
tions, agnin 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 compounded by the use of multiple trusts
duo to the multiplication of exceptions to the throwback rule. The
crention of multiple entities will also serve to incrense the number of
$100 exemptiona allowed to each trust and to reduce the marginal tax
rate paid by the trust on the trust income. The abuses are further com-
pounded by multiple trusts for the sume beneficiary (assuming that
the multiplo trusts ave so structured as to be considered ns separate
trusts and not parts of a single trust).

Another particularly egregious example of the use of a trust for
urposes of decreasing taxes is the trust created by one spouse for the

nefit 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, and 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 $76,000 and filed joint returns, they would pay tax of
$2,668 annually on the trust income—more than three times the tax
Huid 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.

1I. PROPOBAL

. As previously explained, the tax system should not permit the crea-
tion of additional taxpayers in order to avoid the impact of the pro-

ressive rato structure. Recent cases and reports from the Internal

evenuo Service indicate that individual taxpayers have set up over
100 substantially identical trusts for the sole Ipurpose of avoiding in-
come taxes, Although such devices are of doubtful validity under
present law, any uncertainty should be removed by specifically denyin
tho sought-after benefits to this flagrant abuse. The guiding principle
of trust taxation, therefore, should be to tax a beneficiary who receives
income from trust property at the same rate as he pays on his other
income. The proposal is designed to effectuate this B:incip]e.

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. Bmsicallyi 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 of preceding 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 (s computed in step ( 1?) to the bene-
ficiary’s income for the present taxable year and the 2 preceding
taxable years; recomputing the beneficiary’s tax for those years taking
into account. the added income; ndding the increases in tax for those
years together; and dividing by three.

(8) This average annual increase 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 beneficiary's tax liability: that is, the beneficiary must
pay tax on the total distribution in the present taxable year but in
not 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 vear, and where the heneficiary has no preceding taxable year.

The proposal 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 the 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 substantinlly as it would have heen 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.
M. REVENUE EFFECT

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

TroenNicar, EXpLANATION
1. GENERAL, BACKGROUND

. Our present tax system is premised on a progressive rate scale which
increnses the percentage of income paid in taxes as income increases.
When taxpayers create ndditional entities for the purpose of spreading
income among several taxpayers thereby lowering the overall tax rat
this progressive system is abused. One marked abuse is the creation o
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 comes 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 1s distributed to the bene-
ficiaries, 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
back through the b 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 b,
the composition of the distributable net income for the year to whic
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-
ficiary’s income of the current year. In addition, 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 l)mve 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 nccumulation 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”;

e e gy e e
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(8) a distribution of accumulated income which is a final dis-
tribution and which is made more than 9 years after the lnst
transfer to the trust ;

(4)a dist.rilmtion of accumulated income not in excess of $2,000;

(8) cevtnin gifts of specific sums of properties paid in not more
than three installments; and

(8) certain periodic mandatory distributions under trusts ere-
ated prior to 1954,

Il THE PROPOSAL

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 henefit of the other
spouse, and (2) all other trusts which aceumulate income,

(a) The trust for a apouse

In o 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 beneficiary spouse is taxed to the spouse who created the truat as
the income is earned. Special rules will be provided to determine when
and to what extent n trust is created for the benefit of a spouse, This
proposal effectuntes the concept that a husband and wife should be
treated as one economic unit,

Example—A husband creates a trust and contributes $50,000 in 7-
percent bonds to the trust. The income is to be accumulated for 8 years
and then distributed to his wife. The interest income of $3,600 will
be added to husband’s other income and taxed at the hushand’s mar-

ginal tax rate,

(b) Other trusts accumulating income

For other trusts, the proposal does two things, It would eliminate
the exceptions to the present throwhack rule. It would also convert the
b-year throwback to an unlimited throwback. To avoid burdensome
recordkeeping and to provide simnlification, 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 preceding taxable
ye:(i's of the trust from which the distribution was deemed to have been
m 00
(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 increnses 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.c., the beneficiary must pay tax on
the total distribution in the present taxable year but in not more than
the amount determined by this averaging device. The limitation is
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hefore the application of any allownble credit for taxes paid by the
trust. Special rules would cover the situation where the number of
years from which the distribution has heen made is fewer than 3, where
tho beneficiary is not alive on the last day of the taxable year, and
where the beneficiary has no preceding taxable year,

Erample—~X crentes a trust which is to accumulate its income and
pay the income to Y when Y reaches 30; Y is now 19, Over the 11
years of the trust, the trust enrned $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 aceumulated income. When Y reaches
30, the $0,550 of nccumulated income after taxes and the $1,100 of cur-
rent net. income is distributed to Y, Y i< treated as having received an
accumulation distribution of $11,000 (the taxes paid by the trust are
deemed to have heen distributed to >}, Vi ineam.: of the eurrent year
is taxed directly to Y. The compuation -uuld be as follows:
$11,000 (accumulation distributioi.d . d.w by 10 (number of
vears out of which distribution was made) equals $1,100. The
$1,100 is added to the present year's and 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.... - - - --=- $380
Last year..... e emeecemme— - ————————————————————-———— 300
2 years ago..... - —— ——— 250

Total 900

$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 accuiiiilation 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 example 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 proceding years
would have been $2,200. Assume that this $2,200 produced the follow-

ing increnses:

Present year —— $800
Last Year « v cecccana 700
2 years ago - e ————— e 1 e 0 02 O B e 8 o o e 600

Total .___ c—- 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 Y's credit for taxes paid by the trusts would
he $2,900, the amount of current tax cannot exceed $4,100.

IT1. ¥FFECTIVE 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,

§ e e simes . i gy
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V-F. MAXIMUM INDIVIDUAL INCOME TAX

Generan Expranarion
BACKGROUND

As part of a program for achieving tax fairness among higher in-
come individuals, it is appropriate to consider not only those who pay
too little tax in rvelation to others, but also those who pay too much
tax. The former group consists of individunls whose income ineludes
substantial amounts of exempt income, A minimum tax hus heen pro-
posed for them under a rate schedule that could raise their effective
rate of tax on true income up to nearly 35 percent,

The latter group consists of individunls who enjoy few, if any, tax
preferences.

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

PROPOSAL

As o component of an overall program to improve the equity of the
income tax at the higher brackets, it is proposed that no individual
required to pay more than one-half of his total income (including
rresently taxable income plus the major sources of exempt income)
in income tax to the Federal Government, This would be accomplished
through the introduction of an optional, alternative maximum tax,

“Total income,” for this purpose, wonld include the 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 nmount of
percentage depletion clnimed 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 the time the option
is exercised and the option price). Stock options represent a major com-
ponent. of exccutive compensation which—although eventually taxable
when the stock is sold—should nevertheless be 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?he maximum tax proposal is directly related
to the proposal to include in the income tax base the appreciation in as-
sets transferred at death or by gift. The adoption o} a maximum fax
provision without this other important. reform would result in tax re-
ductions for individuals who in reality have substantial exempt income
rt;gozsented by the untaxed appreciation in their investment and other
a .

1 8¢e table 2 accompanying the general explanation of the minimum tax.
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Fffective date

It would be appropriate to implement the maximum tax only when
the current temporary need for higher taxes has expired. Thus, it is
proposed that the maximum tax not go into effect until the expiration
of the 10-percent tax surcharge.

Effect of maximum tax

The maximum fax would provide tax reductions for approximately
12,000 taxpayers at an estimated annual revenue cost of $205 million
based on 1969 income levels. The details of the effect of the maximum
tax are set forth in table 1,

Moreover, the combination of the mjnimum and maximum taxes
would substantinlly reduce the disparity in effective tax rates for those
in the higher income brackets, For example, under the full program in-
eluding the minimum 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 within the range of 30 to 50 percent. Without the
minimum and maximum taxes, it would be necessary to extend the
range to cover effective 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.?
TABLE 1.—EFFECT OF MAXIMUM TAX

Number of
returns Percent of
with tex returns
AG! class (in Tax decrease Percentege decrease with tx Aversge tax
thousands of dollars) (in mililons)  tax decrease!  (in thousands) decrease decrease

5 4

2.0 1 |

500 to 1,000. 6.2 1 28.9
1,000 and over.............. 70 1.9 .3 2.0 233,300
Total, o oeeeaeannnnns 205 .3 1.6 ® 17,685

1 Percentage tax decrease for those with a decrease.
2 Less than Jfo of 1 percent.

Note: Averages computed from unrounded data.

V-F. MAXIMUM INDIVIDUAL INCOME TAX
TECHNICAL EXPLANATION

(@) General outline of the mavimum taw.—This l)roposa] would
establish o maximum limitation on the total tax which an individual
would be required to pay with respect to his income for any one year.
Unider the maximum tax structure, an individual could elect to %ay )
tax equal to 50 percent of his income (computed on an expanded base)
if this tax is smaller than his regular tax.

() Maxrimum tax base—The 50 percent maximum tax effective
rate would be applied to n tax base computed in the same manner as
the proposed minimum tax tazable income with two modifications.

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

(¢) Credity against mavimum tar~The sume type of credits would
be allowed aguninst the maximum tax as are allowed against. the reg-
ular tax, mlt‘lzl usually in the same amount, However, the limitation
upon the investment credit would be cemputed on the basis of the
maximum tax liability rather than the amotmt of the regular tax lin-
bility. Moreover, the limitation upon the foreign tax credit would be
computed by multiplying (1) the amount of the maximum tax by (2)
the ratio of the maximum tax base which is from sources without the
United States to the total maximum tax base. Thus, the amount of
the foreign tax credit conld not exceed 50 percent of the maximum tax
base which is from sources without the [nited States,

d) Nonresident aliens—In determining the maximum tax, a non-
resident alien’s income which is not effectively connected with the con-
duct of a U.S. trade or business (and thus taxed at a 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 vary according
to the amount of, or the apl)licubilit.y of any preferential treaty rate
to his noneffectively connected income,

(e) Effective date—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

GENERAL EXPLANATION
BACKGROUND

Under existing law taxable income is computed by subtracting
a taxpayer's nllowable deductions for personal expenses and his
personal exemptions from adjusted gross income. As an alternative
to itemizing his nllowable deductions separately, a taxpayer may elect
to claim a standard deduction equal to 10 percent of his n.djuswr %'msﬂ
income up to » 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 explnined in V-A) that the 10 percent standard
deduction be increased to 14 percent and the $l,0(;0 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 thoss filing returns in 1969. For these individuals the standard de-
duction vastly simplifies the problems of maintaining records and
computing o number of separate deduction items. Tax liability is,
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therefore, ensily computed. By the same token, the simplicity of the
standard deduction reduces the nuditing problems of the Government
and in doing so, makes an important contribution to the orderly and
uniform operation of the taxing system.

In 1044, shortly after the Congress extended the income tax to the
brond mass of the population (early in World War IT), the deliberate
decision was made to reduce the complexity of the income tax system
by adopting a standard deduction which would apply to over 80 percent
of taxpayers. T'wo aspects of this decision are noteworthy. First, it
meant. that for the great mass of taxpayers the recordkeeping and
general complexity of itemized deductions would be avoided. Second
Since the limits of the standard deduction were fixed ot about the level
of typical incomes and typical personal deductions in 1944, it meant
that varintions in such personal expenses between otherwise similar
taxpayers would not create different tax burdens, Only personal deduc-
tions over the avernge would change the tax.

Two things have happened since 1944, In the first place, average
deductions have risen with higher State and local taxes and greater
homeownership. Further, incomes have risen while the standard de-
duction has continued to ap;])ly only to the first $10,000 of income of
a married couple. The result has been a progressive decline in the rela-
tive use of the standard deduction, as shown in table 1.

TABLE 1.—PROPORTION OF INDIVIDUAL TAX RETURNS WITH STANDARD DEDUCTIONS, SELECTED YEARS SINCE
1944 AND ESTIMATED 1969 PRESENT LAW

Total number  Percent with Percent wlts

of returng itemized standar

Yoar (miliions) deductions deductions
4], } %:8 8.2

?&3 29.3 7 28

oo 8

9313 '4315 7.0

1]t should be noted that the lowsr 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 simplification of the tax system. Under present law ap-
roximately 48 percent of the returns filed in 1969 will itemize their
eductions which 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
recordkeei)ing. In all, adoption of the proposal would result in 80 per-
cent of all returns filed 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 of $5,000 to $20,000. See tables 2 and 8. About $1.2
billion of tax savings would result from raising the $1.000 ceiling to
$1,800. This would be particularly helpful to those with incomes he-
tween $10,000 and $20,000. 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 18 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 milllons and number of returns in thousands}

Tox decres Numberof  Number ol Number of re-
aspercent returns with returns made  turns shifting

of gnunt tax decreasse  nontaxable  fo standard
w tax deduction

Gf Qin thou. Present
uAan(Mo?lgn) hv',sl:: Tax decrease

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

TABLE 3.—EFFECT OF INCREASING THE CEILING ON THE STANDARD DEDUCTION FROM $1,000 TO $1,800 APTER
INCREASING THE STANDARD DEOUCTION FROM 10 TO 14 PERCENT AND INCREASING THE MINIMUM STANDARD
DEDUCTION TO $600 PLUS $1001

{Dollar amounts in millions and number of returns in thousands]

Tax decreass Number of re-
aspercent  Numberof  Numberof turns shiftin
of present  returns with returns made to standa

AG! (in thou- Present °

sands of dollars) law tax  Tax decrease wtax tax decrease  nontaxable deduction
150 - oeee it et eaeeeeeceaeenceeaeenneasesnsnasannereetantacans
s% gi ......................................................................
13,95 RS 1.9 250 T i, 255
1;:913 %gss 3.7 g, @ ] 3,035
y 145 1.9 1,070 - . 585
1 L iy
8 I o B ;
75,490 1,190 1.6 14,642 5 §,080

1 The ceiling on the minimum standerd deduction remains at $1,000.
2 Less than one-tenth of 1 parcent or less than 500 returns.

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

More than $200 million of tax relief from raising the 10 percent
limitation to 14 percent would flow entirely to 8.6 milfim\ 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 personal expenditure records and itemizing
deductions, Most op this wounld be attributable to the higher dollar
ceiling, Seetables 2 and 8,

Tables 4 and & show for single persons and married persons (two
children) respectively the tax r«-lie} nccorded at selected income levels
by the liberalization of the standard deduction and the minimum

standard deduction.

TABLE 4.—TAX DECREASE FROM $600 PLUS $100 MINIMUM STANDARD DEDUGTION (81,000 CEILING) AND
14 PERCENT STANDARD DEDUCTION ($1,800 CEILING), SINGLE INDIVIDUAL, WITH STANDARD DEDUCTION

-

Tox decreas
, Percentage 83 a percen
Wage income Present tax  Tax decresse Now tax  tox decresse of Income
$16! 1 8 8 ,
) BnoH 3 3
7] 33 963 8
l. ’ 1] 6
W2 | 8 1
, 2 | }

Sttt s

5 S
i é ;
i

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

. YTexpayer elects the standard deduction rather than the minimum standard deduction.

TABLE 5.--TAX DECREASE FROM $600 PLUS $100 MINIMUM STANDARD DEDUCTION ($1,000 CEILING) AND 14
PERCENT STANDARD DEOUCTION ($1,800 CEILING), MARRIED COUPLE, 2 DEPENDENTS, WITH STANDARD

DEDUCTION

"
»
g
’

Tox decrease
Tax decrease Percentage  asa rmni
Wage income Present tax (2)=(4) New tax  tax decresse of Incoms
o Q 3) (0) ®) ©®
00 ....................................
B s
'8 i i’as 1 1.
2172 1% 1996 ’ {.
3,428 218 3,210 g
4,892 2% 4,638 1 §
8,504 312 8,192 4
15,380 400 14,960 3

V-G. PROPOSED LIBERALIZATION OF THE. STANDARD
DEDUCTION

TecnN1oAL ExrranartioN

Present 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. This standard deduction, as de-
fined 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 for married
individuals filing separate returns).

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

334-8010 - A9 - pt,2 - §
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of the taxpayer’s adj}:nsted 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 n married couple filing 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 .

Fffeotive 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
A, REPEAL OF TWO-YEAR OHARITABLE TRUST RULE

Present law

Under existing law a person may establish a trust to {)ay 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. hgwever, 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 each year. This provision conflicts di-
rectly with the percentage limitations governing the deductibility of
contributions applicable to the vast majority of taxpayers; moreover,
taxpaye-s presently using this device would benefit from the proposed
increases in deduction limits from 30 to 50 percent.

Proposal

. To eliminate this avenue for avoidance of the general provisions

llmitin(f the deductibility of charitable contributions, it is recom-

mended that the special 2-year charitable trust rule be repealed. As

s result the grantor will be taxed in all cases on the trust income

from the proEert&v in which a reversionary interest will or may be
ee

expected to take effect within 10 years,

B, CHARITABLE DEDUCTION FOR INCOME GIFTS WITH NON-CHARITABLE
REMAINDER

Present law

Under existing law a grantor in a high tax bracket desiring to
make a substantial lgxft to a friend or a member of his family may
first transfer property to o trust to pay the income to a charity for
a term of years, remainder to the intended ultimate beneficiary. 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 earning interest at the rate
of 5 percent to a trust for 2 years specigying that $5,000 be paid the
charity each year, remainder to A, If he had retained the l;:roperty
for 2 years he would have received $10,000 in interest taxable at 70
¥eroent for an after tax return of $3,000, On the other hand, by trans-

erringli the property to a trust he received a charitable deduction of
$0.408.50 (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-
L)oning a planned noncharitable gift, taxpayer has both made a charita-
le 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 faw 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 e%uality 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 that he retains a substantial rever-

sionary interest.
C. GIFTS OF ORDINARY INCOME PROPERTY

Present law
. When property, the gain on which would be taxed at ordinary
income rather than capital gain rategi']ims donated to a charity a severe
distortion of tax liability may result, This is becauss under present law
the ondinary income earned with respect to the property 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 cflinzrlty than would be the case if the property had been sold for a
pro

For example, a married taxpayer filing a joint return with $95,000
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 he increased to $107,000 and, after pavment
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 alro dedncts the full $15.000 value of the gift from
his other income thereby reducing his taxable income to $80,000, A fter
payment of Federal income tax he would be left with $61,660, Thus, by
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donating the asset to charity rather than selling the asset the taxpayer
made $1,180, the amount by which he improved his after-tax position,
In effect the gift cost the taxpayer nothing and the Government paid

him $1,180 for making the gift,

Proposal

To prevent this unwarranted tax benefit it is recommended that, in
cases of this type, the amount of ordinary income or short-term capital
gain which would have resulted if the property had heen sold at fair
market value be included in taxable income subject to a charitable
contribution deduction equal to the fair market value of the property.

D. GIFTS OF THE USE OF PROPERTY

Present law

Anindividual may receive what is in effect a double benefit by grant-
ing to o chavity the right to use property for a specified period. The
donor excludes from income the amounts that wonld have been in-
cluded in income had the property been rented to n nen-chavitable

arty and, in addition, the donor claims a charitable deduction for the
air rental value of the pr(:]perty.

For example, an individual owning a 10-story office building which
is currently netting $1_million annunlly may donate use of one floor
for a year to charity. His economic gift is, of course, only $100,000,
the fair rental value of the space. Pﬁ)\\'e\'or, for tax ipurposes he re-
ports only $000,000 in income for the year and also claims the right to
deduct the $100,000 rental value from his $900,000 of income. A dedue-
tion is claimed although the fair rental value of the property attrib-
utable thereto has not been included in income. Thus, the taxpayer is
receiving a double benefit for a single gift.

Proposal
To correct this inequitable tax benefit: it is proposed that no dedue-
tion be allowed for the contribution of the right to use property to

a charity.
E. REPLACEMENT OF APPRECIATED SECURITIES

Present law
Tnder 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
deduction for the value of the contributed property while permanently
oxcluding the appreciation from his taxable income as well as acquir-
inﬁ‘a stepped-up basis in the newly purchased securities.
or example, assume a taxpayer in the 70 percent bracket holds
$11,000 worth of stock which cost him $1,000. If he retains the stock
until its market value is $15,000, upon its sale he renlizes $14,000 in-
come with a capital gains tax of $3,600, On the other hand, by trans-
ferring it to a charity he receives a charitable deduction of $11,000
while nlso excluding $10,000 of appreciation, This amounts to a present
tax saving of $7.700 ($11.000 X '(0 percent) to which the individual
adds $3,300 in cash and purchases an equivalent amount of stock.
He now has n basis for his stock of $11,000 rather than $1,000; when
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he later sells the stock for $15,000, his capital gain tax would be $1,000
instend of $3,500, The tax&myer reduces his tax liability to the extent
of $10,200, Thus, by donating the asset to chavity and simultaneously
mpurclmsinﬁ: it the taxpayer is able to make a contribution to charity
at & nominal cost to himself, but which results in a substantial loss of

taxes to tho Government.

Proposal

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

Fo BARGAIN SK\L“"‘S

Present law

Under existing law a donor may unduly magnify the tax advantages
alveady inherent in giving appreciated property to chavity by selling
the property toa charity for less than its fair value,

or 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 ontitled to n $100,000 deduction agninst other income and the net
cost of his gift is $50,000 (50 percent of $100,000). He simply ignores
the fact that o portion of the value of donated stock ($80,000) repreo-
sents gain which has never been included in income, On the other
hand, were he to follow the bargain sale method, he would sell $125,000
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 {,rif-t, and his deduction would remain a $100,000 deduction.
However, by following this procedure, instead of being left with
$25,000 of stock with a cost basis of $5,000 (which if he later sold
would cost him $5,000 in tax thus leaving him $20,000 in cash) he has
$25,000 in cash, Tims, his $100,000 gift to charity has permitted him
to recover his investment in the property while at the same time secur-
it;g a deduction for the appreciation in value without. imposition
of tax,

The rule permitting the nontaxable donation of appreciated prop-
erty clearly should not be permitted to shield from tax what is essen-
tinfly 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 snve him a tax liability. .

Proposal

In such cases it is recommended that a contributor be required to
allocato the basis of the property between the gift element and sale
element on the basis of the fair market value of each )l)m-t. If this rule
were applied to the example above, sinco one-fifth of the total value of
the stock is being sold, one-fifth of the tnx};ayer’s basis in the stock
would be allocated to the sale element of the 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 bo subject to tax on the resulting $20,000 gain,
Under the proposal the individual would therefore be in gorgcxsel 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.

Present law

Under existing law an individua] can, in certain circumstances,
obtain a double deduction for a single gift of stock rights to charity.
Once, as & charitable deduction when the rights are dovated, 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.

or example, a company listed on the New York Stock Excha:
may have announced on January 1, that it will distribute stock righ
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 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 80, 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
apgropriate portion of the basis of the underlying stock to the con-
tri

uted stock rights.
H. SPLIT-INTEREST TRUSTS

G, CONTRIBUTION OF S8TOCK RIGHTS

Present law

An individual making a charitable contribution may either make a
direct gift to the charity or mt:iy transfer progerty 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 Fersons 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 charitﬁr 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 noncharitable interest,

For example, under existing law and regulations an income interest
is valued on the basis of an assumed 814-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 members of
the donor’s familX may have the trustee invest the property in a manner
designed to yield maximum ca])ital appreciation without an annual
income or income considerably less thay 814 percent. As a result, the
trust property 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 prinei{)ﬂe 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 with 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-

ncy, the proposal will tend to insure that there is a direct relation-
ship between the deduction claimed and the charitable benefit involved.

1. The annuity or unitrust 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
hasthe 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 the same time insuring that the charitable and noncharitable interest
shared equally in the fortunes of the trust.

Under this provision a donor would be entitled to n present chari-
table deduction if the trust provided that the trust property was to be
valued annually and n fixed percentage of the fair market value of the
property held by the trust on each valuation date 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, 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 pnyments ench yenr equal to a specified rer-
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 the way the fund prospered. 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

licy or some combination of both with the assurance that neither
ntlﬁvestment policy could benefit one party to the detriment of the
other. ) '

2. Charitable interests subject to contingencies—No deduction
would be allowed if—

(¢) 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 excess of $5,000 in order to maintain his stand-
ard of living.)
~ (¢) The charity has an intervening income interest measured
by the life of an individual. (For example, a $3,000 annuity to

¢ alt;rity for the life of A, who has a terminal illness, remainder
to

)

Inboth case (2) and (b), the donor has indicated that the charitable
interest is not his primary concern. In case (a), the charitable interest
may be defeated completely. In case (), 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 (¢) 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.
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8. Maximum limitation of a deduction for charitable intervening
interests—No deduction would be allowed in the caso 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 prog»eyty.

This limitation would prevent the “gamblers’ 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 counld sl)ecify 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 claniming a deduction for the entire amount trans-
ferred to the trust since actnarially this was 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, 1f the gamble was
successful, the family would benefit; if it failed, the charity would lose
but he would nevertheless have received o deduction for the full value
of the “gunmbling stuke.” Accordingly, denying the deduction in such
cases wotild tend to protect the charitable interest by providing n

deterrent to such arrangements,

Effect of recommended changes

The changes recommended involve generally available abuse situa-
tions and it is impossible accurately to calcuﬁlte the extent of their
use, It is unlikely that 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 o

our tax system.

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

TronuNicAL ExpLANATION
I. Charitable Income Trusts

A THE TWO-YEAR CHARITABLE TRUST

Present 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
u 2-year period, This provision conflicts directly with the percentage
limitations governing the deductibility of contributions applicable to
the vast majority o taxrayers.

For example, the maximtim 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 dividona income (and no other
income) would be $30,000. ﬁowever, 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 80 percent of adjusted gross income.

Proposal
It is proposed that the special 2-year charitable trust rule contained
in section 678(b) be repealed.

B. CHARITABLE DEDUCTION FOR INCOME GIFTS WITH NON-CHARITABLE
REMAINDERS

Present Law

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 term
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.

For example, assume a taxpayer in the 70 percent bracket transferred
roperty worth $100,000 currently earning interest at the rate of
percent to a trust for 2 years specifging that $5,000 be paid the charity

each year, remainder to 4. 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 transferring the
property to a trust he received a charitable deduction of $0,498.50
(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 $6,648.95.

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,,

él; 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 he retains a subsantial
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
i8 not permitted to deduct an amount representing the value 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 & 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 81, 1089,

II. Gifts of Ordinary Income Property
Present law

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

For examgle, a married taxpayer filing a joint return with $95,000
of income after allowing for deductions and personal exemptions, 18
in the 60 percent marginal tax bracket and would have an after-tax
net income of $52,820, I this individun] 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 hand, by donating the asset to chari(t)(;)rohe ays no tax on
the $12,000 income and also deducts the full $15,000 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 $61,860.
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 position.

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 su [)'Icct to n deduction equal to the fair market value of the
Froperty. nder this proposal, the taxpayer in the example would
nelude the $12,000 in income subject to a charitable contribution

deduction of $15,000

Effective date
The ordinary income proposals would alpplg' to gifts made in the
taxable year beginning after December 81, 1069,

111. Gifts of the Use of Property

Present law

Under existing law a taxpayer, by granting to a charity the right
to use prorerty for a specified period, 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 bui ding 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 been 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 n'o]]x))sal would apply to gifts made in any
taxable year beginning after December 31, 1969,

1V. Replacement of Appreciated Securities

Present law

Under existing law even if an individual does not desirve to dispose
of certain appreciated properties it may still be ndvantageous to con-
tribute such property to a charity and secure the same securities in the
oFen market. This would permit the individual an income tax deduc-
tion for the value of the contributed property while permanently ex-
cluding the appreciation from his taxable income as well as acquiring
a stepped-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, I he retained the stock
until its market value was $15,000, upon its sale he would have realized
$14,000 income with capital gnins tax of $3,500. On the other hand, by
transferring it to a charity he receives n 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%) to which the individual adds
$3,300 in cash and purchases an equivalent amount of stock. He now
has n 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 the extent of $10,200.

Proposal

Tt 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 of contribution, the
basis of the property in the hands of the donor shall be the same as it
was immediately prior to the contribution.

E'ffective date
The replacement. of appreciated securities proposal would apply to
siles 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 clmri(tiy, to sell the property to charity for
less than its fair market value. Independent of tax considerations, the
vesult 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 o
$100,000 gift to charity. If he donates $100,000 of stock to charity he
is entitleg to a $100,000 deduction agninst other income and the net
cost of his gift is $50,000 (50 percent of $100,000). He simply ignores
the fact that o 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 bargain sale method, he would sell $125,-
000 of stock to the charity for ti‘e cost basis of that amount of stock,
$25,000, Under the present. law, the $25,000 sales proceeds would first
be allocated to n return of his cost busis, and, since that basis is $25,000,
there would be no tax. His gift to the charity would remain u $100,000

ift, and his deduction would remain a $100,000 deduction. However:
y following this procedure, instead of being left with $25,000 of
stock with n cost basis of $5,000 (which if he later sold would cost
him $5,000 in tax, thus leaving him $20,000 in cash) he has $25,000

in cash,

Proposal
It is therefore proposed that section 1001 of the code dealing with

the determination of gain or loss) be amended to provide that in any
cnse where property is sold for less than its fair market value that
gain from the transaction is to be determined by allocating the basis
of the property between the 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
beigg sold, one-fifth of the taxpayers® asis in the stock would be allo-
cated to the sale element of the transaction. Thus, he would be deemed
to have n $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 propo-
sal, 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.

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

ber 31, 1969,

Present law

Under existing law, an individual can, in certain circumstances,
obtain a double deduction for a single gift of stock rights to charity.
Once, a8 a charitable deduction when the rights are donated, and
again as a loss deduction when the stock which was purchased at a
?nce that took into account the value of the rights is sold separate

rom 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 the 60-percent marginal tax bracket purchases 100 shares
~ of stock at $200 per share, or n total of $20,000, prior to January 15,

knowing that after the rights are distributed the market will discount
the shares to reflect dilution in the equity interest of ench share so
that each share will be worth $190 and each right worth $10. Between

VI. Contribution of Stock Rights
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January 18 and January 30 (ie., after the stock has gone ex-rights)
the individual sells the stock for $100 per share and claime & 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., Before
taking into account the tax effects the individual would appear to be
out o ;})loclget $1,000, However, after taking into account the tax
éffects the individual actually makes an after-tax profit. Because
he is in the 80-percent tax bracket, the $1,000 deduction and the $1,000
loss produced & tax savings of $1,200, so his apparent $1,000 economic
ﬁlft actually incrensed his after-tax income by $200 as a result of the
ouble deduction he realized for his single economic gift.

Proposal
In these circumstances it is proposed that section 170 be amended to
rovide that no deduction be allowed for the gift of stock rights un-
ess the donor elects to allocate an appropriate portion of the basie
of the underlying stock to the contributed stock rights.

E'ffective date
The allocation propoeal 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

Present 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 groperty to a trust requiring
the payment of income to a charity for 10 years and the remainder to
the donor’s family. Under precent law, the amount of the allowable
deduction would be determined on the assumption that the trust will
earn 314 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 815 percent. In fact, however,
the trustee may invest the property in the common stock of corpora-
tions pursuing a golicy of retaining earnings rather than distributing
dividends so that the periodic payments to the charity are far less
than the 814-percent return assumed. Furthermore, the charitable in-
terest may be 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,
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1. THE ALLOWANCE OF A DEDUCTION TO THE DONOR

(@) The annuity or unitrust 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
rcentage 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 {:roperty 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-
tributed to the “income” beneficiary. In effect, all income as received
by the trust would be combined with principal in a single fund andz
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 each dvear equal to a
specified percentage of the market value 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.

(b) Charitadle interests subject to contingencies—No deduction
would be allowed if—

(1) the charity has only a contingent remainder interest in the
trust .ﬂfor example, a $5,000 annuity to A for life, remainder to
his children or else to the charity if A hasno 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;
paar A amounts in excess of $5,000 in order to maintain his stand-
ard of ]ivinﬁ.)

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

(¢) Mazimum limitation of a deduction for charitable intervening

interests—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 his 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 actuarinily this was the amount needed to fund the charity’s in-
torest. The actuarial value of the remainder interest would be zero.
Such a donor would presumably invest in highly speculative pm{)erty
on the theory that, if {)he gamble was successful, the family would bene:
fit; if it failed the charity would lose but he would nevertheless have
received n charitnble deduction for the full amount of the contribu.
tion. Accordingly, denying the deduction in cnses where the charity
has an intervening interest in excess of 60 {)ercent’of the amount trans-
ferred to the trust would tend to protect the charitable interest,

2, THE VALUATION OF THE DONOR'S CHARITABLE QIFT

The amount of the donor's charitable contribution deduction is de-
termed by allocating the contribution between the charitable and
noncharitable interests. The fact that in addition to producing income
the trust principal may apprecinte or depreciate in value is ivrelevant.
Both the annuity format and the unitrust format may be discounted
necording to standard nssumptions in determining the portion of the

woperty transferred that represents the present value of the charitable
Interest.

For example, n donor makes n completed gift of $100,000 to the
trust; with a 314-percent discount rate, a $5,000 annuity for life,
remainder to charity would be valued by determining A's life ex-
pectancy and discounting the annual $5,000 lpnyments by 814 percent.
This amount, when subtracted from the total value of property trans-
forred would indicate the present value of the charitable remainder.
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 (ns was the value of Als
annuity) on the assumption that each year the trust will earn 314
percent on the existing fund and will therefore be distributing prin-
cipal to the extent of 114 percent each year (a declining balance
caleulation). The fact that under the unitrust format A may actunlly
receive more or less than $5,000 each yenr depending on the success of
the investment is irrelevant in determining his relative interest in the
given amount ($100,000) that must be allocated between A's interest.

and the charitable interest.
3. THE TAX TREATMENT OF THE NONCHARITARLE INTERVENING INTEREST

Under the annuity and unitrust concept the 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 been
made, first out of ordinary income to the extent thereof, then out of
capital gain and then out of principal. Thus, for example, nssume A
has a b percent interest in n trust of $100,000 created on Jannary 1, and
that during the fivst year the trust receives $5,000 in dividends which are
reinvested and as of the end of the year the tota] value of the trust
property is $125,000, The nmount due .\ is $6.250. Tn order to pay A, the
amount due to the trustee sells n block of stock for $5.000 that had a
cost hasis of $5,000 and n second block of stock for $1,250 that has a
cost basis of $1,000 thus producing a gain of $250, 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
tuxed at capital-gain rates, and the remaining $1,000 would be treated
ns a nontaxable eapital distribution. ' '

For future years in determining the extent of ordinary income and
capital gain the trust would be required to carry over all ordinary
income and capital gain realized but not trented as having
been distributed to A, For exnmple, in year 2 the value of the trust
on January 1 was $118,750 ($125,000 less than $6,250 distributed).
Assume that duving 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 pnyment would be $6,600, In order to make
the payment the trustee sells a block of stock for $6,600 with a cost
basis of $5,000, The entire pnyment to A would be treated as ordinary
income, In addition, the trust would carry over $500 of undistributed
ordinary income ($7.000 less $6,500) and $1,500 of undistributed capi-
tal gain, Initinl value in year 3 would be $123,000, If we assume that
the trust received no dividends in year 8 and the trust property did
not apprecinte in value, A's payment would be $5,175 (5 percent of
$123,000), 11 the trustee sold stock worth $5,1756 with a cost basis of
$5,175 to make the payment, A would be taxed as having received
$500 of ordinary income, $1,500 of capital gain, and $3,176 would be
a nontaxable capital distribution. )

Capital losses venlized by the trust would be used to offset distrib-
utable eapital gain income, including any capital gain being carried
forward., Ordinary losses would reduce the amount of distributable
ordinary income including any amount carvied forward.

4. THE TAX TREATMENT OF THE TRUST

In the case of a chavitable remainder unitrust the trust would not be
taxed. Undistributed ordinary income and capital gain would be con-
sidered allocated to the charitable remainder subject to the unlimited
carryforward of such income characteristics for determining the status
of distributions in a noncharitable beneficiary's hands,

In the case of a charitable intervening interest undistributed ordi-
nary income would be taxed subject to an unlimited enrryback adjust-
ment permitting the tax paid to be recouped to the extent that pre-
viously undistributed income and capital gain is subsequently treated
as having been distributed to the chavity nunder the allocation and
carryforward rules.

o THE ANNUAL VALUATION OF THE TRUST ASSETS

In the ense of assets with no objective ascertainable market value
such ns real estate, or stock in a closely held corporation, it is proposed
that the contribution deduction be denied unless an independent trustee
is 'tlm sole party responsible for making the annual determination of
value,

Effective date—In order to permit adequate adjustment to the new
rules it is recommended that t}m woposal apply to infer vivos trans.
fers made in taxahle vears lmginn&ng after the enactment, and, in the
caso of testamentary trusts, to transfers made in taxable years begin-
ning after the third year following enactment.

334-8910 69 - pt,2 - 6
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V-H-2. PROPOSED STRUCTURAL REVISION OF THE
CHARITABLE CONTRIBUTION DEDUCTION

GENERAL EXPLANATION

PRESENT LAW

Under existing law taxable income is computed by subtracting a tax-
payer’s allowable deductions and personal exemptions from adjusted
gross income. As an alternative to itemizing his deductions separately,
a taxpayer may elect to use the standard deduction. The standard de-
duction permits a taxpayer to deduct a specified percentage of his in-
come (or & 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 ma¥ 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 cnse 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 incrensing the standard
deduction and making charitable contributions deductible independent
of the standard deduction, the charitable deduction would be restricted
to the amount by which 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 THIL' YROPOSAL

The vital role that charitable organizations fulfill in our society is
recognized by the provisions of existing law which exempt such
organizations from KFederal 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
clixa;'ity and are principally justified as an incentive for charitable
giving.

Unﬁer 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 filed in 1969 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 Krovisions of
oxisting 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 fproposed. It is estimated that as a consequence of
this and other reform proposals ap*n'oximutely 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 n brondly
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 iCOSD), the charitable contri-
bution deduction must be made inapplicable to routine gifts. Only in
this manner can the simplification and tax equit?' 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
i'ear are generally uninfluenced by tax considerations, the recommenda-

ion that the charitable contribution deduction be limited to amounts
in excess of 8 percent of a taxpayer’s adjusted gross income is unlikely
to have any significant effect on the total flow of 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 increased 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 climinated. The 8-percent threshold
also i3 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-
tieg in the charitable contribution area which presently prevent the
deduction from functioning efficiently as an incentive for charitable
giving. Present law {:rovides no incentive for above average J;ifts in
the case of persons who have few noncharitable deductions and, there-
fore, use the standard deduction ; and, of course, this will become more
marked when the recommended increases in the standard deduction
hecome 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 deduction—to make

above average contributions,
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The remaining structural proposal would increase the ceiling on
deductible contributions from 80 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 nccount in the allo.
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, np(‘n'oximately 57 percent
of all persons filling returns use the standard deduction and could
not separately deduct their charitable contributions. Under this pro-
gram 1t 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 effect
of 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 shift
to the standard deduction as a result of the recommended increase in
the rate and ceiling of the standard deduction. This group will
in.\;?lve 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 n 3-peicent
threshold will be partially or totally offset by their ability to use the
pr%posed new standard deduction,

able 1 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
roduces a loss in revenue of about $440 million. The effect of increas-
ing the ceiling to 50 Fercent 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.

NUMBER OF RETURNS WITH CHARITABLE DEDUCTIONS

. Under the overall reform program the number of returns claiming
itemized deductions would be cut approximately in half (from 34 mil-

lion to 16 million). Accordingly, of the present law itemizers taking
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the contribution deduction, t.\. 14t - - i - i:ould continue to itemize
and to deduct contribution: -+ . 3 1 jcent threshold., Another
fourth will continue to deduci ..-:: ' 1 nsover 3 percent of AGI, but
will no longer itemize other dev .. :icns. In addition, 11 million claim-
ing the standard deduction under present law will also deduct charit-
nble contributions in excess of the 3 percent floor under the program.
Thus, the overnll number of returns with a contribution deduction
would not materially change; in 1960 it would be close to 26 million
returns—including 18 million returns under COSD—compared to
nbout 32 million estimated for that year under present law,

THE 3-PERCENT DEDUCTION THRESHOLD

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 i8 now, despite the threshold provision, If a
taxpayer has alrendy 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 increnso or decrease contributions) is unaffected by the imposition
of a deduction threshold, Table 2 provides some detail material on the
patterns of contributions in relation to AGI.

THE EFFECT OF THE PROGRAM ON CHARITABLE CONTRIBUTIONS
THE 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 benefit 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 dom-
inated by considerations of the sort: “This incentive may do some
good; we don’t know for sure, Let's put it in the law anyway.” A
provision of this sort is thereafter strongly defended on the grounds
that taking it out may climinate the hypothetical benefit.

A serious effort to improve the tax law requires a hard look at
evidence to rench 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 be 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,

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

1. Income effeot.—If a tax provision increases or decreases income
after tax, the provision should bring about a corresponding chan
in the individual's various uses of disposal income, including charitable
contributions, What we need to know to estimate this effect is the
portion of after-tax income which is allocated to contributions, In

neral, we can estimate this to average 4 percent for all itemizers,

percent for nonitemizers, and 7 percent for all high incomes, Further,
we can estimate that these relationships tend to remain constant for
moderate changes in after-tax income,

2. Price effeot—Some tax changes affect not only the afterax
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
a8 much; he could decide to incur the same cost as he did before and
let the cinarity 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 effect
on 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.
NONECONOMIOC INFLUENCES 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 ivinﬁ ;,)attems,
changes in the tax treatment of charitable donations have little reper-
cussion on the level of contributions,

Since these noneconomic motivations are largely nonquantifiable,
the importance of the economic incentive is difficult 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.



109

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 that. the price effect will uggear principally among people
who now contribnte less than 3 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
grouf), and if they reduco 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
flace of work, so this rate of decline would a;}pear unrealistically
high, The high estimate figure is only plausible 1f some price effect is
attributed to people whose contributions are now a little over 8 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 takoe account of the fact that some
contributions of appreciated prorerty will have the effect of causing
more loss of deduction through allocation, .

The price effect on foundations is a 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 80 percent of adjusted
gross income to 50 percent of an expanded income base has an effect on

iving of about the snme magnitude as does the removal of the un-
mited contribution deduction, They roughly balance each other.

The other effects will be small. The minimum tax will tend to pro-
vide & stimulus to contributions, especially for taxpayers who pres.
ently pay only the alternative capital gains tax and, thus, have no ad-
vantage from charitable contributions at this time, Phere will be some
deterrent working throuf;h the contribution of appreciated property.
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 ‘contributions by an amount 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 514 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.
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TABLE 1.~REVENUE EFFECT OF 8 PERCENT THRESHOLD IN CONTRIBUTIONS DEDUGTION AND COSD

Revenue change
3 percent fioor cosD
Dollar in  Parcent of Dollar in tof
AGH ¢lass (in thousands of doliars) mlllk;na tou? t:x mm.i:nz "éﬁ!i‘u‘i
Oto ,2 -15 -1,
ghg ls 8 ] -35 —lz
7010 2 . -1 ~0.8
lg fol g 1. ~135 -0.7
l “g- g- -50 -V 7
2010 ] 8 -40 - i
igot%o 1 o % ' -5 , -0,
1,000 2 . 23 ,6 ' U
L[ 17 OO UUOUSPR +1,470 +1.9 ~440 -0,

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

Retums v&l: Returns with contributions in relation to AGI
AG! class (in thousands of dollars) doduetiom Otol percent 102 percent 2103 percent Over 3 percent
L[] TN 21,005,815 2,251,425 6,086,863 5,822,502 12,845,025
BolowS..... ..o , 000,953 24, 691, ", , 337, 525
S000. 0 13,8??.691 1,089, 25 4N ,?32 % zsm

] gl he thg
] 2.4

:%é; ?|°.'§§ :1
6

5

337 %g
il
83

3%0

Contributions on returns with contributions as Contributions
s parcent of AGI (In thousands) over 3 percen
Amount of a8 percent 0
contribution Otol 1t02 2t03 Over3 1l contri-
AGI class (in thousands of dollars) deductions percent percent percent percent butions
Toteleeennnneennaatannn... $9,122,491  $75,033  $700,521 $1,260,398 $7, 086,539 n1
2,37 25 5 619 X
.2o§ i 33‘ 2, s% ?9.;
,18 .
1,112 8 13,
4,653 .2 54 352 315 151 19.
3'52“3 |'z; £§ % 37'0
562 '@ ) 987

1,240 287

TABLE 3.—ESTIMATES OF THE EFFECT OF THE PROGRAM ON CONTRIBUTIONS

[Millions of dollars]
, High estimate  Low estimate
1. Incoms oﬂnts .............................................................. -20
2. Price effects
3 runl BIeshold. ... . i aeeaasen -~300 -lgg
(80 o easereas o emtatnerttenan s atvanatateaaenah e netmennnann s +g
""" : -lxs -18
............. % 0
OUNAtIONS. . ... e e eaaan +100 +100
3. Tota!l (mmd) .............................................................. -300 ~100
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V-H-2. PROPOSED STRUCTURAL REVISION OF THE
CHARITABLE CONTRIBUTION DEDUCTION

TrcuNICAL EXPLANATION

I, DEDUCTION OF CHARITABLE CONTRIBUTIONS INDEPENDENT OF THE
STANDARD DEDUCTION AND THE 3-PERCENT TIHRESHOLD

Present law

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 sepn-
rately, n 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 ndjusted gross income. Accordingly, no dedue-
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 (8) charitable contributions in
excess of 3 percent of ndjusted 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 161 (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,

I, INCREASE IN LIMITATION FROM 30 PERCENT TO 50 PERCENT
Present law

. Section 170 of the Internal Revenue Code provides 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 income but also
provides for additional deductions equal to 10 percent of adjusted

s8 income for a total limit of 30 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)l other specified organizations
which receive a substantial part of their support from the general

public.
Proposal

Under the Y‘roposal the additional 10-percent allowance—which in
most cases makes the effective limit on deductible contributions 30 per-
cent of adjusted Emsa 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 adj':n_sted 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 confining 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
made 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 gual to 20 percent of
the same expanded income base on which the 50-percent limit is fig-
ured. Of course, that tax eger could, in addition to the amount con-
tributed to such a t uct 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 limitatians operate independently of the proposal limiting
deductible contributions to amounts contributed in excess of 3 per-
cent of a taxp;g:r’s adjusted gross income.! For example, a tax-
payer has $100,000 of adjusted gross income. In addition, he has $6,000
of excluded items includible in the minimum tax base. He contributes
$35,000 to an educational institution during the taxable year. His
maximum allowable charitable contribution deduction is computed

as follows:

1Whea the value of the contributed exceeds the applicable deduction celling,
a8 an ndl“:.l item an is rqual

ulmo.neluﬂh element shall be consldered
to the diference between (s) the era applicable ceiling, and (D) sum of the cash

mmm«m% X
S1n order to avoid addl mmsc.m«.nmmmwm
against which the t:ﬂnm-l charitable deduction threshold will be Thus,

3 percent threshold on charitable deductions will be determined by reference

te adjusted gross income rather than by reference to the espanded income base, However,
con as falling under the threshold will. for purpesen of the allorstion
of deductions and minimum tax connint first of unreaiined tion. which
mmu““&um-tuu" ftem™ aad secondly, of cash of propery
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Eligible contributions:
$50, 000

Total contributions .
Less 3 percent of adjusted gross income ($100,000) 3, 000
El:g:l!)le contributions prior to application of maximum lmi-
BtION oo e cmceecmeammamenem e m—mcmemcem—enceenenemm——.
n ]
Maximum limitation:
Adjusted gross INCONIE....arevecaccacnacearcanmomononmcaconacs 100, 000
Net excluded items ($6,000—5,000). .. ve—e 1,000
Total 101, 000
p-————1
Maximum limitation (30 percent X $101,000)..: ——- - 30,500
p———— ]

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

In this respect it should be noted that under section 170(b) (B]. the
amount by which eligible contributions exceed the 50-percent limit
(81,500 in the above example) may be carried forward for upto s 3yeam
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 50-percent limit
(but not the 3-percent limit) may be further carried forward for u

to 4 additional years, Thus, if the taxpayer's gross income in the fol-
low gear was $100,000 and his actual contributions in that year

10,000 his deduction would be $8,500 computed as follows:

were

Actual contributions. $10, 000

Contributions carried forward 1, 500
Total contribution treated as having been made. . - -« ceeeeenne-- 11, 500

Less ; 8 percent of adjusted gross income..........cocaueen-.. - 3,000
Allowable deduction.... emmeeessseecteam——————.—amee 8, 500

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 the $1,500 carry-
forward would be treated as having been made in that year but no
deduction would be allowable since the total of actual contributions
(80) and carryforward contributions ($1,500) did not exceed 3 J)th
cent of adjusted gross income. No further carryforward would be

sllowable.

Effective date.~The increase in the limit on the deductibility of
contributions from 30 to 50 percent of an amount equal to the ad-
justed gross incom e plus the excluded items (in excess of $5,000) which
are taken into account under the allocation of deductions and mini-
mum tax proposals shall be applicable to taxable years beginning after

December 31, 1969.
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V-1. REPEAL OF THE UNLIMITED CHARITABLE
CONTRIBUTION DEDUCTION

GeNeranL ExpraNaTioN
Present law

Under existing lnw individuals ave permitted to elaim a charitable
contribution deduction only to the extent of 30 percent of adjusted
gross income (or 20 percent if the donation is made to certain classes
of charities), The general purpose of this limitation is to prevent peo-
ple from discharging their entire tax linbility to the Government by
making donations to selected charities equal to the amount of their
otherwise taxable income. In this manner, persons are encournged to
sup‘mrt. charitable organizations but at the same time also contribute
to the costs of I'mmim{ their Government, However, a specinl provi-
sion permits individuals, under certain conditions, to deduct all their
contributions notwithstanding the general 20 and 30 pereent limita-
tions, This special provision is used by about 100 of our wenlthiest
taxpayers.

An individual ean qualify for the unlimited charitable deduction if
in the taxable year, and in 8 out of the 10 preceding taxable years, the
total of his charitable contributions and income taxes paid exceed 80
percent of his taxable income.! In the great majority of cases using
the unlimited deduction, the bulk of such contributions consists of
appreciated property, primarily securities, Because no tax is imposed
upon this apprecintion and because the individual is able to deduet 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.?

The proposal

In keeping with the basic principles underlying the structural re.
vision of the charitable contribution deduction-—that all individuals
should pay their fair share of taxes in order to support the Federal
Government—this provision of the reform program would repeal the
unlimited charitable deduction. The vepeal would become effective in
10 years. This 10-year grace period is provided in recognition of the
fact that the individuals involved had to make some nondeductible con-
tributions in previous years in order to qualify for the unlimited de-
duction. Hence, the repenl would not become effective until January 1,
1980, A fter this date, such individuals would be subject to the general
limitation on charitable deductions which, under the reform program,
would be increased to 30 percent of the taxpayer’s expanded income
base.?
Relation to the allocation of deductions and minimum tar proposdals

One of the items of exempt income which is taken into account in
computing the base for the allocation of deductions proposal and the
base for the proposed minimum tax is the amount of appreciation

1 For these purposes, taxable income is computed without regard (o the charitable dedne:
tivn, pernonal rxemptions. and any net opersting lows careyboek.

3 example. in a tecepd vear an individual who qualified for the unlimited charitable
dedniction had net income of 38.7 million He did not coutrtbute any of the components of
this ineome 1o charity, Inntead, he contributed seenritions which originally eont him $400.008
and which had greatly appreciated in valus, An a result of the deduction genersted by this
donation. be paid no tax on bis $8.7 million of income and ne tax on the appreciation thet
wan reflected in the present value of the donated weecarities.

2The expandedd income bawe consists of adjusted grome income plus the Heme of exempt
incwine over §5.000 that are vesd for the purpese of the aliocation of deductions proposal,
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in the value of property donated to charity, However, consistent with
the reasons for granting the 10-year grace period described abov
the full effect of the unlimited charitable dednction will be pmservt:‘
during this period by providing that such deduction will not be sub-
ject to allocation and that the apprecintion element therein will not
constitute an item of exempt income agninst which other deductions
are to be allocated. Morcover, the appreciation element in the unlim-
ited charitable gift will not be im-lm‘ed in the minimum tax base of
taxpayers using the unlimited deduction.

Rervenue effect of the proposal

It is estimated that the repeal of the anlimited charitable deduc-
tion will increase revenues in 1980 by approximately $25 million at
1969 levels of income, The individuals affected generully have income
well in excess of §1 million, although most pay little or no tax under

present law,

V-1. REPEAL OF THE UNLIMITED CHARITABLE
CONTRIBUTION DEDUCTION

Teensicarn Expr.ANATION

Under seetion 170 (b) (1) (C) and (g) of the Code and individual
can deduct charitable contributions in excess of the general percentage
limitation,' if in eight out of the 10 preceding taxable years his chari-
table co:xt.ributions and income tax paid exceeded 90 percent of taxable
income,

This proposal would repeal the unlimited charitable contribution
deduction, thereby making the general percentage limitation referred
to above applicable to all individual taxpayers.

In recognition of the fact that individuals who qualify or are quali-
fying to use the unlimited deduction have, in the made certain
nondeductible contributions, it is recommended that the repeal of
these provisions become effective for taxable years beginning after
December 31, 1979, This grace period would permit those presently
qualified to continue to make un‘imited contributions for a period of
10 years. It would also permit any individuals presently in the process
of qualifying to determine whether they should continue their present
program in order to gain the advantages of the unlimited deduc-
tion for the limited period that it will be usable following their
qualification,

During the 10-year grace period described above, the unlimited
«-harimbﬁa deduction will not be subject to allocation and the appreci-
ation element therein will not constitute an item of exempt income
agminst which other deductions are to be allocated. Moreover, the
appreciation element in the unlimited charitable gift will not be in-
cluded in the minimum tax buse of taxpayers using the unlimited

deduction.

1 Cader see. 170(0) (1) (A) and (B) the present limitation is 30 t of adjusted mn;a

Inevime (or, in the case of gifts to certain charitable orrdut!un. pervent the
Unddep a separate part of the reform program, this limitation would be raised to 30 mn:
us

of the ux‘nm'u “rxpanded incvme bare” (defined as adjusted rross income.
‘gs&l:'?d teme” (as defined In the proposal for allocation of deductions) in escess of

*¥or this rarpose. tazable Incowe s compated withont regard te the charitable deduction.
personsl rsemptions, and 815 et operating iows carryback,
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V-J. REPEAL OF THE GASOLINE TAX DEDUCTION

General ExpraNaTiON

Under existing law, State gasoline w,xeasi but not Federal gasoline
taxes, are deductible in computing Federal income taxes. Re*ml of
the provision of existing law which allows the deduction of State
ine taxes that are personal expenditures is recommended. The
eductibility of State gasoline taxes that are business expenses would
continue under the proposal.!
he tax is a user charge and personal expense—The gasoline tax is
essentially & user charge imposed on those who use the highways}
and 95 percent of the funds collected are spent for the pu 0
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 & %eneml principle, user char%es should not be tax
deductible. Since there is a close link between the 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

TasLe 1.—8tates allocating motor fuel taw receipts 10 nonhighiay uses, 1966

Percent of net State
motor-fuel tay receipts
ollocated to nonkighway uses

State:
Alabama 0.4
Arkaunsas 3.8
Connecticut .2
Delaware! .9
Florida 3.8
Hawall 38
Iilinols 1.4
Indiana .1
Kansas 1.5
Minnesota .2
Missour{ .2
New Jersey® 67.8
New Mexico: .1
New York'® 11.4
North Dakota ‘.3
Rhode Island® 86.5
South Carolina 8.8
Tenneseee 4.8
Texas . 24.9
Utah .2
Wasbhington .23
Wiscounsin 8.7
Total 4.0

t Motor fuel tax revenues are placed in the generad fund.

Source : Ofice of the , Office of Tax Ana , 94, 1068,
“Highway Biatistics 186" Department of Tranaporiation, April 1068, Tabee MFLa "

1 Less than 60 pércent of total consumption is for a nonbusiness use. Pasven
Samption 1s for ﬁ’.‘:';," §28 consumption, and 83 percent of F con.
tely 98 percent of motor fuel tag receipts are devoted to highway use, and
only 33 States divert an of this revenue to nonhighway Onlfourl{ammw
Jersey, xnxﬁplymmmwmm 1 4 ts

to nonhighway



207 .

such as highway tolls, State park fees hunting and fishing licenses,

and auto registration fees and drivers' licenses. The fact that the gaso-

line tax and auto registration feea are called taxes rather than tolls

is & matter of semantics rather than substance and should have no
on their deductibility.

It is noteworthy that a number of States do not allow the deduction
of Federal and State gusoline 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, Massuchusetts, Mississippi, North Carolina,
and Oregon). In addition, Indiana which uses Federal adjusted gross
income as taxable income does not allow deduction of gasoline taxes,
Virginia allows deduction of the State gasoline tax but does not allow
deduction of Federal gasoline and other special excises.

Disallowance ?s consistent with the continued deductibility of gen-
eral sales tawes, income taxzes, and property tawes—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 é)rop-
erty taxes, income taxes, and general sales taxes, In general, States
and localities 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 hi%hway 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.—DEDUCTIBILITY OF GASOLINE TAXES UNDER STATE INCOME TAXES

States permitting the nonbusiness deduction of motor fuel taxes

Deflnition of States not permitting the nonbusiness

taxable income conforms to Federal  Nonconforming deduction of motor fuel taxes
1

Alasks Aabsms m '

Hawall Arkonsss Louisiana}

ldaho Celifornis Massachusetls

fows Delaware Mississippl

Keatucky District of Columbia North Caroling

wn Kansss Oregon

Nontons Missour”

Nebraska Oklahoms

a:: York Uteh

Vi t '

Waest Virginle

Total, 16 ‘ Totsl, 12 (and District of Columbie)  Total, 7
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Disallowance will make taw 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 gus either be-
cause they drive more or because of poor mileage per gnllon. Table 8
shows how taxpayers of the snme income class receive larger tax savin
for heavier cars or for more driving, and the tax savings increase with
income,

Disallowance would 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 bot ween $10,000 and $20,000, This demonstrates that the deducti-
bility is o 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 $5.9 billion in 1969, and
$3.5 billion will be eligible for deduction by individuals as a nonbusi-
ness expense. Assuming the recommended standard deduction changes
have taken place, approximately 2034 million itemizers, 90 percent of
the remaining itemizers, will deduct an estimated $1.5 billion of State
gnsoline taxes, resulting in a revenue loss of $310 million. If the deduc-
tion were eliminated, the resulting tax increase for all itemizers would
be less than 1 percent of present tax liability. (See table 4.)

TABLE 3.—TAX SAVINGS ¢ FROM PERSONAL DEOUCTION OF STATE GASOLINE TAXES

PO

Foreign American American Amgrican
economy car compact car  medium weight hesvyweight
(average 27  (average 18.5  car (average car (average

Taxable income bracket and annusl miles per gallon) miles per gallon) 15 miles po)t i mile:| u)r
gallon

mileage gallon,
$3 to $4,000:
5000, . .. 7 .22 $3.9 %.25
lb,% ................................. ‘3. 49 ‘3.44 1.9 g @
15, 8.6 9.65 11.89 12
2 's°o*o‘o"°°° 3.21 n 5,83 25
10,000 .. cooo T 6.4 9.47 11.66 12,50
18,000, .. . Loo T 9,62 14.20 17.49 18.75
$24 to $28,000
5000, .0 en e 4.62 6.81 8.40 8.99
10,000, ... Lol 9. zg 13.62 16.79 17.98
mt?kol%oédo' .............................. 13.8 20.43 25.19 .97
8000, ... e eeem et 5N 51 10.49 11.24
10,000, oL 11.54 1’.02 20.99 22.48
swo'%%’ddﬁ ............................. 17,32 25,54 a8 nn
5000 .. oo e 7.95 1.7 14,46 15.48
19,000, LI 15.90 zg.w 20.92 30.97
o 1%%%0000 .............................. 2386 35.19 338 Iyt
1 $200,
sbooo ................................. 8.9 13.23 16.32 17.48
10,000, ..o 17.96 47 32.65 .96
15,000 . 26.93 .70 18,98 5.4

1 Applying current macginal rates for ioint return brackets.
1 Assur v State gasoline tax is 7 cents per gallon,
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TABLE 4.—EFFECT OF DISALLOWING THE GASOLINE TAX DEDUCTION AFTER INCREASING THE MINIMUM STAND-
ARD DEDUCTION TO $600 PLUS $100 AND THE STANDARD DEQUCTION TO 14 PERCENT WITH AN $1,800 CEILING,

1969 INCOME LEVELS
[Dollar amounts in millions; numbar of retutas in thousands)

Toxincreass  Number of ) fatyms
s‘ percent returns  Numoer of shilting to
M‘%&n thousands Present . of present with tax  returns made standard
of dollars) faw tax  Taxincrease aw tax increass taxable deduction
Y IR T 0. 2
Higme Al N SR T BN B
14 eeteseses :32‘3 % : ; t i
lgm% 18, 9 5, " 500
196020................ 5 gg 1,850 ......... .. 85
g?& ............... 12, B g 1,580 .......... ... S 20
Woadowr Tl I ) e §
Tolal............ 75,490 30 N 20,750 " 1,600

1 Loss than ons-tenth of 1 percent or less than 500 returns.
Note: Details may not add to totals because of rounding.

V-J. TO REPEAL THE GASOLINE TAX DEDUCTION

TeeuN1CAL EXPLANATION

Under present law, section 164 ¥n) 5) of the Internal Revenue Code
permits an income tax deduction for State and local taxes levied on the
sale of gasoline and other motor fuels. On the other hand, except as a
business expense, present law does not grant a deduction for Federal
gasoline taxes or for Federal, State, or local charges which have a
direct relationship to services or facllities provided to the taxpayer,
such as highway tolls, park fees, hunting and fishing license fees, and
nutomobile registration fees and drivers' licenses.

This proposal would repeal section 164(a) (8) of the code, thereby
making nonbusiness State and local gasoline tax payments a nonde-
ductible expense. However, gasoline tax payments which would qualify
for a_deduction under section 162 of the code as n business expense
would continue to be deductible and would be claimed under section
162. The repeal of section 164(a) (5) would also have no effect upon
State and local property, income, and sales taxes which would continue
to be deductible under section 164(a).

Under this proposal the repeal of the gasoline tax deduction would
hecome effective for taxable years beginning after December 31, 1969,

V-K. CONSISTENCY OF CAPITAL GAIN AND LOSS RULES
GENERAL EXPLANATION

BACKGROUND

Under the mechanics of present law, gnins and losses from sales and
exchanges of assets held for 6 months or longer (known as long-term
capital gnins and losses) arve offset ngainst ench other and a net long-
term capital gnin or loss determined. Similarly, gains and losses from
sales and exchanges of assets held for less than 6 months (short-term
capital gnins and losses) are offset agninst ench other and a net short-

334-891C - 69 - pt,2 + 1
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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 logs, or net long-term capital loss and net short-term capital
gain, the larger amount is reduced by the smaller, the excess retains
its original character, and the rules discussed below are ?eslied.

Net losses, whether long term or short term, may be deducted, up
to $1,000 a 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 of years to which it may be carried forward. Ne¢ short-
term capital gain is fully includible in taxable income, On the other
hand, only 50 percent of net long-term capital gain is required to be
included 1n income, subject to a maximum alternative tax equal to 25
percent of the total gain.

This framework, under which net long-term gain 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 1years. For example, if a taxpayer with an unrealized long-
term capital gain of $1,000 1n one property and unrealized long-term
capital loss of $1,000 in another were to sell both properties in the same
year, the ,mahze(i loss would offset the realized gnin and the taxpayer
would bréak even on the two transactions, with no net tax effect. On
the other hand, if he were to sell the progerties in different years, only

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. S

Present law governing capital losses also permits an unjustifiable
advantage to be gained under certain circumstances by married couples
who elect to file separate returns, When separate returns are filed, the
$1,000 annual limitation on the current deduction of net capital losses
i In effect doubled for the couple, since a separate $1,000 limit applies
for each spouse, Each spouse must have his own losses in order to
claim them on a separate return and receive thig double limitation.
This situation, however, is automatic in community property States
where all capi’tal 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-splitting advan-
tage of a joint return is not lost when separate returns are filed, since
the income is split by operation of community property 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 nssets owned in his
own name. But couples in common-law States who file separate returirs
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

gein from so doing. Thus, while present law provides an artificial

incentive for filing separate returns in all States, the qpﬁortumty and

net advantage to be derived from so doing is substantially greater for

g;na}:s in community property States than for couples in common-law
a

b J

PROPOSALS

In order to eliminate the inconsistencies and inequities of present
law described above, it is proposed that (1) the rules governing tho
deduction of long-term capital losses be made consistent with the rules
govomigg taxation of long-term capital gains, and (2) in the case of
» 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) Annual limitation—Specifically, it is proposed that in the case
of a noncorporate taxpmyer, each $1 of net ong-term capital loss be
ermitted to offset only 50 cents of ordinary taxable income, subject
o the same overall $1,000 limjtatiormr o thenmayunt deductible in any
on%&)ear. For example, if1fet long-term loss formyear is less than
$2,000, 50 percent of i}Avill be deductible in that yeaiqnd no carry-
over would be available. If the net long-term loss exceeds $2,000, a
maximum deductjén of $1,000 woyld b¢’ perqitted for th
year, and the amount of the less in) excess of $2
over and treateg gte al lo

he proposgt 50-perce
capital losses Avould not affect vorp:
under presenf law are allowed no gdé4uct;
ordinary income.
nder exjsting rules
the succeedi
ear. This
rm or shory-term capital lo
offset 1
ear as if t
h a.net long-term loss and a ne .
the sum of thege 1 ) '
against ordinary he $1,000/deduc-

ar besis, This

rule would not be chagged.
(2) Married couples. filing separate returns—It is p

the annual limitation on the deduction of net capitaltosses be lowered

to $500 in the case of a married_person who fes

This chlmgo would eliminate the doubling of the annual limitation for

those couples who file separate returns. -

' EFFECTIVE DATE

‘The amendments affecting cng,ital losses would be effective beginnin
with the 1970 tax year, but they would not change the amount o
capital losses carried forward from priar years. .

1As mider present law, the amount of the loss carried over would be treated in the
succeeding year in the same manner as if it had been incurred in that year.
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REVENUE EFFEOT

The proposed changes relating to capital losses would result in an
estimated revenue gain of $60 million for the first effective yenr, The
annual gnin would increase each year to an ultimate level of about
$100 million within about 6 years, (See table 1.) The 6-year lag in
reaching the ultimate anticipated level of revenue gain results ?nl-nm

radual absorption, under the new 50-percent rule, of long-term eapital
osses carried over from the years preceding the ndoption of the pro-
posnl, when long-term capital losses weve still allowed withont the

proposed limitation,

TABLE 1. —~REVENUE EFFECT OF ALLOWING ONLY 50 PERCENT OF LONG-TERM CAPITAL LOSSES TO OFFSET ORDI-
NARY INCOME, AND REDUCING MAXIMUM TO $500 FOR MARRIEP PERSONS FILING SEPARATELY

o

) Number of returns with

Revenue ii.crease (millions) tax increase (thousands)
Adjusted gross income class (in thousands — — B
of dollars) 1969 Long 1un 1969 Long run
003 ... e e anl $6 $8 85 15
IS .. . 4 5 55 IH]
07, e e e e 6 7 70 100
T1010.. 10 14 135 200
100 05, . e e 17 23 200 290
190020, .. o i e 7 12 15 135
2005.. ... .. .. 9 u 55 15
5010100...........cocuuunnnen e teeevae e 1 5 25
100 andOVer. ... . . ooeiiiieiii e aan (0] 1 " 5
1 (17 DU URPUPIN 60 100 680 1,100

¥ Less than $500,000 or 500 returns,

V-K. CONSISTENCY OF CAPITAL GAIN AND LOSS
RULES

Tecnnical, EXPLANATION
GENERAL DESCRIPTION OF PROBLEMA AND PROPOSALS

1. Limitation on deduction oé cupital losses—Under present section
1211 of the Internal Revenue Code, all taxpayers may deduct capital
losses at least to the extent of cupitni gnins, and in the case of individu-
als, capital losses which exceed capital gaing may be deducted ngninst
or(iinary taxable income of the taxpayer up to $1,000 J)er year, with
an unlimited right to earry any excess forward to future taxable
years, The mechanics of present {aw are as follows: Long term capital
gaing and long term capital losses are offset agninst each other and a
net long term capital gnin or loss determined. Similarly, short term
capital gains and short term capital losses are offset against each other
and a net short term capital gain or loss determined. If the mx‘m,\'gr
has in the same year a combination of either net long term capital gnin
and net short term capital loss or net long term capital loss and net
short term capital gain, the larger amount is reduced by the smaller,
and the excess retains its original character. However, in computing
the current deduction against taxable income no distinction is made
between long term capital losses and short term capital losses; ench is
allowed dollar-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 subjlect to tax and that if the long term gains and
losses weroe realized in the same year, they would offset each other in the
tax computation. The following illustrates the incongrnity of present
lnw in this respect : Assume that an individual has two blocks of stock
which he has held for more than 6 months; one block has appreciated in
vaiue by $1,000 and the other has decreased in value by $1,000. If he
sold them both in the snme year, the $1,000 loss would offset the $1,000
‘:nm, with no net tax effect, However, if he were to sell the appreciated
lock in one f'em' and the deprecinted block in the next, he would have
to report only one-half of his $1,000 gain, yet he could claim a full
$1,000 decuction against ordinary income for his loss.

In order to make the treatment of capital losses parallel to the treat-
ment of capital gnins, the proposal woull)d permit the deduction of onl
50 percent of net long term capital losses against ordinary taxable
income, Net short term capital losses would continue to be ded’ucﬁble in
full as under present law, and the present overall $1,000 limit would
continue as a ceiling on the combined total of allowable annual dedue-
tions for net long term and short term losses.

2, Marrvied couples filing xeparate veturns—A further problem
under present law has been the unf'nstiﬁatblo advantage which may be
gained by married couples who file separate returns. When separate
returng ate filed, the $1,000 limit 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. If both spouses have capital transac-
tions and a joint return is filed, their gains and losses are pooled to-
gether and netted agninst each other as if there were only one tax-
payer who had realized all of them. The married couple is treated as
a single cconomie unit. in this manner and can renlize subtantial bene-
fits over filing separate returns, For example, one spouse's long term
capital loss ean be used to offset the other spouse’s short-term capital

in which would otherwise be taxable at ordinary income rates. It is
meonsistent with this treatment to then let them be treated as two
taxpayers when this proves more advantageous, as for example, if
both have capital losses,

Of course, each spouse must have his own losses in order to claim
them on a separate return, However, in community property States all
capitnl gaing and losses from community property are split between
the spouses by operation of community property law, Taxpayers in
common law States may also secure two $1,000 limitations by filing sep-
arate returns. However, they can attain this advantage only 1f the
assets sold are in joint names or ench spouse sells assets owned in his
own name, Furthermore, couples in common law States who file sep-
arate returns must be willing to give up the split-income rates ap-
plicable to joint returns, and the overwhelming number of such couples
would not gain from so doing. Thus, not only does present law provide
an artificial incentive for filing separate returns, but the advantage to
be derived from so doing is st‘ii)staminlly greater for couples in com-
munity property States than for couples in common lnw States,

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 $500 for each spouse, instead of $1,000,

in the case of a married person filing a separate return.

DETAILED DISCUBSION AND ILLUBTRATIONS OF PROPOSAL FOR LIMITATION ON
DEDUCTION OF CAPITAL LOSSES

The present rules for offsetting caritul gains and losses would be
retained. In the case of noncorporate taxpayers, the additional deduc-
tion for capital losses, to the extent that they are not absorbed agninst
apital gains, would operate as follows:
et short-term capital losses are first offset against any net long-
term capital gain Sunder 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 50 percent of any excess .{as
compared to 100 percent under present law) would he deductible
against ordinary taxable incume 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 agninst taxable income as outlined above. This provision changes
present Inw by requirin;; that the amount which may be carried over
must be reduced by double the amount of long-term capital loss allowed
as o 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.
EXAMPLES

’l‘l\e]application of the proposal may be illustrated by the following
examples: ’

Ezample A—An individual has a long-term capital loss of §3,000
and no other capital gnins or logses, 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.

Fxample B—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 ear-
ried forward may be established. Under Rresent. law, it is provided
that the $1,000 limitation is first absorbed by the short-term losses,
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, U'nder 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.
EFFECTIVE DATB

The proposal would apply to taxable years beginning after Decem:
ber 81,;)19&(.’82. tmnsitio‘x)ll:)ﬂyrule will beyprovig?s%l 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 firat 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
1069, $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
eﬂ"eotive) 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 ExprLANATION

As American industry has grown, individual companies have ex-
?anded their operations and opened new offices and plants throughout
he country. Many large corporations have offices in virtually eve
major American city and plants in every section of the country,
natural result of this growth has been the necessity to transfer em-
pl()ﬁ'ees from one location to another. Furthermore, the competition for
skilled employees has led to an increasing movement of new emFlo{;eﬁs
to locations where more attractive opportunities are available. The
mobility of labor is n necessary part of o full em lo{ment economf,
since it reduces unemployment and increases |p uctive capacity. It
has been estimated that there are about a half million employment-
related famnily moves each year, Some major .S, corporations, faced
with the need for trnined personnel in scattered areas, transfer as many
as 1,000 employees in the period of & 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-

uently substantial and in some cases impose a financial burden on the

amily involved. In other cases, the employer will alleviate the finan-
cial burden by reimbursing the employee for his moving expenses,

PRESENT LAW

Existing tax law provides that the unreimbursed expenses of trans-
porting the employee, his family and belon%ix‘:gs, incurred in a job-
connected move, are deductible in computing Federal inoome 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 tregtment generally constitute the major portion of
the total cost of & move, there are other “indirect™ expenses which are
typically involved. Such expenses include the cost of selling the old
house (or breaking a lense‘, premove honsealmntin‘i trips, and ex-
penses of temporary living quarters in the new location prior to oc-
cupying the new }l)ermunent. residence. These expenses are not deducti-
ble under present law, and reimbursenients of such expenses are subject

to tax.
SUMMARY OF RECOMMENDATIONS

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, und certain real estate
costs, whether or not reimbursement is received.! However, deductibil-
ity of these “indirect” expenses would be subject to an overall dollar
limitation of $1,500.

This proposed $1.500 limitation would apply to the deductible in-
direct expenses only. Direct expenses, which are deductible under
present law, would continue to be deductible without a dollar limita-
tion. The $1,500 limitation on indicect expenses will provide the needed
relief from the financial burden of moving for the great majority of
employees; that is, employees with average earnings and avernge mov-
ing expenses. Total expenses for theso 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
eamin(f 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 stayinfz in a more expensive hotel and above.
avernge 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-than-average expenses. In
addition, the $1.500 limitation reduces the possibility of abuse, or ex-
travagant expenditures, at the expense of the general public. Thus, the

roposal represents a reasonable accommodation of the deduction of
indirect moving expenses in the case of most taxpayers without pro-
viding unnecessary tax preferences for higher income executives and

without undue revenue loss.
STRUCTURAL AND TECHNICAL CHANGER

Present lIaw with respect to direct moving expenses gives the reim-
bursed transferred employee an unwarranted tax preference over new
or unreimbursed employees. While the latter group may deduct their
direct. moving expenses, they may do so only if tLey satisfy certain
qualification tests for the deduction; however, reimbursed transferru.l
employees may simply exclude from income the reimbursement for
these expenses and forego the dednction, and thereby receive the fav-

1 An explained hereinafter, all reimbursements for moving expenses would be includable
in gross income,
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orable tax treatment without the need to satisfy the tests for deducti-

~bility, Certainly there should be no distinction between the two groups.
Hence, under the proposal the entire reimbursement for both direct
and indirect moving expenses would be included in income in all enses.
Whether or not reimbursed, all employees will be able to clnim 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({uction. Under present law, if a taxpayer
does not have full-time employment in the location of the new resi-
dence for at lenst 39 out of tﬂae 52 weeks following the move he cannot
qualify for the deduction, This rule would be amended to make specific
oxception for cases in which the employee is rendered unable to satisfy
the rule because of death, disability, retransfer, or involuntary separa-
tion from the service of the employer from whom he had a firm em-

ployment commitment before he moved.
REVENUE EFFECT

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

EFFECTIVE DATE

The moving expense nmendments would be effective for taxable
years beginning after December 31, 1069, but only with respect to
reimbursements and deductions for amounts paid or incurred after
the date of enactment,

V-L. LIBERALIZATION OF MOVING EXPEXNSE RULES
Tronyicat EXpLANATION

. BACKGROUND AND PRESENT LAW

The moving expenses incurred by a taxpnyer 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 movin expenses is income to the employee. Prior to
the Revenue Act of 1964, 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 1064, 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 tax{»ayer,
members of his household, and their belongings from the old to the
new residence, including any meals and lodging en route. Reimburse-
ment for all other expenses, such a8 house-hunting trips, real estate
costs, and so forth (refermi 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 the intention of promoting labor mobility and of e%uul izing the
tax trentment between reimbursed and unreimbursed employees, (‘on-
ress in the Revenue Act of 1964 enacted the present section 217 of the
nternal Revenue Code, Section 217 permits, under certain prescribed
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 the new residence, including menls and lodging 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 unreimbursed transferred employees.
ther 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 1064 not to deal specifically with the reim-
bursement question, Thus, the pre-1064 lnw, under which transferred
employees may exclude reimbursements for direct moving exrenses
remains in effect todny. This treatment gives the reimbursed old em-
ployee an unwarranted tax preference over new and unreimbursed
employees, While the Intter may deduct their expenses under section
217, they may do so only if they satisfy the qualification tests under
that section; however, reimbursed old employees may simply exclude
from income the reimbursement for direct moving expenses and forego
the deduction, and thereby receive the favoruble tax treatment with-
out the need to satisfy the tests for deductibility. Furthermore, al-
though the items of reimbursement which may be excluded are limited
by administrative ruling to the same direct expenses as are deductible
under section 217, this limitation has been challenged in litigation.
While the administrative position has been sustnined in most cases,
one recent Tax Court decision, currontly on appenl 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 employces nre 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. GENERAL SUMMARY OF RECOMMENDATIONS

In order to eliminate fully the present distinction in tax treatment
between reimbursed old employees on the one hand and unreimbursed
and new elgglogeees on the other, it is recommended that the Internal
Revenue Code be amended to provide specifically 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 exgenses
which are commonly incurred in connection with a move, Thus, deduc-
tion would be permitted for house-hunting trips, tempomrf 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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111, INCLUSION IN GROS8 INCOME OF MOVING EXPENSE REIMBURSEMENTS

. The proposal provides that all reimbursements or payments for mov-
ing expenses are includable in gross income of the person receiving the
reimbursement or on whose behalf the g‘ayment is made. Thus, sec-
tion 61(a) (1) would be amended to make clear that “compensation
for services,” ns the term is used in that paragraph, includes reim-
bursements and payments for every type of moving expense, This
would reverse the rresent administrative position that some reimburse-
mets may be excluded, and would reverse the court decisions which
have held certain reimbursements excludable. The amendment would
all)pl{, as does the paragraph which it amends, ¢o reimbursements
which are in the nature of compensation for services, whether the
recipient is an employee or an indes)endent contractor. Moving ex-
pense reimbursements received other than as compensation for services
will be treated the same as under present law, For exumple, & re-
imbursement or payment by a corporation of a stockholder’s moving
expenses may be includable in gross income as a dividend under
section 61(&{(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 the 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 taxpug'er’s behalf directly to the third party
who renders the services for which payment is due. .

Under present law remuneration for services of an emplh?ee 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 ex’Fie‘nses 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
smsent- law and which would become includable under the bill are

eductible 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.

1V, DEDUCTION FOR MOVING EXPENSEFR

(a) General,

Section 217 of the Code would be revised to expand the presentl
limited categories of expense for which deduction is allowed, an
to provide an exception from one of the tests of qualification for
deduction (i.., the 80-week rule) in certain cases where an action of
the taxpayer's employer, or the death or disability of the taxpayer,
makes it impossible for the taxpayer to satisfy the test.

P el -
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As under existing Inw, a genernl rule would provide that.n deduction
shall be nllowed for certnin business-related moving expenses of em-

loyees. Also us under present lnw, self-employed persons would not
ge entitled to the deduction.

(b) Definition of deductible moving expenses

The term “moving expenses” would be specifically defined for pur-
poses of the deduction permitted by the general rule, The specific defi-
nition would consist of several categories of expenses, nlr those
expenses specitically included within this definition would qualify for
the moving expense deduction,

The cost of trnnsporting 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 nre deductible under present law, will continue to bo deductible,
These are the same exl)enses which, under present. administrative in-
terpretation, are excludable from gross ineme in the cnse of reimbursed
transferred employces, and which will be includable in gross income
under the proposal.

Three new categories of costs wounld be added to the definition of
moving expenses deductible under present law, The first of these
covers expenses for premove house-hunting trips. The costs of trans-
portation, meals andl lodging for the taxpayer or his spouse, or both,
are included, provided that both the old residence and the new prin-
cipal place of work are located within the United States. The trip with
respect to which a deduction is clnimed must be a bona fide house-
hunting trip. Travel expenses related to secking employment will not
be deductible, even if some house-hunting is ﬁ«mo during the same
trip, Thus, the direct transportation expenses of a premove trip will
not be deductible unless the taxpayer has already secured employment
in the new location prior to embarking on the trip. Similarly, only so
much of the meals and lodging expenses ns is incurred subsequent to
securing employment. (whether or not the employment was secured
before the trip was begun) would be deductible,

Deduction would aﬁm be permitted for temporary living expenses in
the aren of the new principal place of work prior to moving into new
permanent quarters. Allowable temporary living expenses are limited
to meals tm:] lodging for the employee and members of his household.
Other expenses, sncﬁ a8 lnundry, local transportation, ete., are not in-
cluded. The allowable expenses for meals and lodging are limited to
those incurred within the first 30 days following arrival in the avea of
the new principal place of work. In cases where the employee and all
the members of his household arrive on the same day, the day of arvival
will be treated ns the first day of the 30-day limitation period. In cases
where the employee and/or members of his household arrive on differ-
ent days, the 30-day period will begin to run on the first day on which
an expense which is clnimed as a deduction under this provision is
incurred. s in the case of house-hunting expenses, temporary living
expenses are not deductible if related to seeking employment. Thus,
deductible temporary living expenses are limited to those incurred
after the taxpayer has secured employment,

Finally, deduction would be allowed for expenses related to the
snle of tﬁe residence from which the taxpayer moves, If the taxpayer
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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 realized capital loss
on the sale of a residence. As under present lnw, such losses are not
deductible, even if the sale was occasioned by a change in job location.

The deduction is limited to certain expenses incurred in effecting the
salo, such as o commission paid to o real estate ngent and advertising
expenses, Expenses incurved for physieal improvements or repairs
intended to enhance salability by improving the condition or appear-
ance of the property are not included in the class of selling expenses
which are deductible under this provision, Costs related to the pur-
chaso of o new residence at the new principnl place of business are not
deductible,

The three new eategories 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 $1,600,
the amount of the excess will not be deductible, This limitation is ap-
plied upon the 7otul of the expenses under the three categories to-
rether—not. upon each category individually, Thus, if expenses are
incurred within each eategory in amounts fess than $1,500, but the
total of these nmounts exceeds $1,500, then the total deduction is lim-
ited to $1,500 with respect to these three eategories, Regurdless of the
effect of the $1,500 limitation on the three new deductible categories,
the costs of transportation, deductible under present law, will continue
to be dednetible withont 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 individunls must have the
same former residence and the same new residence as the taxpayer
and must be a member of the taxpayer's household,

(¢) Conditions for allowance of deduction

Two conditions must be met in order to qualify for the moving
expense deduction. These two conditions are unchanged from present
law. However, a new provision would be added which creates excep-
tions to one of 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 place 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
52 weeks fol r)winfg his arrival at the new principal place of work in
order to qunhfg or the moving expense deduction. g{owe\'er, 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 o result of death, disability, or an unexpected action of his
employer. Thus, the 30-week test will not apply in cases in which the
taxrnyer moves after having received a job commitment which he
could reasonably anticipate would be of sufficient duration to satisf
the 30-week test, but is later unable to satisfy that test as a result
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of denth, disability, or a transfer by, or an involuntary separation from
the zerviee of, the employer from whom he had the premove commit-
men

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 Y the employer rather than
the employee g.e., only if the employee is “fired,” not if he “resigns”
volpntarilfy). ismissal 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 and after the transfer the taxpayer voluntarily leaves A to take
& 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.

(@) Technical provisions

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
roposed new exception. The authority specifically granted to the
retary or his delegate to prescribe regulations to carry out the
provisions of the movmﬁ 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 he 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. EFFECTIVE 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 under present law) only if they are

aid or incurred after the date of enactment. Treatment of reim-

ursements 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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respect to the deduction of and the reimbursement for the house-hunt-
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 gross 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 earried forward under the
gmposal), the temporary living expenses would be deductible up to

1,500 (under the new rules?, and the house-hunting trip would not
be deductible (under present law).,

M. REVISED TAX TRE.»\TME."I‘ OF THE ELDERLY
GENERaL ExrraNation

BACKGROUND

There are about 20 million people over the age of 65 in the United
States. Of these, about 4.8 million pay Federal income tax. The rec-
ommendations for revising the income tax relief of the elderly basically
concern only the tnxpurymg group. Within that group, these recom-
mendations would result in reduced taxes for about 3.8 million indi-
viduals, including 600,000 persons who would become completely

exempt from tax.
NEED 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 &aniclpate 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 nccomplishing its ob-
jectives. In fact, when these provisions are subl)‘ected to careful review
1t 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 from those of his
retired neighbor, This arises because \vag{;income operates to redure or
eliminate an individual's social security benefits 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 ;ixsrson who,
for example, earns $4,200 per ﬁar from employment will not be eli-
gible to receive socinl 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 linbility of only $06. 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 1.—COMPARISON OF TAX LIABILITY UNDER PRESENT LAW OF ELDERLY WORKER AND ELDERLY SOCIAL

SECURITY RETIREE?
Elderly retires
With maxi-  With avers
mum socisl  soclat securi
Eldesl secuii benefits
worker with  benefits 8 and other
wage incoms other income 3
Present money income only me?
Single, over 65:
3008 ....................................................... s%gg 322? 3’53
“ ml’sq%f‘:iisisiiliiiiIIILI?I:IZZZZILIIZIIT.‘IIZZiiiiiilliiiii 3 ] 11}
Married, over 65:
'%...f ................................................ 150 8 1
10,000 1,114 620 770

1 Taxpayers are not eligible lor retirement income credit.
2 Maximym social security benefits in 1969 are: Single—$1,926; marcied—$2,889.
3 Avarage social security benelts in 1969 are: Single—$1,150; married—$2,015.

Second, in addition to this discrimination against elderly persons
who continue working, the present system of benefits flves 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 increnses; it reduces the taxes of those in the highest bracket
by $420 a year but is worth only $84 to a married taxpayer in the
lowest bracket. Similarly, for those elderly persons eligible for the
social sccurity and railrond retirement exclusions, the value of each
dollar of exclusion rises as the recipient’s income and tax bracket rise.

Third, the income tax system azrplicable to the elderly is made ex-
ceedingly complex by the detailed and complicated rules involved in
computing the retirement income credit. This computation requires
an extra page on the 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 complete 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 1n 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.

3
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CURRENT PROPOSAL

The current proposal retnins 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, o flat exemption applicable to all middle and lower income
elderfy alike. The proposal would provide overall net tax reduction
for the elderly as n 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 incrense in the standard deduction
(from 10 to 14 percent), and the proposed increase in ti:2 minimum
standard deduction (from $200 plus $100 for each exemption to $600
plus $100 for each exemption) which are being recommended for all
taﬁayers in another proposal, .

o following is a more detailed description of the proposals for
revising the tax treatment of the elderly:

PERSONS WII0 HAVE ATTAINED THE AGE OF 63

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. Socinl 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 tnx 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 clnimed 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 retirces with the same
income would be equal underthe proposal.

TABLE 2.—THE AMOUNT OF TAX DECREASE UNDER THE AGED PROPOSAL, SINGLE TAXPAVER AGE 65

Prosent  Tax under Tox
Present money income taxt proposal decresse
Maximum social security benefits ($1,926):
B R R
484 452 2
513 513 0
35 0
e 14
W&
L TSRO ne gg 0
Wage income only:
000, . ..o iaeiiieieeecieiaressatenrnsaraaaraannataaannn 209 0 200
000, . .. i iiiiiiiiiiiiiesceeciicnnsccaatetannecananne 557 209 us
7% ................................................... g:ll 452 g{
000, -y Eim .33
000, ... et iiecianencearencscsnsetanaecanstasasnsases 220 , 220

t No retirement income credit.

334-8910- 69 - pt.2 - 8
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TABLE 3.—THE AMOUNT OF TAX DECREASE UNDER THE AGED PROPOSAL, MARRIED, BOTH OVER €3

Present  Tax under Tax
decreass

Presont money income taxt proposal
- wveshesssiidvoasiibesst ) . ﬁ n
i i %
2 04 B
1
7 |
1,203 1,203
450
I} 4
TR

On the other hand, the special exemptions would not be available to
elderly individuals in the upper 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 $6,500 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 railrond retirement
system, the amount of his special exemlption 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 under 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 specinl exemption be{rins 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 so modified, the new special
exemption could not be phased out completely below an income level
of $9,000 for a sn:‘ﬂe taxpayer (as compared to $7,900 under 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. :
PERSONS UNDER THE AGE OF 65

Under existing law, persons under age 65 need not include their
socin] security or railroad retirement benefits in income and, in addi-

1 Tables 3 and 3 demonstrate the income level at which tax liability under present law
and under the proposal would be the same and adove which tax under the proposal would
be higher than under present law.

3 The new $2,500 xpecial exemption is roughly equivalent to the sum of the 1968 maximum
primary social security benefit 531.800 rounded) and the existing extra $600 msonal
exemption and its related $100 minimum standard deduction. To arrive at the $4, mar-
ried couple's exemption, there is added $000 representing the wife’s rocial security benefit

700 t(x-:mnal exemption and related $100 minimum

and reprerenting her extra $600
standard dedl':’ctlon. wnfth the total l-omu!«{)e $4,200.
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tion, those individuals receiving & pension under a public retirement
system are eligible for the retirement income credit. The proposal
would eliminato 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 wonld be reduced
at the upper income levels in the same manner as the special exemp-
tion is phased out for those over age 65.

BPECIAL PROVISIONS FOR RAILROAD RETIREMENT ANNUITANTS

In addition to his srecial exemption of $2,500, a_railrond 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 $600. For a married couple,
the extra exemption would relate to their railrond retirement benefits
in excess of $2,600, but with an overall limit on the additional exemp-
tion of $600. 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 proqosnl.
They have been added to assure that people now receiving a railron
retirement annuity at or near the current maximum level (which
is considerably greater than the maximum social security annuity) will
not realize a significant tnx increase merely as a result of the inclusion
of their benefits in gross income if they are not affected by the phase-
out provision.

EFFECTS OF THHE PROPOSED CHANGES

Effect on elderly group as a whole

About 3.6 million of the current 4.8 million elderly taxiuyers would
receive tax reductions under the recommendation. (See table 4.) When
the proposal for increasing the standard deduction is considered, all
clderly single persons with incomes below $7,222 and all elderly
married couples with incomes below $12,854¢ would receive tax re-
ductions. 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 peo[iz 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.

TABLE 4.—Number of people affcoted by aged proposal
Income levels below which there would be no tax:

(a) Single $8, 444

(b) Married ceecmmnmeneceacan $6, 000
Number of additional people exempt from tax —— - 600,000
Number of people who have tax reduction but remain taxpayers...... 3, 000, 000
Total number receiving tax reductions...ccacaccaenacccacaan 3, 600, 000
Number of people who have a tax Increage.. ... ccceccemccccnnen 1, 280, 000
The estimated cost of the suggested modification is 80, 000, 000

NotTe.—~The revised proposal would provide a special exemli‘tion of $2.500 for single tax-
payers age 68 or over and f-s.aoo tor married couples both of whom are age 68 or over. These
exemptions are reduced by the amount that income exceeda $6,600 and $11,500, respectively,

but not below one-third of soclal security or railroad retirement income,
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TABLE B.—~Income levcls below swhick tarpayers over 65 wowid have a tar
reduotion and abure which a taa increasc

S8INGLE INDIVIDUALS

Income level
seporaling
tax cul from
incresse?
Maximum primary soclal security benefit ($1,020):*
1. No retirement ncome ereit®. cv oo $0, 607
Average social security benefit ($1,180) : ¢
1. Maximum retirement Income credit®. .. oo oo ecaaane 7.002
2. No retirement income credit® - 17,365
Minimum social security henefit ($660) : ¢
1. Maximum retirement income credit®. .. oo camaeen 7,215
2. No retirement income credit® - wew 7,800
No social security benefits:
1. Maximum retirement incomo credit®. .o oo e oo ceccmee 7,350
2. No retirement income credit®. e e e eccmecacmacanaean 8, 400
m:“'ﬁn:"calculatlons asaume use of the standard deductlon. These levels are higher for

*The maximum which will be recelved by a rignificant number of beneficiaries in 1069,

.N‘{s ;eitgggwm Income credit becnuse soclal security or ralleoad retivement income
excest " N

¢ Average primary retirement benefits for thoxe receiving such hencfits,

* Maximum retirement Income when earnings do not exeeed $1,200 or taxpayer is over
uge 72, No retirement lncome credit when eliminated by earnings.

¢ Minimum primary retirement benefits,

Nore.~~The revisad proposal would provide a special exemption of $2.500 for single tax.
payers age 68 or over and $4.200 for married conples bath of whom are age 6% or over. These
exemptions are reduced by the amount that income exceeds $6.500 and $11,800, respectively,
but not below one-third of social security or railroad retirement Income.

TABLE 6.—Income levels below which tarpayers over 65 would have @ taz
reduction and above wchich a taz incrcase

MARRIED COUPLE, BOTH AGE 65

Income level
aeparating
tar cut from
increase?
Maximum primary and supplemental social security benofit ($2,889)*:
1. No retirement income credit®. .. ———- - -- 11,727
Average social security henefit ($2,015) : ¢
1. Maximum retitement income credit . 12, 269
2. No retirement income credit®.. ca- - 12,483
Minimum social security henefit ($090) : *
1. Maximum retirement income credit®.. ——- -- 12,B810
2. No retirement income credit®... e ————— 13, 510
No social security benefits:
1. Maximum retivement income credit®..... - - 12041
2. No retireinent income credit®. . ..o o mecccaaem 14, 500
it l'll‘,lll: calculations assume use of the standard deduction. These levels are higher for
CMmIzers.

2The maximum which will be received by a rignificant number of beneficiaries in 1089,

3No retirement income eredit because soclal securlty or eallroad retirement income
exceeds $2,280. Axsumex the husband recelves retirement income and wife receives none.

{ Average primary and supplemental benefits for those recelving such benefits.

$ Maximum retirement income when earnings do not excemd $1,200 of taxpayer Is over
age 72. No retirement income creddit when eliminated by earningw.

¢ Minimum primary and supplemental retirement benefits,

Nore—The revized proposal wonld provide a speclal exemption of $2,500 for aingle
taxpayers age 85 or over and $£4,200 for married colples both of whom are age 65 or over.
These exemptions are redu by the amount that income exceeds $6,800 and $11,300,
respectively, but not below one-third of social security or railroad retirement income,
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TABLE T—Income levels below which tarpaycrs over 65 would have a tar
reduction and aborve which a taz incrcase

MARRIED COUPLE, HUBBAND AGE 05, WIFE UNDER AGE 63

i
M.:' cut Irogn
incrcase?
Maximum primary soclal security benefit ($1,020) :*
1. No retirement Income credit®. ... ooeeeeea.. mem—— ot m——— $11, 128
Avernge rocial security benefit ($1,150) : ¢
1. Maximum retirement income credit®..... - 12,496
2. No retirement income credit®..... coeee .o 13, 000
Minimum wocinl security benefit ($660) :*¢
1. Maximum retiremoent income credit®. ..o eeomeeeonnneanana. vee 12,708
2. No retirement income credit®. ..o veedomecancenancnanceeee 13,080
No goclal security henefits :
1. Maximum retirement income credit®. ..o oo ceen e ececeennna 13.210
2. No retirement income credit®. .. eceacceecccmcnmcncnean 13, 300
m'm’ll‘lxncalculmom assume uve of the standard deduction, These levels are higher for

2 The maximum which will be received by a rignificant number of beneficiaries in 1860,
$No retirement Income credit because soclal wecurity or rallroad retirement income

excendn $1,524.

¢ Average primary retirement benefits for those receiving such benefits,

3 Maximum retirement income when carnings do not exceed $1.200 or taxpayer In over
age 72. No retirement income eredit when eliminated by carnings.

S Minimum primary retivement benefits,

Norg.—The vevised proposal would provide a speclal exemption of $2,500 for single
taxpayers age 05 or over and $4.200 for married couples both of whom are age 65 or over,
These exemptions are redu by the amount that income ex«;rds ’6.500 and $11,500,
reapectively, but not below one-third of social security or rallroad retirement income. For
a couple, one under 85, the exemption would he §2, phased out after one-half of income

exceeds $5,780,

A significant number of elderly taxpayers in the group receiving tax
reduction would become completely exempt from tax. This newly ex-
empt group wonld consist of about 600,000 persons and would include
nll single people age 65 or over with income (from all sources, includ-
ing social security and railroad retirement benefits) of $3,800 ! or less
and all married couples where both spouses are 65 or over, with incomes
of $6,279 2 or less,

REVENUE EFFECT

The substitution of the new special exemption for the current tax
benefits for the elderly would produce $490 million in tax reductions
for the benefit of the fower mu’ middle income elderly groups; of this
amount $235 million would go to people with incomes under $7,000 and
$255 million would go to the $7,000 to $20,000 income group. There
would be tax increases amounting to $355 million most. of which would
come from taxpayers with incomes in excess of $10,000 and more than
half of which would come from those with incomes in excess 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.?

1 Thix reflects the special exemption of $2.500, a $600 perronal exemption, and the
recommended new minimum standard deduction of $700,

2Thiz reflectr the special exemption of $4,200, two perzonal $600 exemptions, and the
new 14 percent standard deduction of $570 on $0,270 of income,

3 The $138 milllon loss would be offset in part by an anticipated revenue gain of $63
million annually from persong who would lose dependency exemptions with respect to
elderly relatives. The original lpropoml would have produced a similar revenue gain. Inclu-
slon of rocial securlty and rallroad retirement benefits in an elderl'y person’s gross income
will in many cases raise that income to an amount which exceada the maximum which may
be earned by one who is claimed as a dependent of another. This effect, however, would be
offset in many cases by a proposed increase in the maximum earnings limitation from $600

to $1,200.
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EFPFECT OF PROPOSAL ON INDIVIDUALS WITH VARIOUS TYPES OF INCOME ¢

A single elderly person receiving average aocial security benefits
taking into account the recent increases) may have an annual income
rom other sources of up to $2.650 before he will owe any tax, This

$2,650 of other income will cover the pension receivable by a 30-year
employce under a typical plan providing benefits equal to $8v per month
for each fear of service, as well as 38(56r of investment income (repre-
senting $17,000 of capita'l at 5 percent interest).

Even though he is receiving the new maximum social security bene-
fit, a single person may, nevertheless, have up to 81,875 of other income
hefore owing any tax. For an individual who was earning $7,500
when he retired, this other income represents a pension of 25 percent
of final pay.

A married couple receiving arerage social zecurity benefits may have
an annual income from other sources of up to $4,260 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 abov
a: \gel as &‘2460 of investment income (representing $40,000 of capita
at 5 percent),

A married couple may receive the new maximum social security
benefits plus 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 equaf 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 social 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
benefita, their benefits would have to more than triple over the new

levels before they would owe any tax.

TABLE 8.—TREASURY PROPOSAL FOR REVISION OF AGED TAX RELIEF: DISTRIBUTION OF GROSS REVENUE LOSS
AND GAIN FROM MAJOR PROVISIONS, CALENDAR YEAR 19691

[Ookiar smounts in millions)

New adjusted gross lacome ciass (n thoussads of dotlrs) Eftct o tax
Gross revenue Gross revenue  Net revenue
logs (=) ga(+) offect

¢ Thege examples all assume enactment of the other proposals 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 I7 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 these
would receive tax reductions under the proposal. As a result, approxi-
mately 96 percent of the recipients of social security retirement
fite will either be unaffected or have their taxes decreased under the
proposal. Also unaffected will be the 7 million persons receiving dis-
ability benefits, children's benefits, and death benefits under the social

security system, ‘
EPFECTIVE DATES

These recommended changes in the income tax treatment of the
elderly would take effect beginning with the 1070 tax year.

V-M. REVISED TAX TREATMENT OF THE ELDERLY
TecnNical ExpLANATION

I, INCLUSION OF RETIREMENT BENEFITS RECEIVED UNDER THE 80CIAL S8ECU-
RITY AND RAILROAD RETIREMENT SYSTEMS IN GRUSS INCOME

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 paid to his wife, would be includible
in income for tax purposes. 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 benefits) would be includible in income, This
treatment corresponds with the sick pay provisions applicable to
disability payments received under private plans,

1I. REPEAL OF THE RETIREMENT INCOME CREDIT

Section 37 of the Internal Revenue Code, the retirement income
credit, would be repealed under the Yroposnl. 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 partinlly covered) by the
social security and railroad retirement programs.
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The retirement income credit is, basically, n credit agninst the tax-
,lmyer‘s tax equal to 15 percent of his tirst $1,624 of retirement income.
"he $1,5624 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-
wise qualifies 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
benelits received from a public retirement system, The $1,524 maximum
base is reduced by the amount of socinl security or rilrond retirement

benefits received.

111, REPEAL OF THE EXTRA PERSONNEL EXEMPTION AND RELATED MINIMUM
STANDARD DEDUCTION

The provision of present law which allows each taxpayer over the
age of 65 an additionnl $600 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 exemp-
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, SPECIAL EXEMPTION FOR INDIVIDUALS OVER AGE 68

To replace the tax benefits described nbove, the proposal creates a
new specinl exemption for persons aged 65 or more. To qualify for the
exemption the taxpayer must have attained nﬁo 65 before the close of
the taxable year involved. For a single person the annual specinl exemp-
tion is $2,400. For o 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 applicable in determining marital
status, For married couples where only one spouse is over age 65, the
one over age 65 may qualify for a $2,500 exemption (i.e., the same as a
single person), whether or not a joint return is filed. The one under 65
is not entitled to a specinl exem‘ption but may be entitled to the new
retirement income deduction if she is receiving socinl security, railroad
retirement, or publi¢ retirement system benefits (see item V for descrip-
tion of this proposal). .

The specinl $2,500 exemption for o single person over 68 is approxi-
mately equal to the total tax benefits resulting from the following pro-
visions of existing law, which would be eliminated : )

1. The exclusion from gross income of socinl security henefits in
the amount of the current. (1068) maximum annuity of $1,800
(rounded). ;

2. The extra $600 personal exemption allowable to individuals
over age 65 and the extra $100 minimum standard deduction that is
relnted 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 taxp?ers at any age.

The $4,200 total exemption provided for a married couple both over
65 i 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 benelits in the amount of the current maximum annuity of
$1,800 (rounded). )

2. The exclusion from gross income of the spouse’s social secu-
rity benefits, up to & maximum of $900 (rounded), which repre-
sents the maximum receivable by a spouse who does not qualify
for benetits 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 ?uallfy for the special exemption.
This method of handling the special exemption—which is the same as
that followed for the $600 personal exemption—will permit the stand-
ard deduction to be computed on an income buse which includes social
security or railrond 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 exemption for certain railroad retivecs.—As indicated
above, the nmount of the new special exemption for the elderly is
intended to offset the total dollar nmount 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, railrond retirement bene-
fits, the exclusion for which is also to be eliminated, are considerabl
higher than social security benefit levels, Thus, the basic $2,500 an
$4,200 special exemptions do not provide a complete substitute for
the benefits that would be given up by persons presently receiving tax-
lfl‘eaI railrond retirement annuities at or near the present maximum
evels,

In order to reflect these higher benefit levels, an addition to the
special exem ;»tion 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 addi-
tional exemption in the amount by which their combined basic
railrond retirement benefits exced $2,600, but with an overall lim-
itation of $600 on this additional exemption. Each spouse is en-
tlt]e.-(fl“tc:1 one-half of this additional exemption if separate returns
are filed.

Limitation—The allowance of the special exemption is limited to
taxpayers at the lower and middle income levels, This limitation would
operate s follows: For a single person, the special exemption (as
incrensed for excess railrond retirement benefits, if any, as described
above) is reduced dollar-for-dollar by the amount of his adjusted gross
income in excess of $8,500, However, the exemption is never cut back
to a figure below one-third of the basic social security or railroad retire-
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ment benefits he has included in his income for that year. This repre-
sents & 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 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
adjusted gross income.

or a married couple filing separate returns, the cutback is applied
separately to each spouse’s exemption but on the basis of their com-
bined incomes. That isi 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 bein
included in income under the bill will also be included in the adjus
gross income base for applying the cutback provisions,

V. 8PECIAL RETIREMENT INCOME DEDUCTION FOR PERSONS UNDER AGE 608

In addition to the special exemption provided for persons over 65,
each individual under age 65 would be entitled to & deduction equal to
the amount of social.securig, 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 $1,800 ceiling on the deduction more than maintains the present
maximum retirement income credit base of $1,5624. .

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 more than $1,600 of benefits received
by one of the spouses. For example, if & retired teacher under ago 65
is receiving an annual pension of $2,000 and his wife, who is also
under 65, receives no social security, rnilroad retirement, or public
retirement system benefits, the husband may qualify for a deduction
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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, railrond retirement, and public retirement pensions)
which is includable in income and then offset by the new deduc-
tion will not be included 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 produce 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-
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
$1,600 retirement income deduction ceiling will be reduced dollar-for-
doha; 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 gross income. In the case of a
married person filing separately, the cutback is applied on the basis
of one-half of the combined aafusted gross income of both spouses.

VI. FILING REQUIREMENT

Under existing law “x:egerson age 65 or over must file a tax return
if his gross income exceeds $1,200, As a part of the present proposal,
this re«buirement can be raised and a person 65 or over will only be
required to file n tax return if his income, together with his spouse’s
income if married, exceeds $3,400, The $3.400 amount reflects the
income level below which no individual will be taxable.

VIl. DEPENDENCY EXEMPTIONS

A taxpayer may claim a personal exemption for any dgsendent
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
¥nored because they are not included in gross income for tax purposes.
his would no longer be true under 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 b
their children or by others could no longer be so claimed, This result
is not improper, since social security and railrond retirement benefits
are as much economic income as are private retirement pension bene-

1 A apecial rule is provided for the application of the new retirement income deduction
in such a manner as to avold treating residents of community property States any more
or less favoradbly, as a result of the application of community property law, than all other

taxpayers.
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fits. Nonetheless, in order to prevent in many cases the loss of a de-
pendency exemption by relatives who support an elderly social secu-
rity 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,

1X. APPLICATION OF SECTION 1341

Under ])msent law, & 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 involvin
very small amounts), has proved restrictive in many situations, whic
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 1341 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
cvenly over the {ear, withholding obviates the need for employees
having to make large lump-sum payments of tax at any one time.
As a consequence, withholding nlso 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 to
withholding if the employees and 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 & requirement of mandatory withholding in all these situa-
tions may not be feasible at this time, the proposal provides that in
situntions where both parties want it, withholding for tax purposes
will be made available on a voluntary basis.

More 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 pension or profit-sharing benefits.

Once an agreement 18 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 withholding 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,
EFFECT 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 situat ionls_xi 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.

~-N. VOLUNTARY WITHHOLDING PROVISIONS

Trennicar. ExeraNATION

Under existing law, the requirement of income tax withholding
is imposed only on persons making payments which constitute
“wages” s 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 n
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,

Under the present law, voluntary private agreements between em-
gloyer and employee, permitting the employer to set aside amounts

rom each paycheck for use by the employee in paying taxes, are not
a fully satisfactory solution to this problem. For example, in such
n case, 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 the withheld amounts were to be lost while in the employer's
hands, the employee would nevertheless remain linble 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 promulgate regulations providing for income tax withhold-
ing from remuneration for services which does not constitute “wages,”
as defined in section 3401 of the code, The authority to withhold would
up{)ly in those cases in which both the person paying and the individ-
ual receiving such remuneration agres voluntarily to such withhold-
ing, and in which the withholding agreement conforms to the require-
ments which would be provided by mg:xlatlons.

In cases in which a volunta, withholding agreement is executed,
the remuneration covered by the agreement would be deemed to be
“wages” for purposes of the provisions of the Internal Revenue Code
which relate to the collection of income tax at the source on wages,
Accordingl(, the employer would be liable for the timeHr payment to
the Federal Government of amounts which are withheld pursuant to
the voluntary withholding agreement, Further, the amounts withheld
would be credited to the recipient of the remuneration s g ayment
against his Federal income tax liability, The provisions of the code
relating to penalties for nonpayment to the Government of withheld
amounts, and the provisions relating to information documents regard-
ing wages paid and amounts of tax withheld are likewise applicable
to remuneration covered by volunta w1thholdin%eagreements.

The amount to be withheld would normally computed on the
hasis of the regular withholding rates or tables, However, as in the
case of mandatory withholding, the employee conld request the with
holding of additional amounts

Voluntary withholding agreements may be entered into whether the
remuneration paid relates to present, past, or future services, Accord-
ingly, voluntary withholding agreements can be entered into with re-
spect to annuities which are paid under an employees’ pension plan,
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VI-A. MULTIPLE CORPORATIONS

GENERAL ExXPLANATION

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
designed to help small corporate businesses.

e congressional intent underlying the surtax exemption was
clearly expressed by the Senate Finance Committee in 1950 when the
gresent system of a sit:’gle surtax exemption was substituted for the

hen 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 & 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 corm(;
rate units are arranged so that most of them have less than $25,
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 $235 million which goes to larger enterprises not
intended to be benefited by the surtax exemption,

1904 LEGISLATION

The Revenue Act of 1964 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.! In order to
prevent this rate reduction from increasing even further the advan-

claimed by multiple corgorations, the Revenue Act of 1964 con-
tained provisions designed to deny the increase in the value of the sur-

*The figures presented herein do not reflect the 10-percent surcharge.
1 The value of the surtax exemption is a constant amounnt for all eosso;nﬂom that ntd’liﬁ

it fully e&t;sl to the amount of additional tax on $25,000 that would have to be
that were taged at the higher rather than the lower rate, Before the 1964 rate

at $26,
reduction the value of the surtax exemption was 22 rmnt (33 percent less 30 percent)
times $26,000, Since the 1064 rate reduction became fully effective the m‘;alne of the surtax
exemption has been 268 percent (48 percent less 23 percent) times $35,000,

(241)
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tax oxemf)tion to ostensibly small corgorations which were in reality
parts of larger corporate complexes, Generally, controlled ?'ronps of
corporations (corporations related throu;;h 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,

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 pre-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 gronps elected to
claim multiple surtax exemptions and pay the 6-percent penalty.
The net savings to these J;roug, after allowing for the additional
6-percent penalty required to be paid and the surrender of certain
tax advantages which can be obtained only b, groups agreeing to
share one surtax exemption? was more than %1 0 million, On the
same basis, the tax savings nt 1968 levels would be $235 million,

. The remaining 60,000 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 thess corporations retained $379
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 groups 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, .

Moreover, the use 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 clnim multiple surtax exemptions rose to 118,000, an increase of
nearly 14 percent over 1964 levels.®

Perhaps even more significant than the estimates of e::ffregate reve-
nue losses, however, are the substantial benefits obtained in individual
cases, For example, in one actual case a single ;‘mrent corporation with
516 wholly owned subsidiaries claimed multiP e surtax exemptions in
1064, If each corporation had $25,000 of taxable income, the tax savings

8 0f course, nothing in this change created a right to multiple surtax exemptions where

none existed prior to‘tio change )

8 Parent-subsidiary controlied tmmrm a:selng to share one aurtax exemption are en-
titled, under other provisions of the Internal Revenue Code, to recelve intercorporate divi-
dends among membera of the ogmun without tax. and. upon fillng consolidated returns to
offset losses among members of the group and make fuller use of inveatment credits.

¢If a group comprised of two corporations had a total income of $50,000, sharing one
exemption would result in a 50-percent reduction in the amount of the exemption avallable
to the group. On the other hand, an was ntly the case :}nons a large number of
‘mum orxolnﬁ multiple surtax exemptions, if the total income of the group is $25,000 or
”-'h&“:%’é’&é’:’. %lf by sharing one surtax exemption.
¢ The total number of corporations filing tax returns increased by only 0.05 percent,
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of this iroup would have been $2,580,000 or 42 percent of the tax they
would t'mm paid had that enterprise operated through a single
corporation,

oreover, it is not necessary to break a business down into so many
separate corporate units in order to obtain substantial tax benefits, For
example, & 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 corgomte income. On the other hand, if that business is
able to operate through one parent corporation and three subsidiaries,
it can reduce the effective rate of tax (including the 6 percent penalty)
on $100,000 of corperate income spread equally among the corporations
to 28 percent.

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.” 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 &
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 EXPERTENCE UNDER THE 1904 CHANGE

In 1968, in connection with the Treasury recommendations for the
elimination of the multiple surtax 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 extonsive use of the multiple surtax exemp-
tion device continues, Of the 85 actual cases studied, only 5 groups (or

* For pu s of this analysis, & controlled group of corporations is considered as one
buniness en!l less of the number rate unite into which it is divided.
$The remﬁniw» ths filed consolidated returns or agreed to share one surtax

exemption.
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9 percent) representing 521 (or 8 percent) of the 6,300 member cor-
rations chose, for one reason or another, to share one surtax oxeml)-
ion per group. Thirty-nine %mups (or 71 percent) representing 5,710
member corporations gor 91 percent) elected to continue claiming
multiple surtax exemptions upon the payment of the 6 percent penalty.®
Of the 89 groups electing mult(ifle surtax exemptions, 29 increased in
numbers of corporations included in the groups over 1063 levels, Of
these, four groups more than doubled in size with one increasing from
35 to 159 corporate members, The average number of corporations in
the 89 groups claiming multiple surtax exem?tions 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 the use of this device.

PROPOSBAL

The Eeropospl would restrict the surtax exemption so that only one
would be available to each business entity (i.., “controlled group of
corporations”) regardless of whether it is operated as one or a grou}‘) 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.

In the second year, 250 surtax exemptions,

In the third year, 100 surtax exemptions.

Inthe fourth year, 50 surtax exemptions,

In the fifth year, 28 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-
duced 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 $256,000. 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:

* The remainin m:&o dissolved, merﬂed. did not At within the controlied group definition
adopted under the 1 rules, or fell in a mincellaneous category. No information was
available for one of the two groups placed In the miscellaneous ca OROI’{. With respect to
the other, the 1063 p apparently consisted of two or more groups in 1984. One such
e St T4 1008 o0 Fepomde 1 v sk ko e 100 Iatat 13 0
exemptions. 8ince the u n .
plaeeﬁ in any of the move‘?itgmrlu. erefore, th‘e’eonﬂnued use o mnlt?ple surtax

emptions {8 somewhat understated by the above figures,
ox”m& c:nru..othe maximum numhe’r of mm:‘gxempuona allowed by the transitio

schedule would not create a right to multiple surtax exemptions where they are not avail-
able under present law.
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(1) Pamnt-subaidiargogMupa.—A roup 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-
ar[»;sgog'porutnoxu constitutes a }mrent-subsi lary group, And if the
subsidiary owned 80 percent of another corporation, that corpora-
tion would also be included in the parent-subsidiary group. ere
i8 no change in this definition from present law dealing with
multiple surtax exemptions.

(2) Brother-sister grou;m.—-A group of corporations in which
five or fewer persons'® own, to a large extent in identical propor-
tions, 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 penalt
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
&{ each c]:rporation before the group of corporations is subject to

he penalty.

However, in order to insure that this expanded definition of brother-
sister controlled ou({) applies only to those cases where the five or
fewer individuals hold their 80 percent in & way which allows them to
operate the corporations as one economic entity, the proposal would
add an additional rule that the ownershi{) 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.

us, even where the 80-percent ownershi&ctest is met, the brother-
sister definition will not apply unless the stockholdings of the indi-
viduals in the various corporations also 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:

Percent of stock Porcent of identical
ownership ownership
Corporation Corporation
Y 4 Y b4
Sharsholder:
ool ] ] $
TOUl. oeeneeriiieeecatieetecsansessonsaccees [ ] [ ] [ ] 80

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
stockholdings in the two are identical only to the extent of 45 percent.

1% “Peraons” in this discussion refers to individuals, estates, or tusts.
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Similarly, B’s stockho ldi%gu are identical only to the extent of 85
t. Together A and B hold 80 percent each of Y and Z and the
percent test is met: Thus, in this example, Y and Z are members of

s brother-sister controlled group.

Expanding the 80- t ownership test from one person to five will
close the present opportunity for avoidance of that 80-percent
test. However, adding the 50-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.

AVOIDANCE OF RULES THROUGH EXEMPT ORGANIZATIONS

Under present law, some taxpayers might seek to avoid the per
centage of ownership tests through use of controlled tax-exempt
foundations, For exumpl& an individual who owns two corporations
might seek to avoid the 80-percent portion of the brother-sister con-
trolled group test by tmnsfen'inlg & 21-percent stock interest in one of
the corporations to a nonstock !* tax-exempt foundation which he, or
interests related to him, controls. In order to eliminate this opportu-
nity for circumventing the percentage of ownership test for parent-
subsidiary and brother-sister controlled groups, a provision would
be added disregarding stock held by such controlled tax-exempt foun-
dations when appliv:rxgttheao tests, Thus, in the above example, the
21-percent stock 1n 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, ,

OTHER TAX BENEFITS 170 WHICH THE PROPOSAL APPLIES

Whilethe surtax exemption is the major benefit, it is by no means the
only benefit claimed in multiple form by controlled groups of corpora-
tions. The other tax benefits which would be similarly restricted by
the proposal (under the same 8-year transition rule) are:

(1) The $100000 minimum. accumulated earnings eredit.—Under
present law, a corporation which unreasonably accumulates earnings
and profits in order to avoid the dividend tax on shareholders is subject
to 1 ;::galt.y 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 & 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 cot;lporate form as a device
to accumulate large amounts of earnings and profits sheltered from
the tax by the multiple “minimum” credits.

(2) The small business deduction for life insurance companies—
Under present law, life insurance companies are allowed » small busi-
ness deduction of 10 percent of investment yield, up to n maximum
of $25,000. As with the surtax exemption, this provision is intended

U The constructive stock ownership rules of existing law might preclude the use of
foundations organised in corporate form with outstanding stock.
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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 large enter-
prises which divide their incomes among several corporate entities.

3. Investment oredit and_additional depreciation limitations—In
addition, the following adjustments in the present restrictions on
multiple-investment credit and additional first-year depreciation de-

duction limitations would be made under the proposal :
(8) Investment oredit—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 limitation 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 of used equipment.

In order to prevent avoidance of these limitations by controlled

ups of corporations, certain parent-subsidiary groups of corpora-
tions are now limited to one of each of these special provisions for the
group. The Kro‘fosal 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.

(8) Additional first-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 Frovision is designed as an aid to small busi-
ness, the aggregate cost of property 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 traly amall businesses, certain parent-subsidiary
groups are presently restricted to one $10,000 limi¢. The proposal would
extend this policy by apﬁlying 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.

REVENUE

This provision after the transition period will increase Federal reve-
nues by $235 million a year.
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EFFECTIVE DATE

These provisions would become effective for taxable years beginninﬁ
after December 31, 1069, ‘Thus, the transition period would start wit
taxable years begmmng in 1970 and would end with taxable years

beginning in 1977,
TABLE |.—ESTIMATED BUSINESS ENTITIES AND NET INCOME. BY METHOD OF FILING, 1965 RETURNS

(Dollar amounts in millions)
Business entities ! Net income Logal entities
Method of filing Number Percent  Amount Percent  Number  Percent
Tolol2 e s 1,000,354 100.0  $70,770  100.0 1,206,824 100.0

Indllvldualeomum......... 1,004,284 8.7 16,891 8.8 1,042 8.4

Controlied filing consolidated
returng ‘c'm &uu"'unm surtex
Comonmdm:}ah‘i"""hi"'ﬁh ......
surtex exemplions............... s 32,

324,500 23 3,2 @0o 1040 10.5
600 20 18,621 23 140 9.1

1 For rmoltbommiummlw’ of corporations s counted as One business entity regardiess of the
number rate units into which it is di 5
2 Does not include life insurance companies or those qualifying corporations electing to be taxed as partnerships,
3 The number of groups filing con ted returns and the number of subsidiaries is known. There is no direct data on
the number of non-consolidated groups voluntarily agreeing to share one surtax exemption or the number of groups
of separate corporations in each of thess co is

electing myltiple wr:’x exemplions. ver, the total number
known. The number of groups in these categories has been estimated by assuming that the average size of 8 group s the

same a3 it Is in the consolidated return category.

TABLE 2.—-METHOD OF FILING TAX RETURNS IN 1964; 55 ACTUAL CONTROLLED GROUPS OF CORPORATIONS
UTILIZING MULTIPLE SURTAX EXEMPTIONS PRIOR TO THE REVENUE ACT OF 1964, WITH NUMBER OF

CORPORATIONS IN GROUP

Number of corporations in group

1963 1964
Mﬂw of filing
in 1964; 1963 l’aru-t- Brothere  Parent-  Brothere
€a3e number subsidiary  sister subsidiary sister
Summa
AL G OGS, ... v eeeerenn 5168 6,292
Mzmph SUTtAK OXOMPHON ..........ceeeiiiiiiiiiieiieieiaaaas 4,201 L %))
39 groups).
Sii '?“mimplm eeeraneseceiesnnessnterareraaraeennanecan 21 5
N e e ) 52
Electing multiple surtax exemptions: Total............................. 4,201 5,719
Detail of cases
Nature of business
ereeiserereeenne-.. Retailsaloof food productsthroughstores.. ... ........ ) 2
b stieol beer. s B nd ood at whoreaale 1212 i } L
ST Opaeration of a chain of stores in 10 States. In 8 .......... 60 ...
addition operations include fesder-plants
to produce many products.
| IO Own and operate spartment buildings................... ... “
L T, Cotporations lease transportation oqulpm?s .......... 2........
10 the stockholders, plus furnishing facil
ties and repair services related there
8eeeeenneaeenn... Manutacturer and distributor of textiles. I 05 .......... kL R
:g mu'mlnol mllnc?othium?:s..“
f [{
[ ST Beauty salons located threughout the United 9 .......... ...
eeerrreenana.e toxicabsindety........oocveeeeee. 30 coiiiiiinna 33
| e o L e | W
r of States. -

..........................................................

See footnotes at end of table.
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TABLE 2—~METHOD OF FILING TAX RETURNS IN 1984; 55 ACTUAL CONTROLLED GROUPS OF CORPORATIONS
UTILIZING MULTIPLE 'SURTAX EXEMPTIONS PRIOR YO THE REVENUE ACT OF 1964, WITH NUMBER OF

CORPORATIONS IN GROUP—Continued

Numwolmnmﬂmhmup
e e e P il A
1963 1964
in l#"l"’&u Pmnl- Brother-  Parent  Brothere
¢33 DUt subsidiary  sister subsidiary  sister
Nature of business
. ig ................... Retall furniture stores in severalcities. ................ ] u..........
................... mg stores st several hundred locations, ... s
olated mmi::‘mmm:-tmmu
[ SN mrlftndwhﬂmhdmm"lmm»- M. ..
such a8 applisnces and housewares,
................... NONCODUSIAGSS. ... eeeeennennnnnennns [} I L U
clulnmmunm ................................ ] a
................. wundluudml teincon .......... @..........
xw m nd
28 . Chainof s umodinmmmulu .......... ¥.......... n
wwmln‘duc leu rship

to L]
mu and operstion of 8 radio
st insursnce company, snd &

real o8 ummy.
ﬂmm DUSINGSS. ......oorninnnraniinnnas
mnmmnauuomd ...........

un m ﬁﬁiiifs' of dry good: 5. 'fﬁi'
nhl pmt u:u“‘
pmeee more Nsn mm.
22 Chaln of fetal stares selling 'g]it' itoms. .. ..
.. Personal loans throu 90
,.'.‘21 sum“ Spprocimaloly
in o:‘dsmu ...................
m o goners) merchandiee soreh.. ..o
:'m ....................
general merchandise stores....... .
» “l :'ms,“.‘mmm financing ‘and
various types
Queecieanrnciennns Sale of food, and uhtod Homs
uumﬁ"' mg." muilm. n addition

rm nding uodum m many~
actured md ogamd music is prov
ou n coomct

F n .
uﬁu'l :.ult:u [ T O Oy i 521
[ TR, Beverspes. Subsidmy eompaulu distribute | | RO | [ S
pmnt €0 ns't,:
| | TV Imomndeommmial finangs 18.......... 195 ..........
lu. 8 ucwm, Other activities include
redit, un'u numuobm. m] lile lnsunra
lm manufactu rlm.
plmlc Mucu. and hoa M.z'meﬁ nery; m
bl.
conml mmndlu mm ................. 6....... i ’

- eumn. ............
. cee Gh&l: repair sbm.ktlv lmlm covessasin 1l
: opmuunol

Othar: 8 Tolal.. .. oo i iiiinneannatencencansacessescssassasencosantsnsennscncn

* o0 footnotes ot end of table.
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TABLE 2.~METHOD OF FILING TAX RETURNS IN 1984; 55 ACTUAL CONTROLLED GROUPS OF CORPORATIONS
UTILIZING MULTIPLE SURTAX EXEMPTIONS PRIOR TO THE REVENUE ACT OF 1984; WITH NUMBER OF
CORPORATIONS IN GROUP—Continued

Number of corporations in growp
Mathod of Aling s -
in 1964; 1963 Parent- Brother-  Parents  Brother-
¢a30 number subsidiary sister subsidisry sister
Nature of business
) U Chain of restaurants. In addition, calering .......... o]
Services are olg?d ton. " o @
| | P Retail stores at several hundred locations. .......... | L SO
Related activities include feeder-type planis
10 produce merchandise.
- T e, e
3
o ot oods sad Wpplies ot wholesai "
Weeeeeeninans Milling; storage snd sale of grain, feed, and Trmmmmmm——
ua;' le grocery; Seclessie drug
{tems, and sundries; oll production; truck-
ln'c: and wholesale paper products.......... § » 1 40
kT ST, Cha nduuummmmnm,ru-
facturing ml:mu produce some of the
morchandise lor the retail stores as well
83 merchandise for other distridutors
38.........ceeaee.. Chainof variety stores............. .
lg ... Chain of general merchandise stores.........
4.. ..o Seloof paint produets......................
L} R distribution of food products as
woll as operating retail tood stores.
[l R Sale of new and used cars in 3 locations, as .......... 10 oo

wall a3 suto financing and insurance, auto
repairs, car and truck rental, and real estate

rontsl.
80................... Buying and developing unimproved resl .. ....... (.
estate as well as building and selling resle
dentisl houses.

1 01 the ? g‘ouos in this category only 1 (#8) elected to share s single surtax exemption, the 4 others fled consolidated

retuins in
Phisincludas 11 of tha original 55 cases. Of these, | (#18) apparently consisted of 2 or more groups in 1964, | of which
data are unavailable

olected 8 single surtax exemplion and the othars multiple surtax exemptions. For another WN
The tmnnluumumd groups selected in 1963 had either nmm or were dissolved by 1964,

3 Not avails
VI-A. MULTIPLE CORPORATIONS
TrenNoan Expranation

Av BURTAX EXEMPTIONS

1. Present law.—Existing law provides for a two rate structure for
corporate income tax with the lower rate, called the surtax exemption,
applicable to the first $25,000 of corporate income. Many large cor-
porate organizations carry on business activities through a series of
separate corporate entities, dividing the total income of what is in
reality one large enterprise among numerous corporate entities, ench
one of which claims 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 specified ways) must share one
$25,000 surtax exemption, or elect to continue claiming separate surtax
exemptions upon payment of a penalty tax of 6 percent of the first
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$25,000 of income of each corporation, This d)enalty tax has only the
effect of reducing the surtax exemption benefit from $6,500 to $5,000,!

2, General description of recommendation.—The proposal would
limit, gradually over an 8-year transition period, corporations which
are members of a parent-subsidiary or brother-sister 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. Specific provisions:

(a) Limitation of surtax exemptions—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:

Taxable years including the first Dec. 81 after N tne ovemntions!
Jan. 1, 1070. e cecnncnenmcccnnaann ——— - 800
Second Dec. 31 - 250
Third Dee. 81.. 100
Fourth Dec. 8l cccemeccnncan - 80
Fifth Dee, 81....o.... : Lo
8ixth Dec, 81 ommoomes T 10
Seventh Dec. 81 ceeemmemmn———. lli

Eighth and subsequent Dec, 31's -

During the transition period the present provision for election to
claim multiple surtax exemptions upon payment of the 6 percent
pemnlty would be continued, subject to the maximum number avail-
able under the transition scfnedu o, For example, in the fourth year,
n 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 pay the penalty of 6 percent of the
nmount of income ( 602%25,000-= 1,250, subject to the surtax ex-
emptions as provided under existing law. The penalty would be al-
located to ench member to the extent that it claimed a surtax exemption.

(b) Allocation of surtaw exemptions—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 plan consented to by all members of the group.
The group would be allowed to change the plan from year to liweear
if all members consented. In the absence of consent by all members,
the surtax exemption would be allocated equally. During the transi-

! The value of the surtax exemption is a constant :mo&% fto: :ll corporations tg:t utll(}hl;

it tully equal to the amount of additional tax on would have to A
that :25’.800 were taxed at the higher rate than the lower corporate rate. The valuepof the
surtax exemption, under existing corporate rates, in 26 percent (48 percent less 22 percent)

times $25,000, of $6.800
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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
toany one corporation,

. (¢) Definition 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-subsidiary
or brother-sister controlled group.!

(1) Parent-subsidiary controlled group—The present definition of
n J)amnb-submdlury controlled group—coprorations connected through
80 percent stock ownership, either directly or through one or more
nlttermedmry corporations with a common parent would remain un-
c la 1]

(2) Brother-sister controlled grouz».-—-Pmsent 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 cfmnged so that a group of corporations would
constitute a brother-sister controlled group if (1) the same flve or
fewer persons own at lenst 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 corporation considering a rarticu ar 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
a8 o 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 f:ercent- of the second.

art (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 owned by 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.

! There are two minor kinds of controlled groups, (1) combined groups consisting of three
or more corporations each of which {8 a member of a parent-subsidiary or brothersixter
vontrolled group and one of which is both a common parent and a hrother-sister corporation,
and (2) certain insurance company groups. Membership in both types depends in nart
upon membership in a parent.subsidiary or brother-sister controlled group. Therefore, theve
groups are affected by these proposals in the same manner as parent-subsidiary and
brother-sister controlled groups and are not independently discussed herein.
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The following two examples illustrate the operation of this two-part

test: EXAMPLE 1
Percent of stock ownership (pL. 1) Percent of identical ownership(pt.2)
e e~ e~
s'mg;‘;‘;':.:'?f:::::::::::::::::::::::::::::: i A 3 A
Total. e ooeennnneeienencreceersccences 100 100 L] 85
EXAMMLE 2
Porcant of stock ownership (pt. 1) Percentof Kdentical ownership(t. 2)
Corporgion  Comporgiog  Comorhion  Cormaratg
s'mx(g:‘:'gf:::::::::::::::::::::::::::::: 3 8 B 8
Total. e eeieeieiinncceneccnneacanse 100 100 4o Q0

In both examples, individuals A and B together own 100 percent of
both corporations. Thus, part (1) of the test is met. However, under
'mrt (2) of the test, the stock holdings of A and B are restrxcte& to the
owest qercentuge of any member to be included in the grogp Thus, in
Example 1, because stockholder A owns only 80 percent of Corporation
No. 1 he is considered to own only 30 percent of Corporation No. 2.
Part (2) of the test is satisfied in Examrle 1, but not in Example 2.
Consequently, the corporations in Examﬁ e 1 would constitute a broth-
er-sister controlled group while those in Example 2 wouldnot.

‘(d) Eocluded stock—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 ! 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 certnin employee pension plans) is treated as if it were
not outstanding for purposes of applying the Eeroentage of ownershi
tests involved in the parent-subsidiary and brother-sister controll
group definitions. However, for these rules to apply, one person must
own at least 50 percent or more of the voting power or value of sha
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

! The constructive stock ownership rules of existing law might preclude the use of founda-
tions organised in corporate form with outstanding in some cases,
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stock holdings would be ignored for purposes of applying the con-
trolled groupg(sleﬁnit ions, Ilf‘tlhe pamnt-gubsidiary c.asg, sz)‘yk owned by
such an organization would be ignored if the organization is controlled
directly or indirectly by (i) the parent corgoration or subsidiary cor-
L)omtion ii) an individual, estate or trust who is a principal stock-

older of the parent corporation, ( iii} an officer of the fanpn 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 exemss)‘tlon 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
wheth?& or not legally enforceable and regardless of the method by
‘vhich dontrol is exercised or exercisable,

In thp brother-sister case, stock in a corporation owned by an exemJgt
organization would be ignored if such organization is controlled, di-
rectly or indirectly, by 53 such coq')oration, (ii) an individual, estate
or trust who is a principal stockholder of such corporation, (1ii) an
officer of such corporation, or (iv) any combination thereof, “Principal
stockholder” and “directly and indirectly controlled” would have the
same meaning as those referred to above, In addition, the 50 percent
stock ownership requirement for application of the excluded stock
rules would be 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.

B. OTHER TAX BENEFITS8 TO WHICH THIS PROPOSAL APPLIES

1. The $100000 Minimum Accumulated Earnings Credit.~Section
b85(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, l&v permittin eamin&;s and profits to accumulate instead
of being distributed. The tax does not apply to eaynings and profits
of the taxable year which are retained by a corporation for the reason-
able needs of the business. Furthermore, even if reasonable needs are
not 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 &)enalty
would not be imposed on those groups claiming multiple benefits dur-
ing the transition period.

e one minimum accumulated earnings credit available to a grou)i,
after the transition period, would first be allocated evenly to eac
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 accumulations.
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.

he restrictions on the number of minimum accumulated earnings
credits would apply to parent-subsidiary controlled groups as defined
u}iliger present law and brother-sister controlled groups as defined under
this proposal.

2, Thf"?}mm on the Small Business Deduotion for Life In-
aurance Companies.—Under present law, life insurance companies are
allowed a small business deduction of 10 percent of investment yield,
up to & maximum of $25,000. Present law does not restrict, solely on
tha basis of membemhi? in a controlled group of corporations, the
number of these limitations that can be claimed. 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 applicable 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 J)rovided for
allocating the $25,000 limitation on the small business deduction for
life insurance companies, However, consistent with the substantive
Srovxsnon itself, no one member of the group would be entitled to a

eduction of more than 10 percent of its investment yield, which is
the limitation imposed under present law,

As with the minimum accumulated earnings 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. Investment Credit—The investment credit provisions allow
a tax ;ger to use his investment credit to offset 100 percent of the
first { 1000 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 his cost of acquiring used proK.erty in the computation of his in-
vestment credit. rEomtlons which constitute a parent-subsidia
5roup, defined somewhat differently than the parent-subsidiary defini-

on 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. The pro&oml would conform the

arent-subsidiary definition to that 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 }l))l' carrying 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 {m depreciation—~Under present law a tax-
payer may elect to take, as a depreciation deduction, 20 percent of
the cost of certain qualified pro;')erty in the year the Yroperty is
acquired. The aggregate cost of the property subject to this special
provision is limited to $10,000 per year, Corporations which constitute
n parentosu.bqidml?lv 'gnpup, efined gomewhat differently than the
parent-subsidiary definition contained in the multiple surtax exemp-
tion provisions, are restricted to one $10,000 limitation %er group.
The proposal would conform the parent-subsidiary definition to
that used in the multiple surtax exemption provisions and extend
the present law restriction on multiple additional first-year deprecia-
tion deductions to brother-sister controlled groups ns defined under
this proposal. This restriction would make use of the definitions and
special rules under the surtax exemptiou 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. EFFECTIVE DATE

These provisions would become effective for taxable years beginning
after December 81, 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

GENERAL EXPLANATION

Background and present law.—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 pro&uction
payments has rapidly increased, both in the number of such trans.
acfions and in size. The reported amount of so-called ABC transactions
in 1066 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
pavments. In 1965, the reported carved-out production payment trans-
nctions totaled $214 million. But in 1966, this amount had more than
doubled to a figure of $540 million, This repre-ented a revenue loss to
the Federal Government of $70 million.

Tt 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 derle-
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
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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” a production
gaqunt from his interest and sell it to an outside party, often a

nancial 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 Eroduction 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 the 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 %ercentage
depletion allowance than Congress intended to grant. In the case of
percentage depletion, the ]])resent rules [irovide 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
proi)erty. 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 n lead mine which it operates at a

rofit 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 $2,300,000
(123 gercent 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
1ts mine in a normal manner it would pay Federal income taxes of
approximately $240,000 and ¢he 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 (23 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 sale.! While the company
will pay Federal income taxes in the year of sale of approximately
$2.3 million, these are claimed as refunds in the following year when
the company will claim & 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 fore{sn tax credit, the inveatment credit, loss carryforwards, and loas
deductions can all be circumvented by the sale of production payments,



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
approximately $480,000, Yet for its book purposes it has continued to
sﬁow n $1 million operating profit, Kach year the corporation repeats
this cycle, it can continue in a tax-free status. ‘

The net result of the use of production pnyments 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

ter if, in the above exnmple, the corporation had nondepletable
income to absorb the unused portion of the “loss” in the year of the
payout of the production payment, .

The use of another form of production payment—the retained: pro-
duction payment—has also in recent years given rise to greater in-
crensed abuse of the tax laws governing the extractive industries,
especially in connection with the so-called ABC transaction, In an
A% transaction A, the owner, sells a mineral property to B (who
will own and operate the proper(zznfor a small downpayment, and A
reserves a production payment (bearing interest) for the major For-
tion of the purchase price. A then sells the production payment to C
who is often a bank, & tax-exempt charity, or pension fund. A realizes
cagiml gain on the sale of his interest to & and B.! C receives income
subject to depletion (normally cost depletion sufficient to climinate
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 apphe(i to the production
payment.

his 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
lnrge percentage of the net profits to be derived from the operation of
the conl 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 conl Fmpert ies and naid over to the holder of the production
nayment. This feature alone represents a Federal income tax saving to
the oil company of approximately $175 million over the payout period,
oran annual tax saving of between $10 million and $18 million per year
depending on the actual length of the payout poriod. (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 conl

$1f A in a corporation even the tax on the gain may be deferred iIf the corporation
liquidates under sec. 837.
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ropertiea:ineo the company was liquidated under section 337 of the
nternal Rovenue Code. And, as noted, no income taxes at all will be
paid on the $460 million of profits derived from the coal lands by the
oil company.
Asa result of these situations—
There is o distortion of the Federnl 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 i8 an undermining of the confidence of the average tax-
payer in the efficiency and fairness of our tax system,
here is an annual revenue loss of at least $200 million to the
Federal Government. e
To remedy these problems, the proposal would in general treat
rroductlon payments as loan transactions, Such treatment recognizes
hat in fact production g?iyment transactions are financing trans-
actions—in the case of ABC transactions, the production payment is
akin to a purchase money mortgnge: in the case of a carved-out pro-
duction payment, the transaction is treated as an ordinary mortw-
loan arrangement. The result is that the income and exgenses of t
mineral proporty will be matched in the same year and the distortions
now being experienced will be eliminated.

OPERATION OF PROPOSAL

Carved-out production payments.—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-
orate that income. This result will be accomp ished bal 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 mineral 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 produce a proper matching of income with the
::germ incurred to produce that income, and will conform tax pro-

ures to sound accounting practices. In a recent report on the ac-
counting practices of the petroleum industry, all but one of the major
oil companies participating in a survey conducted by the American
Petroloum 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 gus extraction, this can 911]{ be
done when the lifting costs are known. The proposal here will thus
conform tax accounting practices to sound book accounting procedures.
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This proposal will also correct an existing dispnrate treatment of
groductxon payments. Under present rules, if the “seller” of the pro-
uction payment guarantees the pnyout of n production payment, the
transaction is treated as a loan, The seller does not report the proceeds
n8 income in the year of “sale”, and he pays out the production pay-
ment with depletable taxable income. This same result will now obtain
whether the production payment is guaranteed or not.

ABC transactions and retained production payments—In the case
of ABC transactions, the retained production panyment will be treated
a8 a loan—similar to a purchase money mortgage—used to acquire full
ownership of the entire mineral property. )

Thus, the purchuser 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 proposal will provide a proper matching of income and ex-
penses 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 entive unencumbered mineral interest. This result also
accords with sound nccounting 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 differentiunte the tax treatment of these
tinancing transactions, and the proposal renches this result.?

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-

»enses, These decisjons are a correct interpretation of present law.
owever, even with capitalization of lifting costs, problems remain

which this proposal solves,®
EFFECTIVE 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 arean, For example,
the tax treatment of the mortgagor and mortgagee in a real estate transaction Is the same
regardless of whether the mortga'xm looks only to the property as security or whether he
alro has the personal lability of the mortgagor. There 18 no reason for a different rule

where the nroperty involved {8 a mineral interest,
1,. W. Brooks, Jr., 80 T.C, No. 84 (Sept. 26, 1068) and Producers Chemical Co., 30 T.C.

No. 95 (Sept. 26, 1968). As n 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
corts of lifting oil, gas, or other mineraln which are attributable toamla«ét)lon payments

on transactions entered into after Sept. 25, 1088 (TIR, 930, dated Oct.
31n part, thin proposal and the result reached in the Tax Court decislons overlap. The

estimated revenue gain of $200 millton from this proposal does not take this overlap into
account, If the decisions of the Tax Court are afirmed on anm. then the net revenue gain
from the present proposal would, of course, be less than the $200 million estimate uscd here,
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VI-B. MINERAL PRODUCTION PAYMENTS
Tronnican ExpranATION

GENERAL BACKGROUND

A production payment ig a right to a fixed amount of production
from a mineral property if, ns, 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
payment, The production payment may be for a specific dollar amount,
and it usually bears interest. The pnyment is secured by an interest
in the minerals, and usually the known mineral reserves available
nre substtantmlly in excess of that required to pay off the production
payment.

n the case of a carved-out production payment, the owner of the
mineral interest sells the payment to an outeide party, usually a
financial institution. Under present law, the purchaser of the produc-
tion payment treats the payments received us income subject to the
allowance for d;i)letion (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 sayment in himself. Under present law, the owner of the re-
tained production payment 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
su!_iject to the production payment,

he retuined production payment is utilized in connection with
the so-called ABC transaction, In an ABC transaction A, the owner,
sells o mineral property to B (who will own and operate the property)
for a small down;myment, and A reserves a production payment
(bearing interest) for the major gortion 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 C and B. C receives income subject to depletion_(riormally
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.

he proposal geperally would treat I) uction payments as loan
transactions.' As a result, the owner of the mineral interest subject
to the production guyment will take income and expenses with re-
spect to the production payment into account in the same taxable year.

1 This proposal does not apply to production payments pledged for, or because of, explora-
tion or dgve opment. Such tpal:l:aﬂlgns are not%fanclnx ?ranuctlonc and do not operate to

distort the depletion allowance.
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OPERATION OF PROPOSAL

Carved-out production payments
- It is proposed that a carved-out production pnyment, whether re-
lnting to a working interest or a nonoperating interest, bo treated
as a 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 de‘)letion. 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 pafment. would
not in_most cases be affected by this proposal, He would be treated
as receiving a return of capital plus interest.

Example—The A coal company transfers n $300,000 production
payment to B bank. The production payment is payable out of 00
percent of the net profits to be derived from the operation of the
coal properties and bears 51,?-percent interest. The payout period is
estimated to be 3 years. In the year of the transaction, A treats the
proceeds as a loan (nontaxable receipt). In each of the 3 payout yen
A\ includes as taxable income subject to depletion the amounts us
to discharge the production payment, and deducts the expenses in-
curred in each year to produce the coal subject to the carve-out. I'f
the payment is made on the basis of $100,000 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 transactions and retained production payments—~Where a
mineral property is transferred subject to a production payment
(whether or not created by the immediate transferor), it is proposed
that the transferee of the mineral property be treated as if he ncquired
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 mineral property and will be subject to the allow-
ance for depletion. In the case of n working interest burdened by a
retained production payment, the production costs attributable to
minerals applied to satisfy the production payment would be de-
ductible in the year incurred. .\ similar result will be obtained in
the case where a production pnyment is retnined by the lessor in a
leasing transaction, by treating the retained production payment ns
n bonus granted by the lessee to the lessor pavable in installments,

Iz'a'amﬁle.—-:\, the owner of a producing oil and gas lease, sells the
lease to B for $1 million and retains a Bmduction payment of §3 mil-
lion (plus interest at 515 percent) payablé from 75 percent of the pro-
duction from the lense, gimultaneonsl y A sells the retained produc-
tion pnyment to (" for §3 million cash. A will treat the gnin on the sale
of his interest as capital gnin. B will include the production payment
revenue in his gross income, subject to depletion, during the payout
period, and will deduct ns current expenses the lifting costs incurred
with respect to the oil used to satisfy the production payment. C will
treat the $3 million ngjn nontaxable return of capital and will treat
_ the interest as ordinary income.
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RFFECTIVE DATE

_ The proposed rules would be made effective for transactions entered
into ufter the date of enactment., Transactions which the parties en-
tered into prior to the date of enactment would continue to be treated

under present law.

VI-C. TAX-FREE RESERVES OF MUTUAL
SAVINGS BANKS

GENERAL 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 cooperative banks® were exempt from Federal income tax.

In 1951 Congress examined the premises undegfdng the exemption
for these mutual thrif¢ institutions and concluded that:

The Income which is ndded to reserves and undivided profits * ¢ ¢ is income of
the associations, The fact that it ix retained for the benefit of the members makes
it analogous to the income retained by an ordinary taxable corporation for the
henefit of stockholders. (8. Rept. 71, &2d Cong., 1st sess., 25-28 (1631) ).

Accordingly, Congress repealed the statutory exemption of these
mutual thrift institutions and subjected them to the regular corporate
income ¢ax. At the snme time, however, these institutions were allowed
n special deduction for additions to bad-debt veserves that considerably
exceeded the deduction allowed ordina? businesses.

Although all businesses are entitled to use the reserve method of
accounting for bad-debt losses, ordinarily they are allowed a tax de-
duction for an addition to a reserve for bad debts only to the extent
it i8 justified by their actunl loss experience. Mutual thrift institutions,
ns an alternative 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 amonnts which far exceeded
losses.? 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.
Tn 1961 and 1962, 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 peculiar risks of long-term lending on residential
real estate which is tho principal function of these institutions.”*
Therefore, in lieu of the then existing bad-debt formula, Congress pro-
vided two new alternative formulas for the computation of the addi-

1A coovcrnuvo bank in a type of State-chartered 8. & 1. which Is rately defined In the
tax code In A manner that parallels the tax definition of an 8. & L. References to 8. & L.'s

will also encompass cooperative banks,
$The 1051 legislation provided that additlons could be made to a reserve for bad debts

in whatever amount the inxtitution deemed ap) »m‘wlate #0 Jong as (a) the amount set aside
each year did not exceed the jncome of the inatitution for the year, or () ita total remerves
and surplus did not exceed 13 porcent of its deposits or withdrawable accounts at the close

of car,
-’Ehe. No. 1447, 87th Cong., 24 sess., p. 33 (1963).
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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, an 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.*

nder 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 3-percent alternative the annual addition to the reserve,
to maintain the reserve at 3 percent of outstanding loans, would be
cqual to 8 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 {;ercent on “economic income” for both t{pes of institutions.

While most S. & L.’s are currently paying taxes in the manner gen-
erally anticipated by the Congress under the tax formula adopted in
1062,° most MSB's have been able to remain completely exempt from
Federal income tax. In fact, MSB's as a group paid only $3 million
in taxes in 1963 on earnings that were at the level anticipated when
the expected tax payment of $32 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 1065. 'l‘lms, the 1062
legislation has been an almost total failure insofar as its application
to MSB's is concerned.

Congress concluded in 1962 that the 3-percent method should be
made available as an alternative that would grimarily 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 3-percent method in nrpllod to a considerably broader base than is the reserve ratio
methoild available to commercial banks which ix bared on 2.4 percent of eligible loans. The
principal diference as far as MSB's and 8. & 1..'s arv concerned is that they Include Govern-
ment-guaranteed loans in the base while commercial hanks do not,

S Earnings of 8. & L.'s in 1063 were substantialiy lower than the projected earnings upun
which the $168 million revenue eatimate was based. A«ordln{elx. the $116 million actually
pald in taxen in that year, while less than the payment estimated, reflected that the formula
adopted by Congress was working in the manner anticipated.
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tutions will probably comlpute their deduction under the 60-percent-
of-income limitation”® which as indicated above requires the pay-
ment 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 sd limited has not proved correct. In fact, the MSB industry
has been growing at n somewhat slower rate than the 8. & L. industry.
Yet, while about 90 percent. of the S. & L..'s use the 60-percent method,
most MSRB'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
nonqualified 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 p\::roses of applying the 60-percent
test, 8o 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 & L’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
l()y MSB's in situations which were not contemplated or intended by

'ongress. This use is the primary reason why MSB’s have not paid
the tax they were expected to pay.

PROPOSAL

Accordingly, it is recommended that the 3-percent method of com-
puting additions to a reserve for bad debts be eliminated as a gen-
erally available alternative to MSB's.” 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 use
the 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.

BABIC EFFECTS OF THE PROPOSAL

"ﬁl‘ne 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-

¢ Testimony of Alfred 8. Mills, representing ﬁhe National Association of Mutual S8avin
Banks, Senate Finance Committee hearings on H.R. 10630, 87th Cong., second sess., p. 1440,

T This method of computing the addition for the reserve for bad debts will be retained
for new companies as defined by current law.
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tain favorable tax rates. As a result of the pro;)osul, it is expected that
the effective tax rate on the “economic income” of 8 & I.’s and MSB's

will approximate 13 to 18 percent,
INVESTMENT STANDARDS

There is another possibility for structural change which may be
apprlopriate for consideration in connection with the foregoing pro-
posal, :

An 8 & L is entitled to use the 3- or 60-percent method only if it
meets a com%)rehensive set of investment standards established by Con-
gress in 1062 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 an S & L's
nssets must be in cash, Government obligations, mortgages on resi-
dential real estate, and certain related assets, Under present law, fail-
ure 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 Congress provided the special tax benefits based
on the fact that residential real estate lending “is the principal function
of these institutions” ssee House Report cited above), it may be ap-
propriante 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 & manner as
to violate the strict test in the tax law, Therefore, it may be preferable
to devise » new method applicable to both S & L's and MSB's to insure
that the favorable tax treatment accorded these institutions is related
in o 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 de%'ree to which an institution falls below holding a
specified portion of its investments in mo on residential real
property.* For example, an institution could be allowed the full 60
percent of taxable income deduction if 85 percent of its nonliquid
assets were invested in residential real estate, The 60 percent deduction

" Certain transition rules nay be desirable for MSB's that do not presently meet the
investment criterin,
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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, :

TECHNIOAL AMENDMENTS

The following revisions in the application of the 60 percent method
would be made to correct technical problems:

1. Oapital Gains—An error in the 1962 legislation currently per-
mits institutions usinﬁ the 60 percent method to include the full amount
of capital gain in the taxable income measuring base even thoul%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 s if the institution paid no tax on capital gains and in addi-
tion the presence of each dollar of capital gain decreased the tax on
other income by 8.8 cents, Since capital gains 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, Investment Income—~The base for ap[i)lying 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 i3 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. Corporate Stock.—Congress thought that the 60 percent method
would produce a significant tax (15-18 percent) on the “economiec 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 subiect 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
under the investment standard described above.



Thus if such investmenta together with other investments which are
not in residential real property exceed gdpercent of “non-liquid” as-
sets the 60 percent deduction would be reduced.
| .Corror.ate stock represents a more serious potential interferenco

with the intended effect of the 60 percent method in that institutions
with substantinl investment in corporate stock ean retain far more
than 60 percent of their economic income tax free, Consideration
should be given to vevising the 60 percent method to remove this

deficiency,
EFFECTIVE DATE

The proposal would be effective for computing tax liabilities for
taxable years beginning on or after January 1, 1970, Thus operatin
loss carryforwards derived from the use of the 8 percent meth
would be disallowed.

VI-C. TAX-FREE RESERVES OF MUTUAL
SAVINGS BANKS

Treunican EXPLANATION

The Internal Revenue Code allows taxpayers to create u reserve
against possible future bad debts and take an annual tax deduction
for additions to that reserve. GGenernlly, the amount of the nddition to
the reserve must be supported by actunl loss experience but special
methods have been developed for certain financial institutions,

Thus, undor present law mutual savings banks, savings and loan
ussociations, cooperative banks and similar thrift institutions are pro-
vided with two special methods for com(imting the maximum tax de-
duction for additions to a reserve for bad debts which may be used in
lieu of n deduction bused on actunl experience,

One such special method permits these institutions to deduct ench
year, subject to certain limitations, an addition to the reserve oqual to
60 percent of their taxable income, The second method permits them
to deduct each syear an amount necessary to bring the oxisting reserve
balance up to 8 pergent of outstanding qualified real estate Ioans,

This proposal would revise these special methods as follows:

L. ELIMINATION OF THE 3-PERCENT METHOD

The 8-percent method would be eliminated except in the cnse of

new companies during their first 10 years of business,

The new rule would apply in determinin'thax liability for taxable
ears beginning after December 81, 1989, Thus, addition to reserves
or these years must be based either on actual experience or on the

60-percent. method, Moreover, there would be no deduction allowed
for any net operating loss carryforward to these years derived from a
deduction for an addition to u reserve for bed debts for a prior year
which was based on the 3-percent method. However, the institution’s
reserve would be reduced by the amount of any loss carryforward that

is 8o eliminated.



209

I, PERFECTING CHANGES IN THE APPLICATION OF THE 00-PERCENT
MPBTHOD

Under present. 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
excced the amount necessary to incrense the balance of the reserve
(ns of the close of the 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 this purpose:

A, Capital Gains—1f net long-term capital gains from the sale
or exchange of assets exceed net short-term capital losses from such
sule or exchange, one-half of such excess would be excluded from tax-
able income, to account for the fact that the tax rate on capital gains is
nbout one-hnlf the tax rate on other income, .

B. Service Income.~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 this rule, an institution would be required to segregnte
its total income into income from investments (including gains
or losses from the sale or exchange of investment assets) and gross
income from sources other than investments, Adjusted gross income
from investments and adjusted gross income from sources other than
investments would be determined by deducting from the respective
nmounts of gross income, expenses direotly attributable to the produc-
tion of such income. All other allowable deductions (including interest
or dividends pnid depositors) would be allocated between adjusted
gross income from investmentsand adjusted gross income from sources
other than investments in accordance with the fraction that each such
amount is of total adjusted gross income, Taxable income, for purposes
of the 60-percent. method, would be equal to adjusted gross income
from investnents less the deductions allocated to such income in ac-
cordance with the preceding sentence,

11I, INVESTMENT STANDARDS

Under present law, an eligible institution other than a mutual
savings bank, cannot use either the 3-percent or 60-percent method
of determining allowable deductions for additions to the reserve for
bad debts unless ut least 82 percent of its nssets is invested in residential
real estate, liquid msowesi) and certain other nssets. No similar test is
applied to mutual savings banks. In connection with the foregoing pro-
posal it muy be a‘)propriate to replace this standard with a flexible
standard .u?phcub e to all covered institutions,

A possible appronch would provide that the allowable deduction
for the addition to the reserve for bad debts under the 60-percent
method would be proportionately reduced below 60 percent of taxable
income from investments to the extent the institution's investment
in residentinl real estate fell below o specified level. Under this
::gf»rpach, to qualify for the full deduction equal to 60 percent of tax-

@ income from investments, at least 85 percent of an institution’s
nssets (other than cash, demand deposits, certain other liquidity type
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nssets 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.
. 'The maximum allowable deduction (60 })ement) would be reduced
a specified number of percentage points (for example, two) for each
rerc‘entaga point by which residential assets fall below the 85-percent
evel,
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,
1069, In each succeeding taxable year the level would be increased by
two percentage points so that by the fifth taxable year, mutual savin
banks would be required to meet the same 85 percent investment stand-
ard as savings and loan associations in order to be eligible to deduct
the full 80 percent of taxable income from investmeats, 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.
. 1(;1“; A Investments,—Class A investments would consist of the
ollowing:

(1) Liquidity items including () cash, (b{ time and demand de-
posits in banks, (¢) general obligations of the United States, (d) obli-
gations issued i)y any agency or instrumentality of the United Stat
(e) bankers' acceptances, ( f{stock of a Federal Home Loan Bank, an
(g) loanssecured 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
(e) stock of cor};orations primarily engaged in providing services to
;he inst'iftutiono the type which the institution could lawfully provide

or itself,

In applying the 85-percent test the aforesaid items would be ex-
cluded and the percentage of the remaining assets that are invested in
residential real property would be determined.

Residential real ;)roperty investments—Residential real property
investments which form the base for the 85 percent test would consist
of tlhelfg}"l:wing:md by residential real estate, i rt

8 secu residential rea £, property upon

wh(lc there is located or¥vill be located :
a) asingle or multifamily residence,

b) dormitoriesor nursing homes . .

¢) facilities in residentinl developments dedicated to public
use (e.g., schools and libraries) or property used on & nonprofit
}msilsi by )residents (e.g., swimming pools and other recreational
acilities).
}2; Loans secured by mobile homes, not used on a transient basis.
3) Loans secured by an interest in property used primarily for
church_purposes. )

4) Property acquired through liquidation of defaulted loans de-

scr(lbedin 1), (2),o0r (3).
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If part of the property securing the loan is used for residential
purposes and part for other purposes, a pro rata portion of the loan
would be deemed to be a residential real property investment provided
that if less than 10 percent of the property is used for nonresidential
purposes the entire loan would qualify. :

1V, EFFECTIVE DATE

The proposal would be generally effective for taxable years begin-
ning on or after January 1,1970.

VI-D. SUBCHAPTER S
GeNEraL ExpraNaTioN

BACKGROUND AND PURPOSE

At present subchapter 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 of the corporation taxed directly to the shareholders. This results,
in a general way, in o 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 the
are frequently misunderstood 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 the American Bar Asso-
ciation Section on Taxation, a legislative proposal has been developed
which will alleviate these problems. 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 advan of subchapter S as compared
to the partnership form would be eliminated.

DETAILS OF PROPOSAL

Under current law, the amount and the timing of the taxation of
the electing corporation’s income to the shareholders vary depend-
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 biy 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 his 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
he used on their individual returns. )

The following additional liberalizations will apply to the use of
subchapter S—

Bnder present law electing corporations may not have more
than 20 percent of their gross receipts from passive sources such
a8 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, transitorge ownersh}p 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 e(lil‘li:y and o second class of
stock would lend 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 permitte(f.

The proposal also addresses the problem of inadvertent termi-
nation of a subchapter S election. Under present law each new
shareholder of an electini_corpomt ion 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 & 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 liberalizing changes.
One would provide 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 chan
would }])ermit 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 shareholder 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
gsituntion 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
under subchapter S would be eliminated—

Under present law, shareholders can defer taxation of up to 11
months’ income by electing a fiscal year for the corporation. For
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example, if & fiscal year ending January 81 is selected, income earned
by the corporation between February 1 and December 81, 1968, will
be taxed to the shareholders as 1969 income if it is not distributed in
1968 since the corporation’s year ends duringrthe shareholder’s taxable
year comprising the calendar year 1969, The proposal, subiiect to
transition rules which would preserve existing fiscal years as Jong as
a majority of the stock does not change hands, would require all elect-
ing corporations to use the calendar g'ear as their taxable year unless
their shareholders are on a different taxable year or they have a busi-
nl;ags pulrposo for selecting a fiscal year. This conforms to the partner-
ship rule,

ntributions to qualified pension r1-)119.318- 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 while
continuing to work by sim(rly not dpaying themselves & salary and with-
drawing the profits as “dividends.” It is proposed to eliminate this
practice,

Use of subchapter S by dealers in propert]y in order to obtain capital
izains will be curtailed by denying capital gain treatment to share-
tolders 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 8 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,
EFFECTIVE DATE

The new rules would in general be applicable to taxable years
beginning after the date of enactment.

VI-D. SUBCHAPTER S
TeonNICAL EXPLANATION

1, GENERAL

4. Background

A comprehensive revision of subchapter S of the Internal Revenue
Code (secs. 1871-1878) is proposed to make it easier and simpler to
¢omply with and to eliininate unintended hardship and benefits.

In general, the Internal Revenue Code treats a oor;i)oratlon as an en-
tity separate and apart from its shareholders. Thus, income earned b
the corporation is taxed to it and distributions are taxed to sharehold-

334-8910 - 69 - pt.2 - 10
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ers, Under subchapter S, however, certain qualifying domestic cox('f)qr‘
ations can elect not to pay the regular corporate income tax and in-
stend 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-
l)lex and frequently misunderstood in ways which lead to unintended
wrdships. 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 fproposal would alleviate these problems, The aim has been to
sim,l)li y the provisions of subchapter S, in part by incorporating some
of the rules applicable to partnerships. In so doing, unnecessary re-
strictions which 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, ELIGIBILITY TO USE SUBCHAPTER 8

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 shareholders

Under 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 kegeemployees), 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 decensed spouse and the survivor or the estates of
both in the sume proportion as held by the husband and wife before

death.
B. Affiliated group

Under the proposal, as well as present law, an electing corporation
cannot be & 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 re(}uires an essentinlly simple structure but permits the orga-
nization of wholly inactive subsidiaries, perhaps to reserve a corporate
name in another ﬁlrisdiction.

C. Rights and interests of stockholders

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
the corporate charter or by separate agreement. However, unlike
present law, 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 cot;mmtions mitigates
against income shifting among family groups, and avoids the account-
ing problems of allocating income when the stockholders have varying

rights.

gl‘he major difficulty under current law is the possible loss of quali-
fication when a purported debt interest is determined to represent an
equg{ 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 dis'ilualiﬁcation 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 o 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

urposes, including excopt as indicated below the treatment of distri-

utions, would not be considered shareholders for purposes of the
special rules under subchapter S (for exarngle, 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 be taxed as ordinary income
whether or not there were earnings and profits,

D. Nature of shareholders
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 ownershi? i)elife tenancy for example would not be
sufficient, 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:

(iz f 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.

(i), 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 & 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

aYy.
FurtKermore, transitory ownership by a person or persons for a pe-
riod of 60 consecutive days or less during an election year 5 includin
ownership B:ior to an election made within the first month of the year
would not dist“xalifyit:f 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
:hare}nold%r would be deemed to be owned by the person to whom it is
ransferred.

E. Source of income

The provision of present law that a small business corporation may
not derive more than 80 percent of its eéu'oeﬁ 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. Taxable 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 31, 1068, for example, will be taxed to shareholders on
a calendar year as 1069 income if it is not distributed in 1968 since the
corporation’s year in which such income is earned ends during the
shareholder’s taxable ivesu- compriging the calendar year 1069. 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 electin
corporation subject to transitional rules would be required to be one o
the followmi; :

fi? The calendar year.
i1) The taxable year of all shareholders owning more than 10
percent of the shares of the corporation’s stock.
iif) Any year for which it has a business purpose shown to the
satisfaction of the Secretaﬁy of the Treasury or his delegate.

If a corporation makes an eflective election under subchapter S, its
first electing year would end on the following December 31 unless the
cori)oratnon 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-
in;g 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 of a valid business purpose or because it conforms to the
taxable year of its 10 percent sharcholders 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 cor%omtion 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. ELECTION

A. Time 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. Un-
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 S for 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. \

3IM-8910-69-pt,2-10
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B. Consent

As under present law, a consent to the election must be filed by all

rsons 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 !ear). In the
latter case, persons who are shareholders on the day of the election
must consent and for the {mrpose 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 sharcholders during the year but who dis-
posed of their shares prior to the election wounld not 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 explnined,
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 following 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 for 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
consents 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 peried in
t\yhich the corporation qualified and thought it was an electing corpora-

ion,
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, ete.) and if the corporation quali-
fied for a later year, filing a timely return as a subchapter S corpora-
tion for such 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 bo granted, the fact that a termination was inadvertent would

be taken into account,
4. TERMINATION OF AN ELECTION

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 manisulation 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 n small business corporation or by a revocation,

A. Failure to qualify as a small business corporation

The election would not be effective for any time in which the
corporation failed to meet the six conditions for n 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 s of

the first day of the taxable year.

B. Revocation

The election could be revoked by the consent of all shareholders or
by & new eligible shareholder who has not consented to the election
and who is a shareholder during a period following the time of such
election and for which the election is effective, To terminate an elec-
tion a new shareholder would be required to file a revocation of the
election within 60 days after he becomes a shareholder or, if the 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 aflirmative 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

uired 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 he becomes a shareholder. However, if the revoking
shareholder acquires the stock from an ineligible shareholder! who
did not cause the election to be terminated because he held the stock
less than 60 days and did not receive a distribution, then the termina-
tion would take effect on the date the ineligible shareholder acquired
his stock. This rule is needed because the shareholder who follows an
ineligible sharcholder would pick up income allocable to the ineligible
shareholder’s shares for the Iatter’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.

6. EFFECT OF ELECTION BY SMALL RUSINESS 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

1 An {uneligible shareholder would have no power to revoke an election.
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be passed through to the shareholders. Furthermore, special rules will
be in 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. Corporation

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 limit the use of subchapter S on a temporary
basis to realize capital gains and pass the proceeds through tc
shareholders with only one tax, would continue,

(ii) The tax imposed under section 47 in the case of an early
disposition of pr«()ipert{ on which an investment credit was claimed
would be imposed 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
ac?uisition during election years, the investment credit is made avail-
able to those persons whe 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 vlection, under present law the shareholders
cannot be charged with recapture income and neither can the corpora-
tion when a (ﬁ: osition 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 sube mgtszr 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 corﬁorate 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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come 'Fartnerships without liquidating and paying a capital gains

tax. To impose such a tax as a Ererequisite 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 subcha]pter 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 afgregate
of individual interests and not a separate entity. Complex rules
have been developed to carry out this concept (e.g., basis adjust-
mentson 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,
incluéing items related to contributed property). These rules may
not cause Freat difficulty for simple partnerships, but the potential
for complexity exists and it is advisable to avoid it, Moreover
the entity appronch 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) Taxation of income and loss to shareholders.—(a) Allocable
amount.—Each shareholder would be required to include 1n 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 a}thoual: 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
inadvertent dy .

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.

aw income may be reallocated among shareholders who are

2 As provided under
P 1l this is necessary in order to reflect the value of services

nt
members of the same famlly {
‘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 are sufficient accumulated earnings and profits, the con.
structive dividend will not equal the full taxable income, The property
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 each shareholder would not be
affected by distributions during the ‘Syear.

0. of subohapter z’ncomc.——Subcha{)ber S income

would be defined to mean taxable income determined in the same man-
ner as a regular corporation with the following adjustments (items iii
andv rerresent a change from current law) :
2 Net o(‘)eratmg loss carryovers would not be allowed,
i ? Dividend received deductions would be disallowed.
il1) A capital loss carryover would be allowed only for capital
losses incurred by & corporation, which is an electing corporation
on the date of enactment, in taxable years for which the present
subchapter S rules are applicable, This represents a change from
resent rules, under which such carryovers are generally allowed
use as hereafter explained a capital loss pass through would
be permitted. )

ﬁ:) A deduction would be allowed for any capital gains tax
paid pursuant to section 1378, .

(v) Subchapter S income allocable to the nominal shareholders
would be reduced hut not below zero by payments made with re-
spect to “obligations” determined to be equity capital (and which

id 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;

(¢) Distribution is made within 214 months of the close
of the corporation’s taxable year; and

(‘? The payment is reasonable in relation to the invest-
m

en

(¢) When included—(i) In General—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 1968,
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 distributions
within the first 214 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, & doubling up still occurs in this case since the November dis-
tribution was made after the 214-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 durin% which the partnership year ends, In the above exnm%

as applied to a partnership, the &a}mners would be taxed on $10,
of it}come in 1067 and $10,000 in 1968, which seems to be a more logical
result,

Therefore, the adOﬁtion of the partnership rule which is now applied
to the losses of subchapter S corporations is p;?’gosed.

(ii) Termination of election in middle ?{ tawable year—If a sub-
chapter S election is terminated in the middle of a taxable year, the
short period would be treated as n 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) Tranafer of shares.—If a share of stock is disposed 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 a 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 decensed 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 (;o 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 vear, Allocation on the basis o
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 802(b)(8). (Family attribution,
sec, 318(n) (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 jnterest as
a creditor without regard to whether there is a reacquisition within
the 10-year period.ﬁ

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 yenr the latter amount
would be payable,

(d) Nasure of income and loss.—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 se]f-empfi?ment tax or affect the recipient’s right to
socinl security benefits. However, if the corporation fails to pay an
ade(luate salary to an employee who owns more than 10 percent, of
its shares of stock (directly or by family attribution under sec. 818(a)
(1)), the Commissioner would be authorized to treat all or a part of
the shareholder’s portion of subchapter 8 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 socinl 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 rules, but as under
current law capital gains would be pnssed through to the extent of
subchapter S income. In addition, each shareholder would be allowed
to take account of his pro ratn share of the corporation’s long term and
short term capital loss in excess of capital gains earned by the
corporation.

Capital gnins treatment would be denied to shareholders owning
more than 10 percent of the shares of the corporation’s stock at any
time dlll‘il(llg the year, with respect to their allocable share of income
from the disposition of ])roperty which would not have been treated
as & capital asset in their hands.

(8) Distributions.— ga) No accumulated earnings—Distributions
by a corporation which had always been an electing corporation under
the new rules  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. The shareholder’s
basis for this pur‘mse would be determined as of the last day of the
taxable year in which the distribution is made or the 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 profits in eleoting years—This result follows
under the proposal because, unlike the situation under present law a
subchapter S corporation would not increase accumulated earnings and

S$As h -after explained, under l)ol'ﬁ.élit rules & corporation could under certain circum-
atances accumulate earnings and profits in electing years, : '
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!)roﬁts during election years* It would, however, keep account of earn-
ngs and profits in a special account known as subchapter S enrnings
and profits, In general, subchapter 8 earnings and profits would equal
the total enrnings and profits for all years that the current election has
been in effect minus the sum of—

(i) The deficit in earnings and profits for each such year to the
extont that the deficit in any year did not exceed the amount of
the corporation’s subchapter S earnings and profits as of the
beginning of the year in which the deficit pecurred (i.e., subchap-
ter S earnings and profits would not be reduced below zero), and

(ii) All distributions of money treated s distributions of sub-
chapter S earnings and profits.

However, n pro rata portion of subchapter S earnings and profits
would be eliminated in the event of transfer of n share of stock to the
corporatoin in a transaction which is treated as a distribution in
exchange for stock.

The corporation’s subchapter S enrnings and profits accg\mt 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 the end of the preceding taxable year

including such amounts as would be taxed to the shareholders during
their taxable year which may not yet have endedl).

(¢) Corporations with accumulated earnings—If a corporation has
accumulated earnings and profits, distributions wonld be taxed in the
following manner, onefy istributions to the extent of subchapter S
earnings and profits as of the end of the year in which the distribution
takes place would not be considered dividends® 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 in excess
of subchapter S earnings and profits at the 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 specinl rule would be provided for money distributions within the
first 214 months of a taxable year following a year for which an elec-
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 distribution within the first 214 months of the
year, it may obtain a double benefit from this distribution; i.c., it may
reduco its accumulated earnings tax base for the prior year without
incurring any additional tax on its shareholders, U'nder the proposal a
distribution in these circumstances would be a dividend.

4 Under present law the umumul?ted carnings and profits of a subchapter 8 cor| omtlgl;

ia not increased by undistributed income taxed to shareholdcsn nor is it reduced by t
amount of an operating losn which is passed through How%ver. it would be increased b;
& loss but which affect earnings an

itema not taken into account in comnn ing income an
profit e.g.. tax exempt intereat or the excess of percentage over cou% depletion. .

8In order to prevent tax avoldance l:'{ tax-free money distributions to high-bracket
shareholders and taxable “roperty distributions (or no distributions) to low-bracket
shareholders, money distributions for this purpose means only pro rata distributions,
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Except for this special rule, distributions up to the amount of in-
come ® earned during subchapter S years, including the year of dis-
triblution, could be distributed even where there were accumulated
earnings without foar 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 electin
year ended on June 30, 1967, and it had $20,000 of income for suc
#ar and $5,000 for the year ended June 30, 1968, a distribution in

ovember 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 yenr ended June 1067, they will not do so until Decem-
ber 81, 1967, and therefore they are not credited with previously taxed
income (Pﬁ) until such time, Thus, although over the 2-year period
the corporation earned $25,000, if $25,000 were distributed in Novem-
ber 1967, the shareholders coul y 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 & new shareholder in the corporation a similar result can occur
under present law even if distributions are more carefully timed.

() Distributions after termination—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 be
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 sharcholder in a subchapter S
corporation. Although the concept of subchapter S eaminﬁs and
profits is of no importance to a corporation without preelection
accumulated earnings and Froﬁts 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 distributions—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

¢ Bince subchapter 8 earnt and profits are based on earnings and profits rather than
taxable income this would not be the case where deductions which are not allowable in
computing income reduce earnings and profits below taxable income.
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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 Froposul, a refund would be 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 g:ior years,

Repayments would be deemed to be repayments of the latest dis-
tribution first and the tax attributable thereto would be determined by
computm? the decrease in the tax which would result for the taxable
{ears during which the distributions involved were actually made if
he 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
repa{ment 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 shareholders 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. o

An estate could obtain a refund for repayment of distributions made
to a deceased sharcholder, but to the extent that any repayment obliga-
tion is deductible as a clnim against the estate, it would have to be off-
set by the amount of tax refundable. ,

(4) Basis—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 earnmgﬁ 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 ns described above, Any portion of a deficit which
is applied to reduce accumulated eaminfs 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
;lebt in the corporation would be reduced. These rules follow present
aw. :

A basis incrense 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

ragraph and the shareholder’s basis for such debt reflects the reduc-
jon, 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 under 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 pro?ortion to the share-
holder’s portion of earnings and }{)mﬁts 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 agninst such basis, Under
today’s law basis is not increased, the corporation has $1,000 of earn-
:lqggdanéi profits and the distribution of tax-exempt interest is a

ividend.

(8) Limitation on allowance of losses—(a) In general —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 ndjusted 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 pur%eose of com-
Butmg the allowablé loss a shareholder’s bnsis would be increased

y the amount, if any, by which the shareholder’s portion of the
loss exceeds his portion of the subchapter S deficit for the fyem'.'
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 applﬂu
ing the loss limitations. If there were no deficit for the year t
entire amount of the loss would always be allowable.

If o portion of a loss were disallowed, it would reduce pro rata
the amount of ordinary loss and short-term and lon;;-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
wonld 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 ns 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.

7 Under. the proposal, basis would not be increased by subchapter 8 {ncome in order to
allow capital loss (or in certaln unusual c¢ircumstances an ordinary '}%ss) to the extent
that there: arg nondeductible items In excess of tax-exempt income, This is an unlikely
concitrrence of components and it would not justify the complexity necessary to alter the

result,
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If the corporation’s election remains in effect, the carryover loss
would be deductible during the shareholder’s taxable ]\;ear 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 at the time the corporation’s election terminates, it would
be allowed as & 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 immediatelg following the date of termination.
g\ngr deduction so allowed would result iri a corresponding reduction
in basis,

One further departure from present law and the J;antnershjp {aro-
visions shonld be noted. The suggested procedure adjusts basis (and
also subchapter S and accumulated eaminﬁ by the amount of any
loss and determines the tax effect of any loss before 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 allowed and the distribution could be a dividend.
The suggested rule a{’pears 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 loss if corporation has accumulated earnings and
profits—If a corporation has accumulated earni%%s 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 presubchapter 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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8. BPECIAL RULES

The following rules are proposed to eliminate unwarranted ad-
vantages now available by using subchapter S,

A, RECAPTURE ON DISPOSITION OF DEBT

A. Recapture on dz?osz’tion of debt.—If the basis of debt in a
corporation has after the effective date of the pm(fosal been reduced
by reason of a deficit in subchz?)ter S earnings and profits and if the
basis of the debt in the hands of the holder (who may-be a transferee)
reflects all or part of such reduction, then gain on sale, redemption or
other disposition of the debt which would otherwise result in capital
gain, and which does not result in a complete termination of interest
in the corporation would be treated as gain from the sale or exchan
of an asset which is not a capital asset to the extent of the lesser oi‘:
(i) The amount of the reduction reflected in the shareholder’s
basis for debt, or .
reéii) The earnings and profits of the corporation at the time of
emption or sale, , _

This rule prevents the possibility of converting income into capital
gain by holding a portion of a subchapter S interest in the form of debt,
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 earnm%

B. Certain emflo{?ee benefits,—The advantage in utilizing sub-
chapter S instead of a é)artnership for the purpose of granting tax
favored employee benefits to the owners of the business would be
reduced in two areas:

1, Pensions—The amount by which the sum deductible by an
electin%:or ration on account of a contribution to a qualified em-
slo;ree nefit plan on behalf of an employee, who owns at any time

uring the taxable year more than 10 percent of the shares of the
corporation’s stock, including ownership b{ attribution under sec-
tion 818(a) (1), exceeds either 10 percent of the employee’s “earned
income” from the corporation or &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 year,
would be treated as if contributed on behalf of such shareholder in
the year deducted for the purpose of ap&lying the above limits,
except that any income resulting would be 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 corromtion 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) sfo(credit carryovers) would not be
permitted from an electing year to a nonelecting year or vice versa,

An ordinary loss would be 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
corﬁoration to employees who own more than 10 percent of the shares

of the corporation’s stock,



